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he United States faces budget deficits that are

among the largest in its history. According to the
Congressional Budget Office (2009), the current year’s
deficit will total $1.6 trillion, which is 11.2 percent of
GDP, the highest percentage since World War II (p. 1).
Budget deficits are expected to remain large long into
the future. According to CBO projections, government
spending will exceed revenue every year over the next
decade. Rising healthcare costs and an aging popula-
tion will put further pressure on budget deficits, and
this debt will reduce economic growth. According to
the CBO summary, ““[o]ver the long term (beyond the
10-year baseline projection period), the budget remains
on an unsustainable path’’ (p. 4). The summary also
states, ‘‘Putting the nation on a sustainable fiscal
course will require some combination of lower spend-
ing and higher revenues than the amounts now pro-
jected” (p. 1).

Earlier this year the Obama administration proposed
international tax laws designed to overhaul the way in
which U.S.-based multinational enterprises are taxed
and to generate additional tax revenue. While the 2009
proposal was recently withdrawn, the administration is
reportedly proposing a comprehensive overhaul of
international tax laws next year.! The 2009 proposal
would have tightened restrictions on interest deductibil-
ity, but it would apply only in very limited situations.

"For a discussion of its decision to withdraw its 2009 tax pro-
posals, see ‘“‘Business Fends Off Tax Hit: Obama Administration
Shelves Plan to Change How U.S. Treats Overseas Profits” The
Wall Street Journal, Oct. 13, 2009, p. Al. According to the article,

(Footnote continued in next column.)

In contrast, a number of other countries have recently
enacted more comprehensive changes to rules govern-
ing interest deductions. For example, Germany and
Italy have recently overhauled their interest deduction
rules, and other EU countries are also considering
modifications. As Nadal (2008) writes, ‘‘Countries
around the world, concerned with earnings stripping,
have been tightening their thin capitalization regimes”’
(p. 1). She adds, “The question becomes whether the
U.S. thin cap rules are tight enough, or whether there
are loopholes that can be closed.”

This article analyzes international tax laws that
regulate excessively leveraged financing structures.
These tax laws are designed to combat thinly capital-
ized financing structures and are important both to
governments and MNEs. From a government’s per-
spective, they affect both tax revenue and the country’s
economic competitiveness. From the MINE’s perspec-
tive, they determine the firm’s tax expense and may
shape where it conducts business. This article analyzes
approaches countries use to combat these tax minimi-
zation strategies and to recommend a strategy that is
most likely to achieve the intended objectives.

Thin capitalization is a financing strategy MNEs use
to make foreign direct investment (FDI). When an
MNE initiates business activities in another country, it
frequently forms a local subsidiary to conduct business.

“Obama aides say the administration has set the idea aside for
now, but may return to it as part of a broader tax overhaul
sometime next year.”
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These investments need to be funded to support busi-
ness expansion. The cash is supplied as equity or debt.
Debt creates an opportunity to lower income taxes, as
interest expenses are tax deductible, while dividends
are not. When an investment in a high-tax country is
funded with intercompany debt extended from a low-
tax country, profit is shifted to the country imposing
lower taxes. Thus, the MNE reduces its worldwide tax
rate without incurring additional trade expenses. This
can motivate MNEs to fund overseas investments in
high-tax jurisdictions with a high debt-to-equity ratio.

Farrar and Mawani (2008) write: ‘A business is said
to be thinly capitalized if it is financed with a high
proportion of debt relative to equity. The rules that
limit the amount of interest deductions in those situa-
tions are known as thin capitalization rules” (p. 3).
Some analysts prefer to focus on how income is shifted
from one jurisdiction to another, and use the terms
“interest stripping’’ or ‘‘earnings stripping.”’ In describ-
ing how income is shifted out of the U.S., Isenbergh
(2005) writes, ‘“This maneuver is known in the tax lexi-
con as ‘interest stripping’ or ‘earnings-stripping’ be-
cause taxable income is stripped from the U.S. tax en-
vironment by interest deductions” (p. 33). Whatever
term is used, the evidence demonstrates this is not a
theoretical concern; it happens in practice. Haufler and
Runkel (2008) write, ‘‘Recent empirical research pro-
vide conclusive evidence that international tax differen-
tials affect multinationals’ financing structures in a way
that is consistent with overall tax minimization” (p. 1).
Countries imposing high income tax rates are con-
cerned with these funding strategies, contending the
income was earned in their country and profits should
be taxed there. To limit this activity, countries have en-
acted a number of regulatory strategies. Thin capitali-
zation rules limit a firm’s debt-to-equity ratio to control
highly leveraged financing structures. Interest deduction
regulations directly limit the tax-deductible interest ex-
pense a firm can recognize. Some countries employ
either thin capitalization rules or interest deduction
limitations, but many countries use a combination of
regulations to combat excessive financial leverage.

