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The new decade began with 
numerous countries globally 

shutting down their borders in 
response to the arrival of Covid-19. 
The aviation industry was and 
continues to be impacted greatly 
by the spread of coronavirus, with 
the number of global passengers 
decreasing dramatically and record 
numbers of aircraft on the ground.  

The sharp decline in global 
travel had a massive impact on the 
profitability of the aviation industry 
during 2020. Despite a global 
shutdown, however, the international 
tax reform train continued to steam 
forward resulting in significant 
changes to tax regimes worldwide, 
with more to come; most of which 
is of significant relevance to the 
aviation industry.

A notable change was in 
relation to transfer pricing, with the 
publication of the OECD’s long-
awaited Transfer Pricing Guidance 
on Financial Transactions published 
in February 2020. In countries such 
as Ireland, new transfer pricing 
documentation requirements came 

into effect for accounting periods 
commencing on or after 1 January 
2020, and new debt capacity rules 
also became part of the Irish transfer 
pricing regime, impacting the extent 
of allowable related party leverage 
in aircraft leasing platforms. 

The revised transfer pricing rules, 
while of critical importance to most 
aircraft leasing platforms, is not 
the focus of this article. Instead, 
we have focused on a potentially 
far more reaching development 
that will impact on the manner and 
extent of debt financing introduced 
into, particularly, an Irish aircraft 
leasing platform. This development 
is the impending introduction of the 
Interest Limitation Rules (ILR) as is 
required under Article 4 of the EU 
Anti-Tax Avoidance Directive (EU 
ATAD) into Irish tax law with effect 
from 1 January 2022. 

ATAD Interest Limitation Rule in 
Ireland
Article 4 of the EU ATAD requires 
the introduction of a fixed ratio rule 
that links a company’s allowable net 

interest deductions (ie, deductible 
interest expenses in excess of 
taxable interest income) directly 
to its level of economic activity, 
based on taxable earnings before 
deducting net interest expense, 
depreciation and amortisation 
(EDITDA). Article 4 requires 
domestic provisions implemented 
in member states to place a limit on 
deductible interest equal to 30% of 
EDITDA. The limitation on interest 
deduction may be subject to certain 
exemptions and group ratios, the 
latter of which may allow higher 
interest deductions to a taxpayer 
by reference to the position of the 
wider group.

The implementation of the 
rules have been progressing well 
in Ireland, with the government 
actively engaging in fruitful and 
constructive consultation with 
industry and practitioners such 
as ourselves. The result of this 
has been the publication of two 
feedback statements by the Irish 
Department of Finance, the most 
recent of which was released on 
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2 July. The latter outlines a range of 
policy and technical considerations, 
including a number of proposed 
definitions and a suggested 
mechanism for the operation of the ILR 
in Ireland. 

The consultation period closed 
on 16 August and is being followed 
by a period of discussion between 
the Department of Finance and 
stakeholders which have submitted 
their responses to the feedback 
statement, including ourselves. 

As mentioned above, domestic 
legislation is expected to be 
introduced in Finance Bill 2021 to 
implement these interest restriction 
rules with effect from 1 January 2022.

The introduction of the ILR provided 
for in ATAD is the first time that Irish 
companies will have to contend with 
a restriction on the deductibility of 
interest (both related and unrelated 
parties) calculated as a percentage 
of tax-adjusted EDITDA (ie, EDITDA 
as calculated for tax purposes). The 
intention, based on the feedback 
statements issued to date by the 
Department of Finance would be 
to layer the ILR on top of existing 
interest relief rules. Accordingly, Irish 
taxpayers currently obtaining tax relief 
on borrowings will now be required to 
consider the application of the ILR as 
part of their compliance and tax return 
preparation processes.

Given the capital-intensive nature 
of the aviation finance industry and 
the high levels of relative leverage, a 
restriction calculated as a percentage 
of tax-adjusted EDITDA could have 
a significant impact for some in 
the industry, potentially resulting in 
increases in the effective tax rates of 
certain platforms, and cash tax being 
payable in a platform earlier than 
expected.  

Broad outline of latest proposed ILR 
rules in Ireland
The ILR is intended to limit the 
deductibility of in-scope taxpayers’ 
net interest expense (taxable interest 
and other interest equivalent taxable 
revenues less deductible borrowings). 
The greater the proportion of a 
company’s income which is treated 
as taxable interest income and other 
interest equivalent taxable revenues, 
the lesser the effect of the ILR. The 
question for aviation platforms is 
whether an element of aircraft lease 

rentals can be regarded as being 
economically equivalent to interest?

It is clear from the definition in the 
feedback statement that finance lease 
income/expense would be considered 
interest equivalent. However, specific 
to the aviation finance industry, an 
operating lease could be argued as 
also being  a financing activity and 
at least a portion of an operating 
lease return should be regarded as 
“interest”. 

