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On 5 October 2015 the OECD issued its 
Final Report in respect of BEPS Action 4: 
Limiting Base Erosion Involving Interest 
Deductions and Other 
Financial Payments.

In response, HM Treasury (‘HMT’) 
entered into a public consultation on 22 
October 2015 in relation to how the 
recommendations could be implemented 
in the UK.

The consultation closed on 14 January 
and initial announcements on HMT’s 
proposals were included in the Budget on 
16 March 2016.

The stated intention of HMT is to 
introduce rules that target large muti-
national groups that overgear 
UK subgroups. 

Background

The UK will introduce rules to take effect 
from 1 April 2017 that will limit the 
amount of interest that may be 
deductible for corporation tax purposes 
for the largest UK businesses.

The rules will apply where the UK group’s 
net interest expense is greater than 
£2 million.

The basic rule will be a Fixed Ratio Rule 
(‘FRR’) that limits the amount of 
deductible interest to 30% of the UK 
group’s EBITDA. This will apply to both 
third party and related party debt.

A Group Ratio Rule (‘GRR’) based on the 
Group net external (third party) interest to 
Group EBITDA ratio for the worldwide 
group will be introduced as an alternative 
to the FRR. The intention of the GRR is 
to minimise the impact for UK only 
groups where there is less risk of BEPS.

Further rules will be developed to ensure 
that the restriction does not impede the 
provision of private finance for certain 
public benefit projects (i.e. infrastructure) 
in the UK where there are no material 
risks of BEPS, and also to address 
volatility in earnings and interest.  It 
remains to be seen to what extent the 
public benefit exclusion may extend to 
related party debt.

The new rules are expected to raise circa 
£1 billion per annum.

What was announced?

We have held subsequent discussions with 
representatives of HMT to try and establish 
in more detail how the rules will work in 
practice. The key messages from this are as 
follows:

— Since the original consultation closed 
they have focused on determining 
the appropriate percentage for the 
FRR and they acknowledge that 
there is still a lot of detail to work 
through;

— There will be a further round of 
formal consultation that is expected 
to begin in May 2016 with draft 
legislation to be published in the 
Autumn Statement;

— The arm’s length test will continue 
to apply before the application of the 
FRR/£2 million de-minimis. As such, 
the option of an ATCA should still be 
available;

— Further detailed design work is 
required to determine how the GRR, 
public benefit project exclusion and 
any carry forward/carry back rules 
will work in practice and to develop 
specific rules for the FS sector;

— Whilst the OECD guidance 
acknowledged countries may 
consider grandfathering, HMT’s 
preference is not to rely on 
grandfathering but they will consult 
further on this.

What else do we know?

There have been a number of meetings 
with HMT during April to get more detail 
on how the rules will be developed, and a 
consultation process is expected to be 
announced in mid-May 2016 (and 
certainly before 27 May).  We will be 
responding to this formal consultation 
process.  

In the meantime, and given the proposed 
timetable for the introduction of the new 
rules, UK companies should carry out an 
initial assessment of the potential impact 
of the new rules. 

Whilst the detail is still to be fully worked 
up it is possible to consider the basic 
application of the rules. We have 
prepared a basic flow chart/decision tree 
(see reverse) to help you assess whether 
you may fall within the new rules and 
what the potential impact may be. 

This will evolve and be updated as we 
hear more during the detailed design 
phase.

In the meantime if you have any 
immediate comments or queries, 
please contact your usual client service 
team or one of the following:

— Daniel Head – 0161 246 4742
— Naz Klendjian – 0207 311 6509
— John Monds – 0161 246 4761

What next?
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Step 1 – Identify the UK Group/(s) – Assume accounting 
consolidation principles. [Note – this is TBC]

Step 2 – Arm’s length test: Establish the arm’s length position 
for the UK Group.

Step 3 – Is the arm’s length net interest expense (consolidated 
at each UK Group level) >£2 million. [De-minimis threshold]

No

No further analysis is required under new rules. At this stage, 
the Group should follow existing best practice and seek an 
ATCA or prepare a filing report to support the arm’s 
length position.

Yes Step 4 – Establish 30% of UK Group (excluding any overseas 
entities within the UK Group) EBITDA. 

Step 5 – Is the UK Group (excluding overseas entities) arm’s 
length net interest expense >30% of UK Group (excluding 
overseas entities) EBITDA?

Interest relief is restricted to 30% of 
UK Group (excluding overseas 
entities) EBITDA. The allowable 
amount will be made up of third party 
and/or related party interest.

Step 6 – Establish the Group ratio 
rule (‘GRR’) percentage (Group 
including overseas entities net 
external interest expense/Group 
including overseas 
entities EBITDA). Is this >30%?

YesNo

YesNo

Interest relief available 
for actual UK arm’s 
length net interest 
expense capped at the 
level of the GRR.

Note: This flowchart reflects the proposed application of the new rules as 
announced in the Budget and is appropriate for high level modelling 
purposes only. 
The actual impact of the new rules will depend on the specific detail of 
the final legislation. For example the terms Group, EBITDA, External etc. 
have not yet been formally defined. 
The chart also excludes the potential for a public benefit project 
exemption as there is very little detail on how this may be applied.

Interest relief is restricted 
to actual arm’s length 
interest charge identified at 
step 2.
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