Banks, insurance companies, and investment banks
rely on significantly more debt than non-financial-
services firms, such as manufacturing organizations
and retail firms. Thus, financial services firms have
higher debt-to-equity ratios compared with other indus-
tries, and some countries establish separate thin capi-
talization policies for them. This article does not ad-
dress thin capitalization/interest deduction limitations
in that business sector. It does focus on rules applying
to corporate entities, rather than partnerships and other
business forms.

This article assumes no major changes to the exist-
ing paradigm of international business taxation; it is
taken for granted that each country separately taxes the
profits earned by businesses operating within its bor-

ders, and that governments do not coordinate their ac-
tivities when enacting and enforcing tax laws.?

Tax Principles

To evaluate the effectiveness of thin capitalization
and interest deduction rules, it is useful to identify the
criteria by which these laws should be judged. It may
be impossible to develop a comprehensive list of tax
principles to which all would agree. Nonetheless,
economists and tax experts have identified general prin-
ciples by which tax laws should be evaluated. As Mus-
grave and Musgrave (1976) write, ‘‘Ideas as to what
constitutes a ‘good’ tax system have had their influ-
ence. Economists and social philosophers, from Adam
Smith on, have propounded what such requirements
should be”” (p. 210). For the purposes of this article,
we will focus on those principles that may be relevant
to an analysis of thin capitalization and interest deduc-
tion tax regulations.

It is generally agreed that tax obligations should be
clearly stated and identified with as little ambiguity as
possible. Both the taxpayer and tax collector benefit
from knowing precisely the amount owed and when
funds are due. Businesses need this information to pre-
pare accurate financial statements and financial fore-
casts. And government agencies need this information
to prepare their financial plans. The European Com-
mission states that certainty is an important tax prin-
ciple, emphasizing both the taxpayer’s and govern-
ment’s need for predictability. The commission (2004)
has written, ‘‘Certainty is desirable to assist business
planning, but also to provide a degree of revenue cer-
tainty for administration; for example, if the rules gov-
erning loss-offset are unclear then neither business nor
government can predict tax payments and revenue’’ (p.
4). For the purposes of this article, this will be called
the certainty principle.

Efficiency is another important principle that is gen-
erally supported. To be efficient, a tax system should
collect revenue with as little expense as possible. Funds
spent collecting taxes reduce the earnings of businesses
and individuals and add nothing to public welfare.
Musgrave and Musgrave (1976) write: ‘‘Administration
and compliance cost should be as low as possible com-
patible with other objectives’ (p. 211). The European
Commission also supports the efficiency principle, writ-
ing, “The simpler a tax base is the lower the adminis-
trative or compliance costs should be, for both adminis-
trations and business’ (p. 5). Further, ““[t]he rules of a

2Several articles have proposed fundamental changes to the
existing paradigm of international taxation. See, e.g., R. Avi-
Yonah and K. Clausing, ‘‘Reforming Corporate Taxation in a
Global Economy: A Proposal to Adopt Formulary Apportion-
ment,” in: J. Furman and J.E. Bordoff (eds.), Path to Prosperity:
Hamilton Project Ideas on Income Security, Education, and Taxes,
Washington: Brookings Institution Press, 2008, pp. 319-344.
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tax base must be easy to enforce as an unenforceable
tax is unlikely to be equitable or neutral”’ (p. 5).

The commission’s comments identify another effi-
ciency characteristic, which is the efficient functioning
of markets. Most economists believe that when mar-
kets are operating efficiently, tax motivations should
play a minimal role in shaping business and consumer
decisions. Taxes can distort markets and impose a wel-
fare loss on an economy. Musgrave and Musgrave
(1976) write, ‘““Taxes should be chosen so as to mini-
mize interference with economic decisions in otherwise
efficient markets” (p. 210). Ideally, taxes should play a
negligible role in shaping economic decisions.

However, taxes can play an important role in cor-
recting market inefficiencies or in addressing externali-
ties. As Musgrave and Musgrave (1976) write, ‘At the
same time, taxes may be used to correct inefficiencies
in the private sector, provided they are a suitable in-
strument for doing so’’ (p. 210). Similarly, the Euro-
pean Commission (2004) writes, ‘“Taxation policy may
be used to correct ‘market failures’ whereby distortions
or inefficiencies in a particular market economy can be
‘corrected’ by the use of specific tax incentives’ (p. 4).
While it may not be easy to discern whether markets
are operating efficiently, most economists and tax ex-
perts would agree that taxes should play a role in ad-
dressing externalities.

Probably all parties agree taxes should be ‘‘fair,”” but
defining fairness with any specificity is difficult. Ac-
cording to Jones (2006), a ‘‘standard by which to
evaluate a tax is whether the tax is fair to the people
who must pay it. While no economist, social scientist,
or politician would ever argue against fairness as a
norm, there is precious little agreement as to the exact
nature of tax equity”’ (p. 34). Nonetheless, taxpayers
and regulators expect tax laws to be rational and logi-
cal, and they should not be random or arbitrary. Gen-
erally, most economists, tax experts, and taxpayers ex-
pect tax laws to be reasonable, coherent, and just.
Moreover, they should not unduly impact business op-
erations without good cause.

