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Grant Thornton UK LLP response to HMRC 

consultation on tax deductibility of  corporate interest 

expense 

Introduction 

Grant Thornton UK LLP (Grant Thornton) welcomes the opportunity to respond to the consultation on 
the tax deductibility of corporate interest expense, published by HM Revenue & Customs (HMRC) on 
22 October 2015. 

Our summary of the key points and detailed responses to the questions are set out in this document. 

Executive summary 

• We consider that introducing the proposed new rules on 1 April 2017 is too soon.  More time is 
needed for businesses to reorganise their finances if they wish to do so as well as to understand 
how the UK's main trading partners will be responding to BEPS 4.  

• A Fixed Ratio Rule, particularly if set at the lower end of the corridor, and absent a group ratio rule, 
will have a significant impact on the tax deductibility of interest for our clients across a range of 
industries, including infrastructure, real estate and private equity backed businesses.  If a Fixed 
Ratio Rule is to be used, we recommend that it is set at 30%. 

• We support the introduction of a Group Ratio Rule alongside the Fixed Ratio Rule.  We suggest 
that businesses are allowed to apply an asset based or an earnings based measure, depending on 
what is appropriate for their business in any particular year.  

• In order to limit the compliance impact of the proposals, we support a de minimis level of €3m 
(sterling equivalent) alongside a full exemption for all Small and Medium Sized businesses.  

• The Public Benefit Project exclusion may become a very important element of the package of 
proposals, with a number of businesses looking to rely on it.  We recommend that the proposed 
exclusion is more broadly drawn than that set out by the OECD and an agreement procedure with 
HMRC is put in place for those businesses wanting certainty on this point. 

• We suggest a full grandfathering period for those loans already in place lasting until such point that 
those loans are materially refinanced.  

• The proposed rules offer the opportunity to replace the existing World Wide Debt Cap (WWDC) 
provisions.  

We trust that this response contains useful commentary. If you would like to discuss any of these 
points in more detail then please contact Elizabeth Hughes, Director, Grant Thornton UK LLP at 
elizabeth.hughes@uk.gt.com or by telephone on +44 (0)207 728 3214 
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Responses to specific questions 

1. What are your views on when a general interest r estriction should be introduced in the UK? 

We understand that the government would like to deliver the most competitive corporate tax system in 
the G20, with the aim of encouraging greater investment to support productivity and growth. We 
welcome this policy objective.   

Competitiveness however, can be eroded by adopting (tax) rules that disadvantage UK taxpayers 
compared with their competitors in other leading trading nations. Competitiveness can be further 
damaged by making significant changes such as this, with insufficient time for taxpayers to reorganise 
their affairs appropriately (see further comments below).   

Before a decision is made to implement these rules we consider that: 

• The OECD should have finished their 2016 work in this area (particularly in respect of 
the Group Ratio Rule ('GRR')) and sufficient time to have been made available to 
understand and consult on that additional work; 

• The UK should not bear the risk of being the 'first mover' without understanding when 
our trading partners will be adopting similar rules; 

• There should be sufficient time to allow businesses to refinance shareholder debt and 
other debt without incurring penalties for early redemption and to allow time to source 
and price alternative funding; and  

• Sufficient time to scrutinise the proposed legislation to ensure that it is practical and fair 
whilst preventing BEPS behaviours.   

Given the potential impact of the new rules (see our response to later questions for further details), our 
clients will want time to understand how the rules apply to them and if necessary restructure their 
financing, if possible.  Given that refinancing even relatively small amounts can take at least 6 months 
to agree, we suggest that there is a minimum of at least 2 years between the announcement of the 
rules and their implementation.   

2. Should an interest restriction only apply to mul tinational groups or should it also be applied 
to domestic groups and stand-alone companies? 

The key question to ask here is whether the new rules are intended to prevent BEPS or just restrict the 
deductibility of interest.  Given that domestic groups and stand-alone companies have very limited 
opportunity for BEPS via interest deductions, we recommend that the rules are only applied to 
multinational enterprises.  However, we appreciate that creating a distinction in tax treatment between 
multinational groups and non-multinational groups could result in the potential state aid challenges 
under EU law.  

