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he interest limitation rules un-
der ATAD have been inspired

by the recommendations of

the OECD on Action 4 (Limit-
ing Base Erosion Involving Interest
Deductions and Other Financial Pay-
ments) of its Base Erosion and Profit
Shifting (*BEPS”) Project. The objec-
tive of these rules is to discourage
multinational groups from reducing
their overall tax base through the fi-
nancing of group companies resident
inhigh-taxjurisdictions with debt.

This article provides a clear and con-
cise overview of the interest limita-
tion rules and analyses its impact on
typicalprivate equity investments

The interest deduction

limitation rule

Since 1 January 2019, Article 168bhis
of the Luxembourg Income Tax Law
limits the deductibility of “exceed-
ing borrowing costs” generally to a
maximum of 30% of the corporate
taxpayers’ earnings' hefore interest,
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taxes, depreciation and amortization
(EBITDA). The scope of the interest
limitation rules encompasses all in
terest-bearing debts irrespective
of whether the debt financing is ob-
tained from a related party or a third
party. However, exceeding borrowing
costs up to anamount of EUR 3m may
be deducted without any limitation
(thatisasafe harbour provision).

“Exceeding horrowing costs” corre-
spond to the amount by which the
deductible “horrowing costs” of a tax
payer exceed the amount of taxable
“interest revenues and other econom-
ically equivalent taxable revenues”.
Borrowing costs within the meaning
of this provision include interest ex-
pensesonall forms of deht, other costs
economically equivalent to interest
and expenses incurred in connection
with the raising of finance.

As far as interest income and other
economically equivalent taxable rev-
enues are concerned, neither ATAD
nor Luxembourg tax law provides
for a clear definition of what is to be
considered as “revenues which are
economically equivalent to interest”.
However, given that borrowing costs
and interest income should bhe mir-
roring concepts, the latter should be
interpreted in accordance with the
broad definition of borrowing costs.

Corporate taxpayers who can demon-
strate that the ratio of their equity



over their total assets is equal to or
higher than the equivalent ratio of
the group can fully deduct their ex-
ceeding borrowing costs (that is the
so-called “escape clause” that should
protect multinational groups that are
highly leveraged).

Moreover, according to a recent an-
nouncement of the Luxembourg
Government, the optional provision
under ATAD according to which EBI'T-
DA and exceeding borrowing costs
can be determined at the level of the
consolidated group (i.e. when several
companies form a fiscal unity) will
be introduced within the upcoming
six months with retroactive effect as
from1January 2019.

The interest limitation rules also pro-
vide for carry forward mechanisms
in regard to hoth non-deductible ex-
ceeding horrowing costs (i.e. to the
extent the deductibility of interest
expensesisdenied) and unusedinter-
est capacity (i.e. when the exceeding
borrowing costs are lower than 50%
of the EBITDA).

Entities excluded from the scope
of the rule

The interest limitation rules explic-
itly exclude financial undertakings
and standalone entities from its
scope.

Financial undertakings are the ones
regulated by the EU Directives and
Regulations and include among oth-
ers financial institutions, insurance
and reinsurance companies, under-
takings for collective investment in
transferable securities (“UCITS”),

alternative investment funds ("AIF”)
as well as securitisation undertak-
ings that are subject to EU Regulation
2017/2402.

Standalone entities are entities that
(i)arenot part ofaconsolidated group
forfinancialaccounting purposesand
(ii) have no associated enterprise or
permanent establishment. Thus, in
order for a Luxembourg company to
benefit from the standalone entity
exception, it is necessary that none
of the associated enterprises has di-
rectly or indirectly a participation of
25% or more.

Loans excluded from the scope of
the rule

According to Article 168 of the ITL,
loans concluded hefore 17 June 2016
are excluded from the restrictions
on interest deductibility. However,
this grandfathering rule does not ap-
ply to any subsequent modification
of such loans. Therefore, when the
nominal amount of a loan dranted
before 17 June 2016 is increased after
this date, the interest in relation to
the increased amount would be sub-
ject to the interest limitation rules.
Likewise, when the interest rate is
increased after 17 June 2016, only the
original interest rate would benefit
from the grandfatheringrule.

Nevertheless, when companies are
financed by a loan facility that de-
termines a maximum loan amount
and an interest rate, the entire loan
amount should be excluded from the
scope of the interest limitation rules
irrespective of when the drawdowns
have been made.
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Moreover, loans used to fund long-
term public infrastructure projects
are excluded from the scope of the in-
terest deduction limitation rule.