Some experts have taken the general concept of fair-
ness and tried to describe it more precisely. Two fur-
ther fairness definitions have been suggested, and while
neither is a comprehensive definition, both identify
what many taxpayers expect. One is the benefit prin-
ciple, which argues a taxpayer’s obligations should be
related to the value of services received from the gov-
ernment. A second is the ability-to-pay principle, which
says taxes should be related to the taxpayer’s capacity
to meet the obligation. At a minimum, it makes no
sense to assess taxes that cannot be paid.

However, the benefit principle and the ability-to-pay
principle may direct tax laws in different directions.
First, it may be difficult to measure and value the gov-
ernment benefits taxpayers receive. How does one
value the benefit of police protection or public parks?
As Schon (2009) writes, ‘“There is simply no conceiv-
able way to measure the ‘price’ of public services for

the individual private actor’’ (p. 76). Beyond this, many
public services are specifically designed to aid a soci-
ety’s neediest citizens, those with the least ability to
pay. The benefits they receive may far exceed the taxes
they can pay. And others may have the capacity to pay
substantial taxes, but have little or no need for many
government programs. Liberals and conservatives are
likely to have different perspectives on which principle
best represents fairness. Conservatives may favor the
benefit principle, which advocates paying only for what
is received. Liberals are likely to favor the ability-to-pay
principle, which may support income redistribution. As
Musgrave (1986) writes, ‘‘Contrasted with the conserva-
tive appeal of the benefit doctrine, the ability to pay
approach was favoured by liberal writers who were not
averse to income redistribution’ (p. 321).

Probably all parties agree
taxes should be ‘fair,’ but
defining fairness with any
specificity is difficult.

Musgrave and Musgrave (1976) describe the benefit
principle this way: ‘“One approach rests on the so-
called benefit principle. According to the theory, dating
back to Adam Smith and earlier writers, an equitable
tax system is one under which each taxpayer contrib-
utes in line with the benefits which he receives from
public services” (p. 211). In international tax, this is
also used to support taxing profits where they are
sourced. Schon (2009) writes, ‘“The benefit principle is
meant to justify income taxation with respect to the
support granted by a country to the generation of in-
come in its territory. This principle is in particular in-
voked by source countries to legitimate taxation in ju-
risdictions where the taxpayer is not resident but
carries on all or part of his income-generating opera-
tions”’ (p. 75). Governments may cite the benefit prin-
ciple to support thin capitalization/interest deduction
regulations, arguing that intercompany loans are ex-
tended to shift income from where it is earned, and
where government services are provided, to low-tax
jurisdictions that provide minimal government support.

Musgrave and Musgrave (1976) describe the other
fairness principle this way: “The other strand, also of
distinguished ancestry, rests on the ‘ability-to-pay’ prin-
ciple. Under this approach, the tax problem is viewed
by itself, independent of expenditure determination”’
(p. 211). Thus, tax obligations are not necessarily
linked to benefits received. Schon (2009) notes that the
ability-to-pay principle rests on liberal values of shared
sacrifice, writing, ‘“The ability-to-pay principle is deeply
rooted in the Western tradition of being a citizen’s
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contribution to the common good by reason of solidar-
ity among the members of a society. It is meant to ad-
dress the different consumption power of different tax-
payers in order to enforce a politically defined financial
sacrifice” (p. 71). Musgrave and Musgrave said that
while market-oriented economists may take issue with
the ability-to-pay principle, it remains an important
standard by which taxes are frequently evaluated. They
write that a ‘‘given total revenue is needed and each
taxpayer is asked to contribute in line with his ability
to pay. This approach leaves the expenditure side of
the public sector dangling, and is thus less satisfactory
from the economist’s point of view. Yet, actual tax
policy is largely determined independently of the ex-
penditure side and an equity rule is needed to provide
guidance. The ability-to-pay principle is widely ac-
cepted as this guide” (pp. 211-212).

Most experts believe taxes should be neutral, that is,
they should not discriminate in favor or against certain
taxpayers and investors, in the absence of externalities.
Musgrave and Musgrave (1976) say, ‘“Taxes should be
chosen so as to minimize interference with economic
decisions in otherwise efficient markets’ (p. 210).
Doernberg (2008) writes, ‘‘From an efficiency point of
view, the aspirational goal for a tax system in general,
or for the U.S. rules governing international transac-
tions specifically, is the implementation of a tax-neutral
set of rules that neither discourage nor encourage par-
ticular activity. The tax system should remain in the
background, and business, investment, and consump-
tion decisions should be made for non-tax reasons”

(pp. 3-4).