To overcome this issue we suggest that if the rules are applied to all organisations then there should be  

• a meaningful de minimis level applied; 

• the SME rules should apply such that multinational SME groups are not affected by the 
rules 

• a GRR rule is introduced alongside any Fixed Ratio Rule ('FRR') such that third party 
debt is always allowed in full. 
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3. Are there any others amounts which should be inc luded or excluded in the definition of 
interest? 

There needs to be a clear definition of interest and amounts economically equivalent to interest. Absent 
a clear definition, there remains a risk that taxpayers seek to characterise payments as something 
other than 'interest'. We have several comments on the definition of interest as follows: 

• The imputed interest on instruments such as convertible bonds and zero coupon bonds 
has been considered to be a discount on the price of the bond, which has not been 
subject to withholding tax. By effectively 're-characterising' its treatment from discount to 
interest may suggest that its withholding tax treatment should change too. 

• Arrangement fees and similar costs (which typically include commitment 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 third party 
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. 

• For businesses that accept delayed payment for goods ('buy now pay later'), where an 
element of the purchase price could be 'interest' but the 'interest expense' is accounted 
for as the cost of the purchase, potentially in cost of goods sold in the P&L, we would 
suggest excluding such amounts in the definition of interest specifically.  

Furthermore, 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£50m 
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 one-off costs in the application of the ratios could have a 
highly distorting impact on the tax deductibility of interest, if they were accounted to be accounted for as 
a cost in the year of breakage.  

If these one-off costs are to be included in the definition of interest, a spreading mechanism should be 
introduced for these costs, allowing their impact to be 'smoothed' over many years. 

4. How could the rules identify the foreign exchang e gains and losses to be included? 

In line with the OECD recommendations, we consider that foreign exchange gains and losses should 
only be included in the definition of interest where they form part of a return or payment that is 
economically equivalent to interest in respect of securities.  Exchange movement on normal trading 
debts and asset revaluations should be excluded from the definitions. 

5. If the rules operate at the UK sub-group level, how should any restriction be allocated to 
individual companies? 

We consider that the most pragmatic approach to applying the proposed rules is considering them at 
the aggregate UK group or sub-group level.  

If the rules were to apply at the UK sub-group level we suggest that the group is allowed to determine 
where the restriction should apply.  This flexibility would be in line with the provisions of the WWDC 
legislation. 

In addition, the definition of a ‘sub-group’ should be considered in the context of consortium and joint 
venture structures.  We have a number of clients (particularly in the infrastructure sector) where a sub-
group is formed to own and operate an asset are 'ring-fenced' commercially (and in some cases 
economically too), so that the allocation of an interest restriction cannot in practice take place outside 
the asset owning sub-group. 



4 
 

6. Are there items which should be excluded from bo th the definition of interest and from “tax 
EBITDA”, as referred to in the section on a fixed r atio rule? 

In the first instance we suggest that tax EBITDA is drawn from the tax computations (after the 'normal' 
tax adjustments e.g. disallowed entertaining etc are made) to minimise compliance costs and ensure 
consistency with the rest of the tax return.  

There are some practical issues from applying the tax EBITDA, including: 

• We understand that calculation of interest would only become clear once the group's 
earnings or asset profile has become known. Particularly in seasonal businesses this 
may not be clear until the year end, which places significant uncertainty in calculating for 
example, quarterly instalment payments of tax.  

• Many group companies will find it difficult to get timely information on the whole group’s 
third party debt and earnings/asset values – and then to allocate and enforce these 
among all of the relevant group companies is administratively burdensome.  

• Furthermore, if the auditors require changes after the year end or where group 
companies have different accounting period end dates, there could be a subsequent 
impact on the local interest deductions and additional complexity in its calculation. This 
approach also requires in-country consolidation of data (even if no local audited 
consolidated accounts are prepared). 

Specifically, we suggest excluding following items from both the definition of interest and from “tax 
EBITDA”: 

• Dividends (as exempt from corporation tax) should be excluded from the definition of 
earnings.  