Analysing the impact on PE
investments

PEinvestmentsare typicallymade via
a Luxembourg or foreign fund vehicle
(the “Fund”) and Luxembourg compa-
nies which acquire husinesses. The
Luxembourg investment platform of
the Fund may, for example, consist of
a Luxembourg master holding com-
pany (“LuxHoldCo”) and a separate
Luxembourg company (“LuxCo”) for
eachinvestment.

The target companies are generally
financed by a mixture of equity and
debt instruments. Additional funding
may he obtained from external sourc-
es (for example, hanks).

The following chart depicts a typical

PE fund structure:
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& When analysing the impact of the in-

terest limitation rules on private eq-
uity funds, it is crucial to distinguish
the different activities performed by
the Luxembourg companies involved.

Financing activities

When Luxembourg companies per-
form financing activities or on-lend
funds, the receivables owed hy oth-
er group companies are generally
financed hy debt instruments (for
example, LuxCo grants a loan to its
subsidiary that is financed by a loan
from LuxHoldCo).? In this regard, the
Luxembourg company has to realize
an arm’s length remuneration which
should he reflected in the interest
rates applied. In other words, Lux
embourg companies should realize
more interest income than interest
expenses. It follows that in case of fi-
nancingactivities the interest limita-
tion rules should not apply in the ab-
sence of exceeding borrowing costs.

Holding activities

With regard to holding activities,
the potential impact of the interest
limitation rules depends on how the
participations are financed. Here, the
investors have the choice between a
range of equityand debtinstruments.

In many cases, Luxembourg compa-
nies willnot incur deductible interest
expenses in relation to the holding of
participations. This might be because
of the instrument used (not creating
any tax-deductible expenses) or the
fact that interest expenses incurred
in direct economic relationship to
taxexemptincome are not deductible

for tax purposes.” Nevertheless, the
interest limitation rules only apply
in case of tax-deductible interest ex-
penses.

When a Luxembourg company fi
nances a participation by a debt
instrument that bears fixed inter-
est, the interest expenses incurred
should be deductible to the extent the
interest expenses exceed tax exempt
dividend income in a given year. In
these circumstances, the amount of
deductible interest expenses should
belimited to EUR3m (i.e.the safe har-
hour).

Other activities

When Luxembourg companies re
alize other financial income such as
capital gainsinregard to loan receiv-
ables or income from derivatives, the
new rules should limit the deduct-
ibility of interest expenses if it is not
possible to rely on the EUR 3m safe
harbour.

Hence, whenever it is expected that
a Luxembourg company may real-
ize significant amounts of income of
these categories, it is crucial to con-
sider potential tax implications be-
forehand.

Conclusion and outlook

While the new interest deduction
limitation rule should in many cases
only have a limited impact on typical
private equity investments, when it
comes to certain types of income (in-
come from derivatives, capital gains
realized in relation to receivables,
etc.) any limitation on the deductihil-
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ity of interest expenses may have a
significant impact on the tax position
of the Luxembourg investment plat-
form.

Looking at the wider picture, the po
tential implementation of interest
limitation rules in the investment ju-
risdictions may also have an impact
on the overall tax profile of private
equity investments. Therefore, tax
developments in the investment ju-
risdictions need to be carefully mon-
itored.

Ultimately, going forward the interest
limitation rules will need to be in the
focusofeachandeverytaxanalysis. ®

Tax exempt income such as dividends benefiting
from the Luxembourg participation exemption regime
are to be excluded when determining the EBITDA.

In this regard, participation means a participation
interms of voting rights or capital ownership of 25%
or more or the entitlement to receive 25% or more
of the profits of that entity.

The definition of associated enterprise for the
purpose of the newly introduced provisions is de-
fined very broadly including individuals, companies
and transparent entities such as partnerships.

This should remain valid as long as the conditions
of the loan facility are not amended after 17 June
2016.

When a Luxembourg company bears the risks in
relation to the granting of loans (in particular, the
credit risk], it will be considered as a finance com-
pany from a Luxembourg transfer pricing perspec-
tive and required to realize an arm’s length finance
margin. In contrast, when a Luxembourg company
merely on-lends funds without bearing any risks
in relation to the on-lending of funds, it should be
considered as a financial intermediary that needs
to realize an arm's length remuneration for the
services rendered. The arm's length remuneration
for financial intermediation should be significantly
lower than that of a Luxembourg finance company.

Article 166 (5] No. 1of the LITL.

Should the Luxembourg company perform financ-
ing activities and realize a finance margin, the amount
of deductible interest expenses should be limited to
EUR 3m plus the amount of the finance margin.