In general, there are two aspects to neutrality. One
is capital-export neutrality, and the second is capital-
import neutrality. Concerning the former, Doernberg
(2008) writes: “A tax system meets the standard of
capital-export neutrality if a taxpayer’s choice between
investing capital at home or abroad is not affected by
taxation’” (p. 4). Schon (2009) describes it similarly,
writing that capital-export neutrality ‘‘requires that —
from the position of the investor — the tax burden for
foreign and domestic investment is equal and therefore
does not distort the decision of whether to invest here
or there” (p. 79). While many believe this is still a
worthwhile objective, in practice capital-export neutral-
ity does not exist today, because of international tax
competition and laws that encourage countries to tax
income where it is sourced, or earned. Schon argues
that capital-export neutrality would be ‘“‘most easily
achieved when the country of residence of the investor
taxes his or her worldwide income while the country of
source fully waives its jurisdiction over income con-
nected with its territory” (p. 79). However, source-
based taxation is more frequent than residence-based
taxation, and few countries would be willing to forgo
taxing profits earned (or sourced) in their country.

Capital-import neutrality has played an important
role in the development of thin capitalization laws.
Schon (2009) writes, “The concept of capital import

neutrality starts from the perspective of the host coun-
try of an investment and compares the tax burden for
domestic and foreign investors’” (p. 80). Doernberg
(2008) says, “This standard is satisfied when all firms
doing business in a market are taxed at the same rate”
(p. 5). To encourage FDI and support international
trade, many international agreements require that do-
mestic firms and overseas investments are taxed equit-
ably, and countries violating these rules can be subject
to trade sanctions and penalties. To attract or limit
FDI, countries may be tempted to use the tax system
to either subsidize or penalize overseas investors, which
is considered an unfair trade practice. Thus, many
trade agreements and international tax standards man-
date consistent tax rates and regulations, so companies
compete on a level playing field. Some jurisdictions
support this standard with a freedom of establishment
clause. As will be explained later, several thin capitali-
zation rules have violated this standard, as judged by
the EC Treaty’s freedom of establishment clause.

Finally, we should consider whether thin
capitalization/earnings stripping rules achieve their
intended objective. As Musgrave and Musgrave (1976)
write, it is appropriate to use taxes to correct market
inefficiencies (p. 210). In this case, the inefficiency tax
authorities wish to address is the shifting of earnings
from high-tax jurisdictions in which they are earned to
low-tax jurisdictions. Is a thin capitalization rule effec-
tive at achieving this? Or is it so lax that it does not
restrict abuse? How easy is it to evade the tax laws and
move profits? Is the law so restrictive that it constrains
firms from financing FDI in ways inconsistent with
their business models? In short, do the laws achieve the
goals of funding government services while promoting
a prosperous economy? An effective thin capitalization
law should constrain firms from incurring excessive
intercompany debt solely for the purpose of reducing
taxes. But it should also allow firms to incur debt —
and take a tax deduction — when such debt is a nor-
mal part of a firm’s business model.

International Tax Laws

International laws govern how business transactions
are treated for income tax purposes and frequently re-
flect the tax principles cited. These tax laws are more
specific than tax principles, and they may be inter-
preted differently from country to country. Nonetheless,
they govern how nations tax MINEs. Also, unlike the
tax principles mentioned above, these international tax
laws may be the source of litigation between taxpayers
and tax authorities in various nations.

Most economists and tax experts believe business
transactions should not be motivated solely by tax re-
duction goals. This is the business purpose doctrine.
This doctrine says a business transaction should have
some purpose other than tax minimization. Jones
(2006) says that in the United States, ‘‘a transaction
should not be effective for tax purposes unless it has a
genuine business purpose other than tax avoidance.
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The lack of any business purpose by the participants
can render a transaction meaningless, at least from the
perspective of the IRS, even if the transaction literally
complies with the law’’ (p. 85).3 Many other countries
have similar regulations to prevent taxpayers and ad-
visers from structuring elaborate tax transactions that
serve no business purpose other than reducing tax obli-
gations.

Concerning the business purpose doctrine, most tax
authorities believe tax obligations should be determined
by the underlying business substance, rather than the
legal structuring of a transaction. This is known as the
substance-over-form doctrine.# In many situations it is
possible to structure a business transaction so it literally
complies with the law, but the net result of the transac-
tion conflicts with the law’s intention. As Lessambo
(2009) writes, ‘“The substance over form doctrine relies
upon the underpinning that the tax results of an ar-
rangement are better determined based on the underly-
ing substance rather than its mere formal structuring.
Therefore, the IRS has the ability to challenge a given
transaction according to its underlying substance’ (p.
207). This doctrine is frequently relevant in thin capi-
talization regulations. For example, to shift income
from one country to another, an MNE may extend an
intercompany loan from one legal entity to another.
Tax regulations might try to prevent this by specifically
limiting intercompany debt. In response, the MNE
might structure a loan so it is literally extended from a
third party, but in substance the parent guarantees the
debt or initiates a back-to-back loan that culminates in
the third-party loan. Tax authorities may argue that
while the loan was formally extended from a third
party, in substance it was an intercompany loan.5
Courts frequently look through the legal agreements
and focus on the net business substance of transac-
tions.

Another important legal concept is the arm’s-length
standard, which governs how related entities value
sales of products and services. When an MNE oper-
ates in more than one country, it typically creates a
new legal entity to facilitate legal operations in that
jurisdiction. That entity may need to buy or sell prod-

3The business purpose doctrine was first articulated in the
United States in Gregory v. Helvering, 293 U.S. 465 (1935).

