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Chapter 2
Interest and payments economically equivalent to interest

33. Interest cost is treated as a tax deductible expense in most countries, but
each country applies its own approach to determine what expenses are treated as
interest and therefore deductible for tax purposes. It is not the aim of this report to
recommend a definition of interest that is applied by all countries for all tax
purposes. Differences will continue to exist between countries as to the items
treated as deductible interest expense and countries will continue to use their own
definitions of interest for other tax purposes, such as for withholding taxes.
However, in identifying best practices for the design of rules to address base
erosion and profit shifting, there are benefits in countries taking a broadly consistent
approach to the items that should be covered by such rules, improving certainty for
business and ensuring a coherent approach to tackling the issue across countries.
This chapter therefore sets out the items which should be the subject of a best
practice rule to tackle base erosion and profit shifting.

34. At its simplest, interest is the cost of borrowing money. However, if a rule
restricted its focus to such a narrow band of payments, it would raise three broad
issues:
It would fail to address the range of base erosion and profit shifting risks that
countries face in relation to interest deductions and similar payments.
It would reduce fairness by applying a different treatment to groups that are in
the same economic position but use different forms of financing arrangements.
Its effect could be easily avoided by groups re-structuring loans into other forms
of financing arrangement.

35. To address these issues, rules to tackle base erosion and profit shifting using
interest should apply to interest on all forms of debt as well as to other financial
payments that are economically equivalent to interest. Payments that are
economically equivalent to interest include those which are linked to the financing
of an entity and are determined by applying a fixed or variable percentage to an
actual or notional principal over time. A rule should also apply to other expenses
incurred in connection with the raising of finance, including arrangement fees and
7




guarantee fees. This chapter includes a non-exhaustive list of examples of the

types of payment that should be covered by a rule, but it is left to each country to
determine how this should be reflected within its domestic law, taking into account
existing definitions of interest and other payments. In deciding whether a payment

is economically equivalent to interest, the focus should be on its economic
substance rather than its legal form.

36. A best practice rule to address base erosion and profit shifting using interest
expense should therefore apply to: (i) interest on all forms of debt; (ii) payments
economically equivalent to interest; and (iii) expenses incurred in connection with

the raising of finance. These should include, but not be restricted to, the following:
payments under profit participating loans
* imputed interest on instruments such as convertible bonds and zero coupon

bonds

* amounts under alternative financing arrangements, such as Islamic finance

» the finance cost element of finance lease payments

» capitalised interest included in the balance sheet value of a related asset, or the
amortisation of capitalised interest

« amounts measured by reference to a funding return under transfer pricing rules,
where applicable

* notional interest amounts under derivative instruments or hedging
arrangements related to an entity’s borrowings

» certain foreign exchange gains and losses on borrowings and instruments
connected with the raising of finance

» guarantee fees with respect to financing arrangements

» arrangement fees and similar costs related to the borrowing of funds.

37. It is recognised that foreign exchange gains and losses on instruments to
hedge or take on a currency exposure connected with the raising of finance are not
generally economically equivalent to interest. A country may however wish to treat
some or all foreign exchange gains and losses on these instruments as
economically equivalent to interest, in line with local tax rules and to reflect the
economics of the currency exposure.

38.  Throughout this report, references to interest should also be taken to include

amounts economically equivalent to interest, unless the context clearly requires

otherwise. Similarly, where the report refers to a group’s or entity’s interest income,

this includes receipts of amounts economically equivalent to interest based on the
8




definition and examples in this chapter.

39. The best practice approach does not apply to payments which are not
interest, economically equivalent to interest or incurred in connection with the
raising of finance. Therefore in general, the rules set out in this report should not
limit deductions for items such as:
foreign exchange gains and losses on monetary items which are not connected
with the raising of finance

amounts under derivative instruments or hedging arrangements which are not
related to borrowings, for example commodity derivatives

discounts on provisions not related to borrowings

operating lease payments

royalties

accrued interest with respect to a defined benefit pension plan.

40. However, any payment (including those listed above) may be subject to
limitation under the best practice approach where they are used as part of an
arrangement which, taken as a whole, gives rise to amounts which are
economically equivalent to interest.