• Exceptional items should be excluded from any definitions. Groups will need to be able 
to plan with some certainty to ensure external debt is managed appropriately and the 
volatility that could arise from exceptional items would prevent this.  Many third party 
lending arrangements exclude exceptions to address this point. 

• Unrealised gains and losses should be excluded when calculating a group’s earnings 
figure. This is especially important to certain industries such as infrastructure / real 
estate to manage the impact of volatility in asset valuations .  

• Research and Development ('R&D') above the line tax credits should be ignored when 
calculating a group’s tax EBITDA to enable the R&D reliefs to continue to bring value to 
those businesses investing in R&D. 

7. What do you consider would be an appropriate per centage 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? 

We consider that a position at the top end of the range would be necessary in order to be competitive, 
as countries such as Germany and Italy already have a 30% ratio limit. 

However, the 30% would appear to be low for many private and smaller public companies. Seeking to 
make the fixed ratios at this level or below is likely to make debt considerably more expensive for such 
groups due to the restricted tax deduction.  Sectors that will be particularly impacted by such proposals 
include:  

• Infrastructure  

• Real estate  

• Private equity backed businesses  
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• Financial services  

• Companies in the service sector.  

We have addressed the factors impacting on these sectors below:  

• Companies that invest in infrastructure assets typically engage in very long term 
contracts (often 25 to 30 years in length). The decision to enter into such a contract is 
based on a detailed analysis of all the costs. Tax deductions for interest are also a key 
part of the financial modelling that is used to decide whether to go ahead with the 
project or not. The longevity of the projects mean a number of large infrastructure 
projects may become more expensive than previously (because the tax relief may not 
be available). This may cause financial stress in this sector and / or may deter new 
infrastructure investments. As discussed further in 13 below we suggest the PBP test is 
relaxed or a motive/clearance application procedure is included to support this industry. 

• Specifically, we have been told by some of our clients that this could mean for current 
projects, the loss of tax relief could result in the “lock-up” of cash flows in order to meet 
planned debt repayments, or worse, default with the risk of termination. 

• Furthermore, infrastructure and to a lesser extent, property and real estate businesses 
often have the benefit of security to support their borrowing (for example unitary charge 
income in the case of PFI/PPP infrastructure projects and the value of the property in 
the case of real estate). The security allows these sectors to have much higher levels of 
gearing compared with many other industries. A FRR applying to all industries could 
have a serious impact on these two industries, unless the ratios are set at such a level 
that high levels of gearing could be allowable. It could be possible to have one type of 
FRR for businesses with secure income streams or assets with other ratios for those 
businesses with less certain income or asset values. 

• On a related point, we consider that REITs should be excluded from the scope of the 
interest restriction rules. The REIT legislation already includes an interest cover test and 
overlaying a further restriction on interest deductibility should not be necessary.  Further, 
applying a restriction on the deductibility of interest could have a significant impact on 
the ability of REITs to meet their distribution requirements and remain in the REIT 
regime.  Several countries exclude REITs from their interest restriction rules (eg 
Germany), which lends further weight to the argument that UK REITs should be 
excluded from these rules and considered separately. 

• Many smaller businesses have benefitted from the management skills brought to them 
as part of investment from the private equity industry. Traditionally, private equity 
investments have been through a leveraged structure. The potential for the disallowance 
of interest costs may have an adverse impact on the level of funds available to invest in 
smaller companies as well as pushing up prices of better quality assets, with many more 
businesses being unable to fund their growth and expansion plans. We suggest a de 
minimis broadly equivalent to the €3m applied elsewhere in EU or/and on SME 
exemption will help to mitigate this impact. 

• Furthermore, private equity has become an important industry in its own right to many 
countries and the possibility that such businesses leave their home territory (because 
they are often run by highly mobile and globally connected individuals), should be 
carefully reviewed.  

• Companies in the service sector also appear to be adversely affected if the chosen ratio 
is assets based, as these companies typically do not have assets that are recorded on 
the balance sheet (e.g. self-created intellectual property qualified and skilled workforce 
in place etc.).  
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Application of the FRR to UK PPP/PFI projects 
We have included below a sample of UK Public-Private Partnership (PPP)/ Private Finance Initiatives 
(PFI) projects on an anonymous basis to demonstrate the level of financing in the infrastructure 
industry. 

