
Tax alert - PwC Nigeria

www.pwc.com

Tax Appeal Tribunal rules to allow
deductibility of interests on inter-
company loans by petroleum
companies

September 2014

In brief

On 18 September 2014, the Tax Appeal Tribunal (TAT) ruled that upstream companies can take tax

deductions for interest charges on their related party loans, provided that these loans are obtained at

arm’s length. This ruling was issued in a case brought before the TAT by the Nigerian Agip Oil Company
Limited (Appellant) against the Federal Inland Revenue Service (FIRS).

This decision is a step in the right direction, as it provides clarity to the controversial issue of tax

deductibility of interests on related party loans arising from the seemingly conflicting provisions in the
Petroleum Profits Tax Act (PPTA).

In detail

Background

The PPTA is the guiding
legislation for the taxation of all
companies engaged in upstream
petroleum operations in
Nigeria. Section 10(1)(g) of the
PPTA provides that interest on
intercompany loans are tax
deductible, if they are obtained
under prevailing market
conditions; that is the London
Inter-Bank Offer Rate (LIBOR).
This provision was introduced
by the Finance (Miscellaneous
Taxation Provisions) Decree No.
30 of 1999.

However, this Decree did not
expunge Section 13(2) of the

PPTA, which appears to
outrightly prohibit the tax
deductibility of interest on
intercompany loans. Section
13(2) has been part of the PPTA
since its enactment in 1959.

In practice, the FIRS would
occasionally allow the
deductibility of such inter-
company interest charges,
provided that the rates are
benchmarked against LIBOR,
plus a reasonable spread (circa
5%) to account for in-country
risk. In many instances
however, the FIRS maintained
that this interest was not
allowable, relying on Section
13(2) of the PPTA. The FIRS has
also argued that the term “inter-
company”, refers to transactions
between unrelated companies.

Facts of the case

The Appellant obtained loans
from its foreign affiliate. The
interests charged on these loans
were deducted by the Appellant
in its tax returns submitted to
the FIRS for 2006 to 2011.

In 2013, the FIRS conducted an
audit of the Appellant’s tax and
accounting records. The FIRS
disallowed the interest charges
for 2006 to 2011, which led to
additional PPT and education
tax liabilities for the years under
review.

The Appellant objected to the
additional assessments, but the
FIRS refused to amend.
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Consequently, the company
lodged the appeal at the TAT.

Appellant’s position

The issue for determination
brought forward by Appellant
was whether or not a corporate
taxpayer could deduct interest
expenses incurred on related
party loans, if such loans were
obtained at arm’s length.

The Appellant contended that it
could make valid interest
deductions in its annual tax
returns from 2006 to 2011 on
the following grounds:

1. The loans in contention
were obtained at arm’s
length; and

2. The loans were utilised
wholly, exclusively and
necessarily for its petroleum
operations.

The company relied on Section
10(1)(g) of the PPTA to support
its position, as it expressly
permits the tax deductibility of
inter-company interest charges.

FIRS’ position

The FIRS argued that Section
13(2) of the PPTA prohibited
Agip from taking tax deductions
for interest on all inter-company
loans. The FIRS also opined that
Section 10(1)(g) only applies to
interests on loans between
unrelated companies.

The decision

To resolve the contradiction
between the two seemingly
conflicting sections, the TAT
analysed the legislative history
of the PPTA.

According to the TAT, since
Section 10(1)(f) of the PPTA
already provides for the tax
deductibility of interest on loans

obtained for petroleum
operations, Section 10(1)(g)
must have been subsequently
introduced to operate
differently.

Essentially, the court outlined
the two major modifications
brought by the introduction of
Section 10(1)(g) as follows:

 The loans referred to in the
amendment, specifically relate
to inter-company loans; and

 The amendment introduced
the requirement for the
transaction to be carried out
under prevailing market
conditions – that is, at arm’s
length.

Based on both provisions:
Section 10(1)(g) and Section
13(2) were not inconsistent, as
the former only requires that
inter-company loans be
conducted at arm’s length, in
order for the interest charges to
be tax deductible.

The TAT set aside the FIRS’
notices of assessment, ordering
the FIRS to issue revised
assessment notices, after
allowing interests on the inter-
company loans charged at arm’s
length.

The takeaway

Historically, the tax
deductibility of inter-company
interest expense has posed a
major challenge to upstream
companies, especially
considering that such
companies need huge funding to
carry out their operations in
such a capital intensive
industry. The offshore entities
are better able to secure such
loans on better terms for on-
lending to their Nigerian
entities.

The ruling by the TAT is a
welcome development not just
for upstream companies, but
also for other corporate
taxpayers in Nigeria, as the
reasoning followed by the TAT
is clearly in line with the spirit
of the law.

The reference to arm’s length in
the ruling gives credence to the
need for a robust transfer
pricing analysis to substantiate
the arm’s length nature of all
intercompany transactions
including loans.

In addition, the judgement will
have impact on tax accounting
and reporting by affected
companies in terms of their
reserve for uncertain tax
positions. This requires a
reassessment as it remains to be
seen whether the FIRS will
appeal the judgement which we
consider probable.

Unfortunately, it could still be
argued that this case does
address other grounds on which
the FIRS has historically
queried the tax deductibility of
interest charges. These grounds
relate mostly to companies
operating under a Petroleum
Sharing Contract (PSC)
arrangement, and are
highlighted below:

1. The Nigerian National
Petroleum Corporation
(NNPC), who is a partner
with companies under the
PSC arrangement, is of the
opinion that financial
resources to embark on field
development projects are a
prerequisite for companies
that choose to operate in
Nigeria under a PSC.
Consequently, the NNPC
disapproves any interests on
loans for cost recovery.
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2. Following (1) above, the
FIRS tends to challenge the
tax deductibility of the
“unapproved expense”,
disregarding the fact that
even if the NNPC’s position
was right, tax deductibility,
is completely different and
separate from cost recovery.
The issue had been a subject
of arbitration between the
PSC companies and NNPC
in the recent past.

We appreciate that before taking
a position on the deductibility of
interest expense, the FIRS may
require a PSC company to
justify why a cost unapproved
by the NNPC was necessary for
its petroleum operations.

Notwithstanding the foregoing,
the NNPC and FIRS’ position
that interest expenses are not
deductible for PPT purposes,
just because the terms of the
loans were not approved in
advance by the NNPC as
required for cost recovery
purposes is contrary to the very
explicit provisions of the PPTA.
In most, if not all PSCs, there is
no reference to interest expense
or the need to obtain the prior
approval of the NNPC for a loan.
The specific items that are not
deductible for PPT purposes are
laid out in section 12 of the
PPTA. ‘Costs unapproved by the
NNPC for cost recovery’ are
clearly not included.

Hopefully, this judgment would
lay to rest the long standing
dispute on the issue, and guide
the FIRS towards interpreting
tax legislation in line with
established legislative intent
and common law principles
where there are actual or
seemingly conflicting
provisions.
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