4Within the United States, this doctrine was articulated in
Commissioner v. Danielson, 378 F.2d 771 (CA-3, 1967).

SA closely related and overlapping tax standard is the step
transaction doctrine. Lessambo (2009) writes, ‘“‘Under the step
transaction doctrine a series of formally separate transactions
will be integrated if they show to be interdependent, and part of
a sole picture” (p. 209). For example, if an MNE lent money to
a bank, and that bank lent the funds back to the MNE'’s sub-
sidiary, tax authorities might collapse the two transactions to-
gether to demonstrate the loan should be viewed as related-party
debt. Thus, both the substance-over-form principle and the step
transaction doctrine could be used to treat the series of transac-
tions as a related-party loan.

ucts from other legal entities within the same MNE.
According to Jones (2006), ‘“‘An important presumption
about market transactions is that the parties are negoti-
ating at arm’s-length. In other words, each party is
dealing in its own economic self-interest, trying to ob-
tain the most advantageous terms possible from the
other party’’ (p. 62). The OECD’s Transfer Pricing
Guidelines for Multinational Enterprises and Tax Administra-
tions (2010) cite the arm’s-length standard (pp. 31-32).
U.S. Treas. reg. section 1.482(1)(b)(1) also supports the
arm’s-length standard, stating, ‘‘In determining the true
taxable income of a controlled taxpayer, the standard
to be applied in every case is that of a taxpayer dealing
at arm’s length with an uncontrolled taxpayer.”

Overview of Thin Capitalization Rules

To understand thin capitalization rules, a brief over-
view of this issue follows, as does a more detailed ex-
amination of the regulations in several key countries.
Rules in all G-7 countries plus Denmark, the Nether-
lands, and New Zealand will be reviewed in some de-
tail, as rules in those countries illustrate many of the
challenges and complexities of drafting effective thin
capitalization/interest deduction rules. These rules will
be contrasted with regulations in a number of smaller
European countries.

In 1969 the United States enacted IRC section 385,
which gave tax authorities the power to determine if
intercompany loans were, in substance, equity invest-
ments. Tax authorities believed then that characterizing
intercompany loans as equity would resolve the thin
capitalization issue. If the IRS could deem intercom-
pany loans to be investments, it could treat the interest
payments as dividends, which are not tax deductible.
However, tax authorities eventually determined that
these tools were inadequate and that additional tools
were necessary. According to Lessambo (2009), “In
1989, Congress enacted section 163(j) for excessive in-
terest payments paid abroad’ (p. 10). Many other
countries began to develop similar rules around this
time. According to von Brocke and Perez (2009), “In
the late 1990s most developed countries began to intro-
duce thin capitalization rules in order to restrict the
implementation of abusive financing structures which
might lead to the transfer of profits to another jurisdic-
tion where the profits were taxed at a lower rate”’ (p.
29).

From inception, thin capitalization rules generally
evaluated the firm’s balance sheet to determine if the
controlled foreign corporation’s financing structure was
excessively leveraged. Von Brocke and Perez (2009)
write, “‘In a first stage, the majority of these thin capi-
talization rules established the existence of safe har-
bours (e.g., debt-to-equity ratios) in order to force re-
lated companies to apply normal market conditions in
their intra-group transactions” (p. 29). Lund, Kors-
gaard, and Albertsen (2008) agree, writing, ‘‘Specific
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rules aimed to discourage thin capitalization often re-
quire that the debt-to-equity ratio meet a specific ratio
in order for the company to be allowed to deduct inter-
est expenses’’ (p. 283).

However, since that time, several countries have
shifted their approach to combat these financing strate-
gies. Lund, Korsgaard, and Albertsen (2008) write, “‘In
recent years, there has been a tendency for some coun-
tries to base their rules on a company’s operations, and
more and more countries are introducing so-called in-
terest limitation rules and earnings stripping rules’ (p.
283).

Germany and Italy have recently adopted this ap-
proach. Von Brocke and Perez (2009) believe debt-to-
equity rules were ineffective, writing, ‘It was very
simple for companies to circumvent the limit estab-
lished by debt-to-equity ratio by increasing the equity
of the financed subsidiary in a manner sufficient to
push down as much debt as necessary’ (p. 29). In ad-
dition, several countries found that their rules were in-
consistent with the capital-import neutrality principle,
which also motivated those countries to develop alter-
native regulatory approaches.

Governments do not share
tax return information
without taxpayer
agreement, creating an
information asymmetry
that benefits the MNE.

The United Kingdom began by limiting the debt-to-
equity ratio and now relies exclusively on the arm’s-
length standard. The U.K. does not give taxpayers any
firm financial guidelines or ratios, which may make it
difficult for taxpayers to comply with the standard and
for regulators to enforce it. Developments in the
United Kingdom will be discussed in more detail later.