Table 1: Sample of UK PPP/PFI projects – Net Intere st / EBITDA ratios - Source: ‘Investment Companies Initiating 
Coverage – Infrastructure: Are All BEPS Off?’, Matt hew Hose, Jefferies International Limited, 23 Novem ber 2015 
 

Project  Accounting period Net third party 
interest/EBITDA ratio 

A 31 December 2014 57% 
B 31 December 2014 81% 
C 31 December 2014 76% 
D 31 December 2014 68% 
E 31 December 2014 69% 
F 31 December 2014 45% 
G 31 December 2014 76% 
H 31 March 2015 22% 
I 31 December 2014 58% 
J 31 December 2014 78% 

In general, we consider that it is better to apply targeted anti-avoidance rules to particular scenarios 
arising in these industries rather than creating rules that could potentially damage these important 
business sectors. 

Application of the FRR to UK private equity backed businesses 
Based on a survey of recent client transactions: 

• a 10% restriction would partially restrict a deduction for third party interest in all cases; 

• a 30% restriction would allow a deduction for third party debt most cases, and a partial 
deduction for related party debt. 

As a general principle we consider that third party debt should remain tax deductible in all 
circumstances because third party debt funding agreed in a commercial transaction is unlikely to 
demonstrate BEPS behaviours.  

If the FRR was to be implemented as proposed then further consideration will need to be given to 
identifying the disallowed debt and how the proposed rules interact with the UK-UK compensating 
adjustment mechanism.  

8. What are your views on including in any new rule s an option for businesses to use a group 
ratio rule in addition to a fixed ratio rule? 

As previously noted, the FRR might not be appropriate for some sectors (especially capital intensive 
ones) even if the fixed ratio was set at 30%. Therefore, it is important to include a GRR to permit some 
groups that traditionally have a higher level of external gearing to deduct interest in excess of the 
amount allowed under the fixed ratio rule.  

However, there will be also potential challenges to the introduction of the GRR: 

Accounting basis of the group ratio calculation 
The use of a group's consolidated and audited financial statements would appear to be a good starting 
point for this analysis, although this assumes that all groups prepare such statements in a form and 
language that HMRC could review and that this information can be made available.  
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The key challenge as referred to above is the need for all companies to prepare accounts on a 
consistent basis and where the treatment of debts such as say convertible instruments are treated 
consistently across different group's accounting policies. 

There would need to be agreement as to how foreign currency translations are made to convert local 
accounts into a single currency. 

Potential manipulation of financial policies 
The GRR could incentivise companies to adopt financial policies designed to manipulate the level of 
net third party expense and or tax EBITDA to maximise local deduction.   

This may encourage pre-year end reorganisations of debt to channel third party financing across the 
group. It may also make it very difficult for businesses to estimate quarterly instalment payments of tax 
with any certainty. The flexibility over these debt reorganisations may be limited by commercial 
concerns such as bank covenants. Some of side effects of this need to reorganise debt could include:  

• Currently decentralised groups needing to become increasingly centralised with large 
tax teams probably at head office locations with reductions in non-head office personnel  

• A preference to borrow funds from banks that can lend across border and are happy for 
funds to be channelled as needed to territories outside the location of the lending bank  

• An increased need for cross group financial guarantees  

Furthermore, to the extent that dividend income is excluded from any measure of earnings for the 
purposes of these proposals, there may be a move to reorganise loans such that they are not routed 
through or into holding companies (although this will be determined by wider commercial decisions). 

As a principle we suggest that: 

• Third party interest expenses should be fully allowed in order to avoid distorting 
commercial transactions as discussed above; 

• Businesses should be allowed to choose whether to apply an assets or earnings based 
ratio  

9. What form of de minimis threshold would be most effective at minimising the compliance 
burden without introducing discrimination or underm ining the effectiveness of any rules 

An absolute de minimis threshold should be introduced in order to minimise the compliance costs of 
the proposed new rules. It is important however, that the de minimis is kept under review as we are 
currently in a period of historically low interest rates and should they rise, the threshold could become 
quickly out of date. 

