
BEPS Action 4: Limiting Base 
Erosion via Interest and Other 

Financial Payments 

According to the Organisation for Economic Co-operation and Development (OECD), there Is a tax-Induced bias In favor of debt 
financing that Is compounded by tax planning techniques that eliminate tax on Interest Income In the payee's Jurisdiction. The 

result Is base erosion and profit shifting (BEPS) arising from the placement of deductible Interest expense In hlgh·tax Jurisdictions 
and taxable Interest Income In low-tax Jurisdictions. Action Plan 4 of the BEPS project alms to limlt base erosion resulting from 

interest deductions and other llnanclal payments. This article explains how the OECD proposes to encourage multinational groups 
to adopt funding structures that more closely align the Interest expense ol lndlvldual entitles with that ol the overall group. 

Overall, groups would still be able to obtain tax relief for an amount equivalent to their actual third-party Interest cost. However, 
the opportunity to stuff Interest expense Into companies based In blgh·tax Jurisdictions wlll be removed. II the OECD effort 

succeeds, the tax benefits derived through structured financial products marketed by flnanclal Institutions and global tax advisory 
firms will become a relic ol the past, and financial Institutions may lace addltlonal dllllcultles unique to their specific operations. 
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A
ction 4 of the BEPS Action Plan focuses on 
best practices in the design of rules to prevent 
base erosion and profit shifting (BEPS) using 

interest and other financial payments economically 
equivalent to interest. Its stated goal is described in 
the following Action: 

Develop recommendations regarding best practices in 
the design of rules to prevent base erosion through 
the use of interest expense, for example through the 
use of related-party and third-party debt to achieve 
excessive interest deductions or to finance the produc
tion of exempt or deferred income, and other financial 
payments that are economically equivalent to interest 
payments. The work will evaluate the effectiveness 
of different types of limitations. In connection with 
and in support of the foregoing work, transfer pricing 
guidance will also be developed regarding the pric
ing of related party financial transactions, including 
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financial and performance guarantees, derivatives 
(including internal derivatives used in intra-bank 
dealings), and captive and other insurance arrange
ments. The work will be coordinated with the work 
on hybrids and CFC rules.• 

On December 18, 2014, the OECD issued a dis
cussion draft regarding Action 4 ( the "Discussion 
Draft").2 The Discussion Draft stresses the need to
address base erosion and profit shifting using deduct
ible payments such as interest that can give rise to 
double non-taxation in both inbound and outbound 
investment scenarios. It examines existing approaches 
to tackling these issues and sets out several possible 
approaches that may be included in a best practice 
recommendation. The identified options do not rep
resent the consensus view of the Committee on Fiscal 
Affairs, but are intended to provide stakeholders with 

1 OECD, Action Plan on Base Erosion and Profit Shifting
(2013 ), at 17, available at http://www.oecd.org/ctp/BEPSAction 
Plan.pdf. 

2 OECD, BEPS Action 4: Interest Deductions and Other
Financial Payments (Public Discussion Drah, 2014) available at 
http://www.oecd.org/ctp/aggressive/discussion-draft-action-4-
intercst-deductions.pdf. 
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recipient, the risk of double taxation can be reduced. 
That said, however, several problems could arise: 

• Under a general interest limitation rule, the disal
lowance of interest expense will not be allocated
to specific payments. If the recharacterization is
applied on a pro-rata basis to all interest payments
made by an entity, a large number of very small
deemed dividends would be created.

• Disallowed expenses may be financial payments
that are not interest in legal form and their reclas
sification may pose issues in the countries of the
payer and recipient.

• Dividend withholding rates may be different from
interest withholding rates and reclassification could
reduce the impact of a disallowance.

While reclassification as a dividend may not be 
the best approach, reclassification under a specific 
targeted role may still be advisable. 

Carry for ward of Disallowed Interest or Unused 
Capacity. Some countries already permit disallowed 
interest expense to be carried forward for relief. 
However, an indefinite carryforward could reduce 
the overall impact of an interest limitation rule and 
introduce planning opportunities that would negate 
the effect of the interest limitation rule that was 
implemented in the first place. 

One way to tackle this problem would be to restrict 
the number of years the carry forward could apply. 
It has also been suggested that a disallowed interest 
expense shouldn't be deductible at any point. 

GROUPS IN SPECIFIC SECTORS 

In addition to the general issues discussed above, busi
nesses in certain specific sectors present unique issues 
that do not arise across all sectors. 

Banks, Insurance Companies, and Other Financial Services 
Businesses. Interest expense is the largest cost on a 
bank's income statement, but this is less so for insurance 
companies. Interest expense in banking and insurance 
groups is closely tied to their ability to generate income, 
more so than for groups operating in other sectors. 
Therefore, any rule that restricts deductions for general 
gross interest expense will have a significant impact on 
a bank's business model. Moreover, financial sector 
businesses typically are subject to strict regulations on 
their capital structure---e.g., for banks, the 2011 Basel 
ill agreement; for E.U.-based insurers, the Solvency II 
Directive in the E.U. 

In light of this , specific rules will be required for 
the banking and insurance sectors that may differ in 
the treatment of regulatory capital and other bor
rowing. Limits could be placed on net deductions 
regarding regulatory capital (ignoring the interest 
income generated from using the capital to write 
business), so that only amounts of interest paid to 
third parties would be deductible. Alternatively, 
a best practice approach could focus on a group's 
interest expense other than the expense related to 
regulatory capital. 

Similarly, entities in fields such as asset manage
ment, leasing, and the issuance of credit cards have 
their own unique issues that must be addressed to 
ensure an appropriate result in preventing BEPS. 

A
ny rule that rHtrlcts deductions lor general 
gross Interest expense will have a 

significant Impact on a bank's business model. 

Oil and Gas; Real Estate. Companies operating in the 
oil and gas or real estate sectors may be subject to 
special tax regimes that are designed to ensure that 
a country shares in the benefits derived from the 
extraction of natural resources. These regimes may 
include specific features that limit interest expense 
deductions. 

Infrastructure Projects. Infrastructure projects are 
often highly leveraged, using a mixture of bond issues 
and bank debt. Special rules may be required in light 
of the societal impact of limitations on large public 
infrastructure projects. 

CONCLUSION 

BEPS Action 4 evidences a view that internal manipula
tion of capital within a group between equity and debt 
is an evil that must be dealt with harshly. To the draft
ers, all internal debt is abusive if the amount of the debt 
is not tied to the third-party borrowing of the group. 
Presumably, this approach is intended to prevent in
ternal manipulation. However, as has happened when 
other anti-abuse rules have been introduced to prevent 
certain actions, taxpayers are likely to find relief by ad
justing their business models to put actual substance 
in places where none previously existed. There is lit
tle doubt that the first action as contemplated in the 
Discussion Draft of Action 4 will beget a reaction by 
groups that is unexpected by the drafters. • 
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