There are several other facets to thin capitalization
rules that merit attention. One is that countries moni-
tor thin capitalization rules in other countries when
developing their own policies. Van Saparoea (2009)
writes that a ‘‘Netherlands legislator has been investi-
gating the possibility of introducing new legislation
that is similar to that applying in Germany’’ (p. 7).
Von Brocke and Perez (2009) state, ‘““With the 2008
Budget law, the Italian parliament introduced new in-
terest limitation rules inspired by the new German
rules, and repealed thin capitalization rules which have
been in place since 2003 (p. 33). This is partly driven
by the search for more effective ways to regulate this
activity, but it may also be motivated by tax competi-
tion.

Several countries have altered their rules many times
in the past decade. Von Brocke and Perez (2009) write,
“The United Kingdom modified its thin capitalization
rules three times between 1994 and 2004” (p. 29).
They also explain that Germany had thin capitalization
rules that were changed in 2000, 2003, and 2007 (pp.
30-33). Van Saparoea’s article, “‘Optimizing the Interest
Deduction Rules — A Never-Ending Story,” describes
developments in Germany, the Netherlands, and the
United Kingdom (p. 3). Frequent changes suggest it
has been difficult to craft these rules successfully. Sev-
eral governments have monitored these rules regularly
and have modified them to improve effectiveness. How-
ever, other countries have developed more stable thin
capitalization rules, for reasons to be discussed later.

Impact of Tax Competition

One of the driving forces behind international tax
laws is tax competition. Because MNEs must satisfy
shareholders, they seek to maximize net income, which
motivates them to reduce income taxes. Gresik (2001)
notes that MNEs can transfer operations from one
country to another. He writes, ‘“This flexibility not only
helps transnationals minimize the cost of taxes and
regulations imposed by national governments; it can
also aid them in pitting one government against an-
other” (p. 800). Because MNEs can move business op-
erations easily, they have a negotiating advantage over
taxing authorities.

Gresik argues that tax competition deprives some
countries of needed tax revenue. He writes, ‘It is clear
that one country’s choice of tax policy can impose fis-
cal externalities on another country’’ (p. 820). Beyond
this, MNEs manage the information they provide to
taxing authorities. Governments do not share tax re-
turn information without taxpayer agreement, creating
an information asymmetry that benefits the MNE. As
Gresik writes, “In the absence of shared information,
the usual global efficiency losses arise because each
country’s tax policies still impose negative externalities
on the other” (p. 833).

Similarly, governments aim to develop tax policies
that maximize a nation’s well-being. However, the task
confronting tax authorities and legislators can be chal-
lenging. While it is clear MNEs increase profits
through lower tax rates, it is less clear whether govern-
ments benefit from increasing or decreasing income tax
rates. Lowering tax rates may reduce tax revenues, at
least initially. But lower taxes may also attract FDI,
create jobs, and make businesses more competitive.
Increasing tax rates might immediately raise tax rev-
enue but discourage FDI. Schon (2009) writes, ‘“Gov-
ernments know that a simple extension of the tax base
or a raise of the tax rate might not have the aspired
revenue effect once mobile taxpayers relocated their
residence or their activity/investment to another juris-
diction. There might be a fall in revenue, while a low-
ering of the tax base or rate might induce more invest-
ment, increasing both domestic welfare and the
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government budget’”’ (p. 70). Some small countries,
such as Singapore and Ireland, have adopted low-tax
strategies to attract investment. It is not entirely certain
what the best economic strategy is, and countries
should balance prospects of attracting new investment
against the immediate impact on tax revenue. So not
only do MNEs have an information advantage over
governments, but they also have clearer objectives.

Van Saparoea (2009) describes the government’s di-
lemma: ‘“‘Anti-abuse legislation has over time become a
challenging issue for tax authorities, which try to bal-
ance tax opportunities, on the one hand, and tax re-
strictions, on the other, within the constraints of retain-
ing a competitive advantage, compared to other
jurisdictions” (p. 3). In the absence of coordinated
international tax policies, this clearly gives MNEs an
advantage. In a global economy with mobile capital,
one country can gain an advantage by offering lower
income tax rates or less restrictive tax policies, at least
in the short run. This pressures other countries to fol-
low suit and match the tax rate cuts or to enact per-
missive tax regulations.

Evidence of Earnings Stripping

While it is clear that MNEs could reduce their tax
rate by leveraging debt on subsidiaries in high-tax juris-
dictions, for some time no study conclusively demon-
strated firms were doing so. Desai, Foley, and Hines
(2004) comment that ‘‘estimating the sensitivity of
capital structure to tax incentives has proven remark-
ably difficult, due in part to measurement problems.
Consequently, it is not surprising that several studies
find no effect or unexpected relationships between tax
incentives and the use of debt” (p. 2454).

However, in recent years several studies have shown
that firms leverage more debt on subsidiaries operating
in countries imposing high income taxes. As Haufler
and Runkel (2008) write, the evidence that high income
tax rates motivate additional debt is ‘‘conclusive’ (p.

1). In addition, the studies also demonstrate that most
of the additional debt is extended from related entities
within the MNE, which allows the company to reduce
its tax rate without incurring additional trade expenses.