Furthermore, there is a question of how the de minimis level should operate say in private equity 
backed businesses.  For example,  an individual sub-group investee business may have an interest 
cost of less than £1m but if all the interest costs of all investee companies invested in by the funds of a 
private equity business, the cost may be significantly in advance of £1m.  We have considered this 
point further in our responses to questions 10 and 11 below. 

10. What level should the de minimis threshold be s et at, balancing fairness, BEPS risks and 
compliance burdens? 

In order to maintain competitiveness with the UK's main trading partners, we consider that a de 
minimis threshold set at least of the level of Germany (say, the sterling equivalent of €3m), is 
appropriate.  
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To put this threshold into context; assuming an interest rate of say 8%, and a £2m allowable interest 
charge, this equates to £25m of allowable debt, which is typically towards the low end of the debt 
levels that our entrepreneurial clients seek to borrow to fund their development and expansion. 

11. Should SMEs as defined by the EU criteria be ex empted from the rules, in addition or as an 
alternative to a de minimis threshold? 

In our experience many UK companies invested in by private equity houses would be considered small 
or medium sized businesses (SMEs) if they were standalone businesses.  Consequently they would be 
exempt from the UK thin capitalisation legislation were it not for the UK 'acting together rules'.   

Applying the thin capitalisation rules has meant a significant compliance burden for typically small 
businesses (often having to commission specific work in order to apply the rules).  Therefore to simplify 
matters and to create a 'level playing field') between those SMEs backed by private equity and those 
that are not, we therefore suggest that all SMEs as defined by the EU criteria (when treated on a sub-
group basis), should be exempt from the new rules in addition to a de minimis threshold.   

12. What is the best way of ensuring that the rules  remain effective and proportionate even 
when earnings are volatile? 

The key issue with using earnings as a measure of economic activity is that they may be volatile, which 
could lead to very different allocations of interest expense in a short run of years:  

• Earnings volatility can be a particular issue at certain points in a business' lifecycle (for 
example in the start-up phase; when launching a new strategy or at a low point in the 
business cycle – no relief on interest is like a tax on loss making companies) or for 
particular industries (for example in the real estate sector where properties can be fully 
let, being developed or empty). 

• Some companies may not have earnings for a long period of time during which they are 
investing and growing the market. For example, Research and Development (R&D) 
companies may be heavily investing in a new technology yet the fruits of that labour will 
not come through until many years later.  The impact of an interest restriction, which 
could put the business into a tax paying position may jeopardise that investment. 

Therefore, we consider it necessary to allow the businesses to carry forward and carry back of 
disallowed interest and unused interest capacity to address volatility. The ability to carry forward 
unused interest capacity is especially important for the real estate sector where a particular property 
may go through periods of yielding no income (for instance if it is being developed or refurbished) and 
yet interest will accrue on any associated debt and long term PFI/PPP structures where the financial 
arrangements often have losses in the early years. It would be only fair to allow that expense to be 
offset against any future income from the property.  

Clearly if the interest expense can only be offset against certain types of income (for example, non-
trade loan relationship credits), the benefit of the carry forward would be significantly diminished. We 
consider the legislation could be drafted to treat carried forward interest as interest arising in the 
subsequent period and thus available to offset all income/profits. 

The potential to carry-forward surplus interest or capacity gives rise to a number of practical questions 
such as: 

• Could a business use the current year's capacity plus any carry forward capacity in any 
one year? 

• Would the interest capacity expire? 
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• Would there be a restriction on carry-forward interest or capacity if the business has 
been the subject of a change in ownership?  
 

We would welcome the opportunity to consult further on draft legislation here.  

13. In what situations would businesses choose to u se the PBP exclusion? How would this 
differ if no group ratio rule was implemented? 

There has been considerable interest from the businesses we have been speaking to about the 
application of the PBP exclusion.  Many of them consider that the FRR, even at 30% will be overly 
restrictive on their business; the GRR may be complex to apply in practice (see our comments above) 
and therefore they are looking to apply the PBP exclusion.  In the light of this, there is concern that the 
OECD exclusion is too narrowly worded – particularly the references to a government counterparty and 
the notion of a non-profit making business.  A number of people have observed to us that you do not 
need to be a charity or do business with a government agency in order to create a social benefit.  For 
example, the building of roads, bridges, student accommodation, social housing development, the 
provision of utilities or green energy infrastructure projects as well as the offering of services such as 
education, training or social care might all reasonably argue that they create a 'public benefit'.  