At present, however, the definition 
of “interest equivalent” in the 
feedback statement does not include 
any portion of an operating lease 
payment. It is hoped that the Finance 
Bill (to be published likely in October) 
would include a final version of the 
ILR that at least affords the taxpayer 
the option also to have the “interest” 
component of an operating lease 
payment under IFRS 16 included in the 
definition of interest equivalent. 

This should alleviate any adverse 
impact for an operating lessor and 
there is also precedent for this 
approach elsewhere in the EU. It is not 
yet clear whether this request from the 
industry would be acquiesced to. 

A further important question relevant 
to large aircraft leasing groups consisting 
of many separate legal entities is 
to which entities do the restriction 
apply? While the ILR applies to each 
taxpayer (which in Ireland means each 
separate legal entity), a local group 
(defined as an “interest group”) can be 
considered to be a single taxpayer for 
the purposes of the restriction.  

The feedback statement explains 
that an “interest group” should be 
linked to the same definition as 
applies for Irish loss group purposes 
(ie, a group for corporation tax loss 

sharing relief purposes). The current 
feedback statement provides that 
where such a loss group is present, 
the separate entities will essentially 
be regarded as one taxpayer for the 
purposes of the ILR rule, unless an 
entity or entities in the group elects 
out of the interest group. 

It is currently proposed that such 
an election shall apply for a period 
of three years. This election would 
be critical and may have far-reaching 
consequences, especially for aircraft 
leasing groups which consist of many 
separate special purpose vehicles 
(SPV), for reasons as set out in further 
detail below. 

An important point to bear in mind is 
that even though the ILR has the effect 
of limiting an interest deduction to 30% 
of tax-adjusted EDITDA, the “disallowed” 
portion would be allowed to be carried 
forward indefinitely for utilisation in 
future years. As such, the true nature 
of the impact of the ILR could more 
accurately be described as a deferral 
than a disallowance. However, in 
several instances the excess carrying 
forward may never be effectively 
utilised and careful modelling would 
be required to assess the total 
potential adverse impact, if any. 

In addition to excess interest 
carrying forward, excess “total spare 
capacity” can also be carried forward 
for a period of five years. Total spare 
capacity refers to the taxpayer’s ability 
to claim an interest deduction under 
the ILR and is made up of the sum of 
“limitation spare capacity” (the extent 
to which net interest expense in a year 
is less than the 30% limit) and “interest 
spare capacity” (the amount of net 
interest income in a year). 

In summary, therefore, the basic 
effect of the ILR on Irish aircraft leasing 
platforms is that the deductibility of 
interest incurred during a year by the 
Irish “group” for loss relief purposes 
would be limited to 30% of the tax-
adjusted combined EDITDA of that 
group (calculated by disregarding any 
transactions between entities within 
that group). 

Alternatively, an election (which 
would be effective for three years) 
could be made for the ILR to apply 
instead on an individual SPV by SPV 
basis (ie, an SPV can be elected to 
be excluded from the group). In both 
cases, the excess interest carries 
forward indefinitely to future years. 

Pieter Burger: Lead Tax Partner 
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Important available exemptions 
The above, however, is only a broad 
outline of the basic rules and is by 
no means the final impact. The ATAD 
and the feedback statement further 
provides for a number of exclusions 
and exemptions, which in several cases 
that we have reviewed will ultimately 
result in a zero adverse impact for 
some aircraft leasing platforms. These 
can be summarised as: 

•	 a de minimis exemption for net 
interest expense of up to €3 
million ($3.6 million) per taxpayer 
per 12-month accounting period 
pro-rated accordingly for shorter 
periods. This is a critical exemption 
because if the ILR is elected to 
apply on an SPV-by-SPV basis, 
we have found that SPVs with 
narrowbody aircraft typically suffer 
no restriction at all because the 
annual interest expense is below 
€3 million; 

•	 an exemption for “standalone 
entities”. This may be relevant 
for several leasing entities set up 
as “orphan” vehicles in certain 
circumstances; 

•	 an exclusion for loans concluded 
prior to 17 June 2016 to the 
extent such loans have not been 
subsequently modified; and 

•	 an exclusion for financial 
undertakings. This would be 
relevant to aviation platforms 
considering to be set up as an 
exempt Irish regulated fund. 

 
In addition to the above, the 

feedback statement provides for the 
two-group ratio options (the “Group 
Ratio rule” and the “Equity Ratio rule”) 
outlined in the ATAD, which may allow 
a higher deduction to an individual 
taxpayer by reference to the position 
of the wider accounting group. 