Desai, Foley, and Hines (2004) studied the leverage
of 3,680 MNEs owning 32,342 related corporations
during 1982, 1989, and 1994. The study focuses on
U.S. firms investing abroad. They concluded that these
firms increased debt in response to high tax rates. They
write: ‘‘First, there is strong evidence that affiliates of
multinational firms alter the overall level of composi-
tion of debt in response to tax incentives. The esti-
mates imply that 10 percent higher tax rates are associ-
ated with 2.8 percent greater affiliate debt as a fraction
of assets, internal finance being particularly sensitive to
tax differences. While the estimated elasticity of exter-
nal borrowing with respect to the tax rate is 0.19, the
estimated tax elasticity of borrowing from parent com-
panies is 0.35” (p. 2452). In other words, when operat-
ing in high-tax jurisdictions, MNEs increased both

trade and intercompany debt, but intercompany debt
was more responsive to high income tax rates.

They also compared debt-to-equity levels in several
countries. Desai, Foley, and Hines write:

Affiliates in high-tax countries generally make
greater use of debt to finance their assets than do
affiliates in low-tax countries. Affiliates in tax
havens such as Barbados have aggregate leverage
ratios of 0.30 or less, while affiliates in high-tax
countries such Japan and Italy have aggregate
leverage ratios that exceed 0.53. [p. 2462.]

A study of German companies reached similar con-
clusions. Mintz and Weichenrieder (2005) conducted a
study of the outbound investments of 13,758 German-
owned subsidiaries between 1996 and 2002. They also
concluded there was a strong relationship between high
income tax rates and subsidiary debt. They write, ‘“We
find that the tax rate in the host country has a sizeable
and significantly positive effect on leverage” (p. 1).

Mintz and Weichenrieder said their results were
similar to those in the study by Desai, Foley, and
Hines, writing, “‘Our estimates are largely in line with
results derived from U.S.-owned subsidiaries” (p. 17).
However, they did find some differences in the behav-
ior of German firms, as compared with U.S.-based
MNEs. They concluded German firms used very little
third-party debt to achieve higher leverage, writing,
“German-owned subsidiaries rely almost exclusively on
intra-company loans, while in U.S. studies the marginal
effect of a tax change has turned out to be larger for
third-party debt”’ (p. 17). In short, the German firms
used little trade debt to achieve financial leverage.

Mintz and Weichenrieder also analyzed the debt
ratios of wholly owned versus partially owned sub-
sidiaries. They write, ‘“While wholly-owned firms expe-
rience a significant tax effect on their financial lever-
age, this is not the case for German subsidiaries that
are less than 100 percent owned affiliates’ (p. 17).
They believed that minority shareholder interests com-
plicated the process of extending related-party debt.

Seida and Wempe (2004) analyzed the impact of 12
corporate inversions, contrasting results with 24 similar
corporations, in similar industries and with comparable
annual revenue figures. They found that inverted cor-
porations (ICs) realized substantial reductions in their
effective tax rate (ETR) as a result of the corporate
inversion. The pre-inversion tax rate fell from 32.01
percent to 20.44 percent after the inversion (p. 806).
They write, “The 11.57 percentage point reduction in
mean ETR for the inversion sample is significantly
greater than the mean ETR reduction for the control
sample (approximately four percentage points)” (p.
806).

Further, the study concluded that the ETR de-
creased because of a substantial decline in U.S.-source
income, primarily due to earnings stripping. They write
that ‘‘despite managers’ claims that inversion is neces-
sary to avoid U.S. tax on foreign earnings, most of the
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observed inversion-related tax reduction is likely due to
avoidance of U.S. tax on U.S. earnings through in-
creased stripping of U.S. earnings to lower-tax foreign
countries’ (p. 825).

All three studies demonstrated that MNEs transfer
earnings from high-tax jurisdictions by leveraging sub-
sidiaries with debt. Each of the three studies also con-
cluded that the debt was lent by related entities, rather
than third parties.

U.S. Rules

U.S. corporate income taxes are among the highest
in the world, rivaled only by Japan’s 40 percent rate.
The federal income tax rate is 35 percent, and most
states also levy corporate income taxes, so the com-
bined rate is approximately the same as Japan’s.®
Given these high income tax rates and the size of the
U.S. economy, the federal government should be alert
to potential inbound thin capitalization activities.

U.S. thin capitalization rules were first implemented
in 1989 when IRC section 163(j) was enacted. Section
163()(2)(A)(ii) applies when ‘‘the ratio of debt to equity
of such corporation as of the close of such taxable
years (or any other day during the taxable year as the
Secretary may by regulations prescribe) exceeds 1.5 to
1.” When that condition is met, and the interest ex-
pense is greater than 50 percent of the adjusted taxable
income of the business, that portion above 50 percent
is not tax deductible. Thus, both conditions must be
met before tax-deductible interest expenses are limited.
Adjusted taxable income is calculated by adding back
net interest expense, depreciation, amortization, de-
pletion, and a net operating loss deduction to taxable
income (Department of Treasury 2007, p. 9). The ex-
cess interest is not deductible that year, but can be car-
ried forward into future years. The initial rules applied
only to debt extended from related parties, but in 1993
the law was expanded to include debt extended from
unrelated parties, if guaranteed by a foreign or tax-
exempt entity (Department of Treasury 2007, p. 9).

