The Case

* A non-Dutch investor (LP) with REIT status invested in a Dutch
real estate portfolio via a Dutch SPV (BV).

* 51% of the investment was funded with a 2% third-party bank

debt attracted by BV, translating in a 46% average loan-to-value SHL
(ALTV) over the bank loan’s lifetime. The bank interest generated BV
an interest tax shield. Netherlands

* LP wished to further enhance the tax shield by increasing BV’s
leverage with a subordinated “shareholder loan” (SHL) provided Hq E
by LP to BV. H
* Fortheinterestto be deductible, Dutch law requires that both
debt volume and interest must be at arm’s length and the loan
may not qualify as a so-called uncommercial loan.
* No reliable benchmark data is available to reasonably establish
whether the loan volume and interest rate on a subordinated loan
is atarm’s length. In particular, there are comparability
constraints because of specific terms and conditions included in
the SHL.
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The Challenge

The client wished to optimise its interest shield by establishing the
SHL’s arm’s length interest rate at a maximum allowed level of
leverage (i.e., a level at which the loan would not be qualified as an

uncommercial loan).
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The Solution

+ Huygens first established the (exponential) correlation between Correlation leverage and remuneration

expected returns and the level of leverage, using the expected Unlevered IRR: @
7.6% 8

o

return on the bank loan as an internal comparable (Internal CUP)

and using the expected unlevered return on the investment to

establish the slope of the exponential correlation, see the upper
graph. r """"

» Using the exponential correlation between expected return and Bank Loan IRR: 2% '
leverage, Huygens secondly established a leverage adjustment
to account for the higher level of leverage that results from the
SHL top-up.

+ Thirdly, a subordination adjustment was made, accounting for Break-downof arm’s length adjustments
the SHL’s subordination to the bank loan and for the specific
terms e.g., pay-if-you-can option, CapEx facility, amortisation
schemes.

* Fourthly, a default premium was established by performing a
Monte Carlo simulation to establish the SHL’s default risk under
2,000 economic scenarios.

+ Fifthly, the Monte Carlo simulations were used to stress testthe
SHL’s debt service capacity under 2,000 economic scenarios and

to confirm that a commercially behaving borrower would have a

commercial benefit fromtaking on the SHL at the analysed - - , - , _
niemal CLF Lewerage adjustmant Euhordination adjusisram Dafaull premium EHL imeres
leverage level. o
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Transfer pricing | How to determine the arm’s length interestrate and volume of subordinated shareholder debt

The Solution - SHL model cockpit

General Correlation leverage and cost of finance Interest Rate Test
SHL based on LTC, LTV or amount Amount Difference current leverage level 0.0%
SHL acquisition amount 9,000,000 Unlevered IRR: Difference lower leverage level 0.0%
SHL coupon 7.2% 7.6% [ Testresult OK
SHL CapEx facility -
SHL CapExdraws 0% Commercial Benefit Test

Value added 261,598
Amortization Y Testresult OK
Regular annual amortization percentage 0% _—
Regular annual amortization amount - 2 Default Test

Measured # defaults 3.4%
Leverage Testresult OK
Total acquisition LTC 80%
Total acquisition LTV 86%

Commercial Benefit Test )

NPV test lower SHL acquisition Amount 7,000,000

NPV testlower SHL coupon 6.4% Leverage Table CUP1 CUP2 SHL Lower SHL
NPVtestlower SHL acquisition LTC 74% Leverage 46% 100% 72% 66%
NPV test lower SHL acquisition LTV 79% Cost of capital 2.0% 7.6% 3.9% 3.4%

35,363,180
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