The Equity Ratio rule allows 
taxpayers to deduct fully all their 
interest expense without limit where 
the ratio of the taxpayer’s (which as 
mentioned above could be elected 
to be a specific SPV, or the Irish 
interest group as a whole) equity 
to total assets is not more than 
two percentage points below the 
equivalent ratio of the worldwide 
consolidated group as a whole. 

In other words, if the ultimate 
consolidated group of which the 
aircraft lessor is part has an equity-

to-total-assets ratio of 10%, then the 
Irish taxpayer will be able to deduct 
all its interest expenses if its equity-
to-total-assets ratio is 8% or more. 
Note certain anti-avoidance rules are 
proposed to prevent a group from 
injecting equity within a period of time 
before the year-end with the main 
purpose of availing of the Equity Ratio 
rule.

The other group ratio option is the 
Group Ratio rule, which increases the 
30% EDITDA restriction limitation to 
the ultimate consolidated group’s net 
interest expense to EDITDA ratio (as 
calculated for accounting purposes). 

In other words, if the ultimate 
consolidated group of which the 
Irish aircraft lessor forms part has 
a net interest expense to EDITDA 
ratio of 40%, then the Irish taxpayer 
will be allowed to deduct its interest 
expenses up to 40% of tax-adjusted 
EDITDA, not 30%. 

A taxpayer may only avail of one 
of these two group rules in any given 
period but the manner in which the 
formulas are drafted in the feedback 
statement (which is in line with the 
ATAD) is that the Equity Ratio rule is 
applied first. Where a taxpayer meets 
this rule, there is no restriction. Where, 
however, the taxpayer does not meet 
that ratio, then it may apply the Group 
Ratio rule which may then serve to 
increase the 30% limit. 

The availability and usefulness of 
either ratio will depend on the facts 
of each particular aircraft leasing 
platform, based on their group and 
capital structures. The impact of 
Covid-19 alone has seen volatility in 
earnings, interest costs and asset 
values which may create difficulty 
in forecasting the impact of the 
application of one ratio over another. 

We recommend that leasing 
platforms perform early modelling 
exercises to determine the availability 
of these ratios because the impact 
could vary greatly depending on the 
nature of the platform. 

For example, leasing platforms that 
are ultimately owned by banks may 
find that the Group Ratio rule is of 
no use (as the ultimate consolidated 
group may have net interest income, 
not net interest expense) whereas 
leasing platforms that are part of large 
non-financial conglomerates may find 
that the Equity Ratio rule is of little use 
because the ultimate consolidated 

group may have a higher equity 
to total assets ratio than the highly 
leveraged aircraft leasing business. 

  
The way forward
The impending introduction of the 
ILR and the advance availability of 
the feedback statements presents 
a welcome opportunity for the 
industry to timeously revisit their 
existing structures and plan for the 
tax-efficient financing structure of the 
future. Detailed modelling exercises 
should be undertaken to assess the 
potential impact along with a number 
of mitigation strategies. On publication 
of draft and final legislation in Ireland 
(expected from October 2021 
onwards), such models should then be 
refined and the preferred mitigation 
strategy selected. 

For new platforms being 
established, careful consideration of 
the potential impact of the rules is 
vital because it would impact on the 
effective tax rate of the Irish platform 
and ultimately the return on equity for 
the investors. 

Potential structures that should be 
considered include the use of funding 
types that falls outside of the scope of 
the proposed ILR rules, consolidation 
or non-consolidation structures that 
maximise the availability of the equity 
or group ratio rules, and structures that 
utilise the exempt Irish regulated fund 
as part of the overall platform. 

From numerous modelling exercises 
that we have performed for clients, 
we have found that each platform 
structure should carefully consider the 
impact based on its own specific facts 
and circumstances. But in the vast 
majority of instances, we have found 
that the available exemptions or other 
solutions either significantly minimise 
or even eliminate any adverse impact 
of the ILR.

Other future International tax 
developments of note 
It should be borne in mind that the 
introduction of the ILR in Ireland is by 
no means the result of an isolated tax 
development, but was brought about 
by ongoing international tax reform 
following the publication of the final 
OECD BEPS reports in October 2015. 

That was the first phase of 
international tax reform, ultimately 
culminating in the ATAD in the EU, 
and numerous other measures 
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that have since been implemented 
worldwide including but not limited 
to the Multi-Lateral Instrument and 
the Principal Purpose Test (in force 
in some countries since 2018), the 
anti-hybrid rules enacted in Ireland 
and effective from 1 January 2020, the 
revised transfer pricing rules referred 
to above, the EU Council Directive 
2011/16 in relation to cross-border tax 
arrangements, known as DAC6 (in 
force since June 2018), and others.