In the absence of a GRR the pressure to apply PBP exclusion will be increased significantly such that 
HMRC may wish to offer a clearance procedure to help taxpayers apply the rules to their particular 
circumstances. 

14. Do you have any suggestions regarding the desig n of a PBP exclusion, taking account of 
the OECD recommendations? 

There are a number of features that make the OECD suggested PBP too restrictive to businesses to 
apply in practice. These include: 

• The requirement for a public sector body or public benefit entity to be the counterparty – 
there are many examples of the provision of goods and services that offer a public 
benefit (see list above) where no government department is involved.  In this time of 
increasing decentralisation and outsourcing, we see this as a trend that is set to 
continue in the future; 

• The need to hold an asset for 10 years and the non-disposal of the asset without the 
operator's permission – assets may go through several rounds of ownership in 10 years 
because at different points in the asset's life-cycle it may require different types of 
support from its management and owners.   

We suggest that the definition of a PBP is made as wide as possible and require that taxpayers explain 
and defend their application of the rules to their position alongside the provision of a ruling procedure to 
give certainty to those taxpayers that want it.  

15. Do you have any views on the specific risks tha t might sensibly be dealt with through 
targeted rules? 

Given that the BEPS concern arises on the provision of shareholder debt, our suggestion (which we 
recognise is contrary to the direction of this consultation), is to review the way the arm's length principle  
is applied to related party debt borrowing by UK taxpayers.  In this way the provision of third party bank 
debt remains tax deductible.  More simply, the arm's length principle has many advantages and if there 
are specific BEPS issues that should be addressed  in respect of interest then we would welcome the 
opportunity to consult on them further whilst maintaining the arm's length standard. 
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16. Do you have any suggestions as to how to addres s BEPS issues involving interest raised by 
the banking and insurance sectors? 

For the banking and insurance sector, a material disallowance could result in taxation that inflates the 
effective tax rate to over 100%, which would clearly create an absurd result.  

The recognition of the importance of prudential regulatory supervision in these sectors should also be 
considered. This presents a natural limit to the amount of permitted leverage for such businesses. We 
would note that prudential regulation normally applies both at an individual regulated entity level and at 
an overall group level. The ability within a financial services group to provide intra-group debt funding is 
also significantly constrained by regulatory considerations.  

A number of clients have asked us what may be considered a 'banking' or 'insurance' entity under 
these provisions. For example, companies that offer finance to group customers as well as businesses 
operating in the debt fund sector or shadow banking sector have requested clarification in this area. 

We understand this matter is one of the outstanding pieces of work for the Action 4 working group and 
more can be expected over the next 12 months.  We would like to have time to consider and consult on 
the output of that work before making further comments on this point. 

17. What are the types of arrangement for which tra nsitional rules would be particularly 
necessary to prevent any rules having unfair or uni ntended consequences, and what scope 
would these rules need to be effective? 

Our clients (particularly those in real estate and infrastructure) have been telling us that some projects 
have very long 'lives' and debt maturity dates and without the application of the PBP exclusion a 
number of those projects could result in failing loan covenants and becoming 'locked up'.   

The decision to enter those long-term project investments was based on detailed analysis including the 
impact of the tax rules as applied at the time. It would seem fair therefore that currently in place 
financing is 'grandfathered' to prevent significant disruption to pre-existing projects with the proviso that 
if there is a material change in the terms or conditions of the pre-existing financing then it is treated as if 
it were a new provision.  

18. To what extent do you believe that the new gene ral interest restriction rule should replace 
existing rules? 

The entire legislative framework around financing costs clearly needs to be considered in the light of 
these proposals.  Many clients find the range and scale of the current rules relating to interest 
deductions to be complex and burdensome.  

Whilst specifically we can see the opportunity to revoke the Worldwide Debt Cap rules, there may be 
other opportunities to slim-line this area of tax too.  

 

 