The next phase of the OECD’s 
BEPS project is currently underway, 
occasionally referred to as BEPS 
2.0, originally aimed principally at 
addressing the tax challenges arising 
from the digitalisation of the economy. 
This led to the publication of two 
detailed blueprints in October 2020 
on potential rules for addressing 
nexus and profit allocation challenges 
(Pillar One) and for global minimum 
tax rules (Pillar Two). The proposals 
were updated and simplified by the 
US Biden administration in April and 
formed the basis for the political 
discussions by the G7.

On 5 June, the G7 finance ministers 
published a communiqué which sets 
out high-level political agreement 
on global tax reform, including the 
reallocation of a share of the global 
residual profit of certain businesses 
to market countries and a minimum 
effective tax rate in each country in 
which a business operates of at least 
15%.

With respect to Pillar One, the 
statement explains that in-scope 
companies are the multinational 
enterprises with global turnover above 
€20 billion and profitability above 
10% (ie, profit before tax/revenue) 
with the turnover threshold to be 
reduced to €10 billion, contingent on 
successful implementation including 
of tax certainty on the new taxing 
right described as “Amount A” in the 
Pillar One blueprint. Pillar One should 
generally not be relevant to the 
aviation finance industry. 

Pillar Two, however, is of relevance. 
The three areas of Pillar Two of 
importance to aircraft lessors are the 
Income Inclusion Rule (IIR), which 
imposes top-up tax on a parent entity 
in respect of the low taxed profits 
of a subsidiary; the Undertaxed 
Payments Rule (UTPR), which denies 
deductions for payments made to low 
taxed entities; and the Subject to Tax 

Rule (STTR), which seeks to impose 
a withholding tax on payments to low 
taxed entities. 

The IIR is envisaged to operate 
in such a manner that will result in a 
top-up tax being imposed on profits or 
gains held offshore in low effective tax 
rate (ETR) jurisdictions and will apply 
to multinational enterprises that meet 
the global €750 million consolidated 
annual gross revenue threshold as 
determined under BEPS Action 13 
(country by country reporting). In 
other words, several aircraft leasing 
platforms would not be affected by this 
rule but aircraft leasing platforms with 
an effective tax rate below 15% owned 
by large groups may be affected. 

The IIR is intended to apply first, with 
the UTPR intended to apply as a fall-
back position if the IIR does not apply. 
This could be the case, for example, 
if the ultimate parent company itself 
is tax resident in a low ETR country or 
has not implemented the IIR. 

The intention of the UTPR is to 
deny a tax deduction for related-party 
payments to low ETR jurisdictions (ie, 
tax rate below 15%). The UTPR also 
would only apply where the €750 
million threshold has been met. Note 
that the UTPR would not be applicable 
to payments between third parties 
– therefore, aircraft lease payments 
to low ETR countries would not be 
impacted, unless the lessor and lessee 
are related (eg, in captive lessor 
airline structures or lease-in-lease-out 
structures) and the €750 million group 
revenue threshold has been met. 
As such, the impact of the rule in an 
aviation finance context is expected to 
be more relevant to interest payments 

made to low ETR jurisdictions within 
large aircraft leasing groups (or aircraft 
leasing platforms owned by large 
multinationals). 

The other rule of relevance is the 
STTR. Currently, it is envisaged that 
the STTR will apply to payments made 
where a double tax treaty is in force 
between the entities with the aim of 
allowing the paying country to impose 
a withholding tax on certain payments 
(interest, royalties and a defined set 
of other payments) where paid to a 
country that has a nominal tax rate 
below a certain rate. Note it appears 
the €750 million threshold would 
not apply to the STTR measure such 
that any related party payment within 
scope may be impacted. 

Based on the communiqué, the 
minimum rate will be between 7.5% 
and 9%. In other words, where a 
related party interest payment is made 
to an entity tax resident in a country 
that has a nominal tax rate below 7.5%, 
the result would be that the paying 
company would be allowed to impose 
a withholding tax (up to a certain limit) 
where under the current treaty such 
payment may be exempt from WHT. 

There remains a long way to go 
in the BEPS 2.0 project because 
it remains to be seen whether the 
multiple stakeholders in the project 
can reach agreement on how the rules 
should function. At this stage, however, 
it is worth taking note of these 
developments. 

A particularly important point to take 
note of, in addition to the uncertainty 
as to whether these measures will 
ultimately be agreed, is that the future 
tax developments will not apply to all 
taxpayers in all circumstances. The 
previous and future international tax 
reform measures do not have as their 
objective to eliminate any and all forms 
of tax planning for all taxpayers in the 
world. 

Therefore, there continues and will 
continue to remain opportunities for 
both existing and future aircraft leasing 
investment platforms to be structured 
in a tax-efficient manner in order to 
maximise the return for investors into 
this industry. 

Pieter Burger is the Lead Aviation 
Finance & Leasing Tax Partner at 
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Aviation Finance & Leasing Tax 
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