The U.S. 1.5-1 debt-to-equity figure is a safe harbor
rule. When the debt-to-equity ratio is below that figure,
the IRS will not question whether the debt is excessive.
If it is above the 1.5-1 ratio, the IRS may or may not
determine the debt is excessive, based on an examina-
tion of all relevant facts and circumstances. To describe
rules in several other countries the Department of
Treasury (2007) wrote, ‘A debt-to-equity ratio is often
used, but sometimes it is a strict limit (e.g. interest on
any debt that exceeds the ratio is disallowed) rather
than only a safe harbor as it is in the United States”

(pp. 10-11).

6See Table 1 of this article for income tax rates in the G-7
countries.

While the U.S. debt-to-equity ratio is lower than that
imposed in other nations, this does not necessarily
demonstrate the rules are effective at achieving their
objective. If the limitations are ineffective, firms can
still shift income overseas through excessive debt. The
U.S. Congress became concerned that earnings strip-
ping was depriving the U.S. Treasury of needed tax
revenue, and in 2004 directed the Treasury Department
to study the impact of thin capitalization on tax rev-
enue.

To analyze this issue, the Treasury conducted two
studies. The first compared the profitability of foreign
controlled domestic corporations (FCDCs), which are
owned 50 percent or more by foreign parties, and do-
mestically controlled corporations (DCCs). If FCDCs
were less profitable than DCCs, this might indicate
earnings were being stripped out of the U.S. But the
study did not reach a conclusion on that question.

The Treasury study analyzed the 2004 tax returns
for more than 76,000 corporations, and determined
that DCCs were significantly more profitable than
FCDCs.” DCC profit levels averaged 4.3 percent of
revenue, while FCDCs averaged 2.9 percent of revenue
(Department of Treasury 2007, p. 13). However, the
study suggested this may be explained by the fact ‘“‘that
DCCs receive a substantial amount of income in the
form of dividends and royalties, mainly from subsidiar-
ies abroad” (Department of Treasury 2007, p. 14).
Comparisons of operating income, which exclude divi-
dends, royalties, interest revenue and expenses, and
depreciation and amortization, demonstrate that
FCDCs are actually more profitable than DCCs, regis-
tering profits at 6.3 percent of revenue, versus 5.5 per-
cent of revenue for DCCs (p. 15). Further, comparisons
of interest paid/cash flow demonstrated that interest
expenses for DCCs and FCDCs were roughly compa-
rable (p. 18). Thus, the study ‘‘did not find conclusive
evidence that FCDCs have very high interest expense
relative to cash flow compared to DCCs” (p. 21).
Given these results, the Treasury Department reached
no conclusion on earnings stripping but determined it
needed to gather more information.

To analyze this topic further, in February 2009 the
IRS released new Form 8926, ‘‘Disqualified Corporate
Interest Expense Disallowed Under Section 163(j) and
Related Information.” The purpose of the form is to
collect more information to determine whether some
FCDCs might be engaged in earnings stripping activi-
ties. According to IRS Bulletin 2007-50, ‘“‘Form 8926
solicits information relating to the determination and
computation of a corporate taxpayer’s 163(j) limita-
tion, including the determination of the taxpayer’s

"Partnerships, real estate investment trusts, and S-Cos (small
domestic corporations) were excluded from the study to facilitate
consistent comparisons, though the Treasury Department ac-
knowledged that these entities could sometimes be financed
through excessive debt.
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debt-to-equity ratio, net interest expense, adjusted tax-
able income, excess interest expense, total disqualified
interest for the tax year and the amount of interest de-
duction disallowed under section 163(j), as well as cer-
tain information with respect to the related persons
receiving disqualified interest.”” The IRS plans to use
this information to determine if earnings stripping
from the United States is occurring.

In the second study, the Treasury analyzed the be-
havior of ICs to determine if they were engaged in
earnings stripping activities. An IC is an MNE that
shifts its corporate headquarters from one country to
another. A U.S. IC is relieved of the burden of the U.S.
tax on worldwide earnings. In principle, taxes on U.S.-
source income should not change. However, the study
determined that “‘data on ICs strongly suggest that
these corporations are shifting substantially all of their
income out of the United States, primarily though in-
terest payments’” (p. 21). Rules to combat thin capitali-
zation were ineffective at controlling this activity. The
study relied primarily on the previously cited analysis
by Seida and Wempe (2004), which analyzed the tax
impact of corporate inversions.

As mentioned, Seida and Wempe determined that
ICs substantially reduced their effective tax rate by
shifting their corporate headquarters abroad, leveraging
the U.S. entity with substantial debt, and transferring
earnings to low-tax jurisdictions. Over the course of
the study they found ICs reduced their ETR by 11.57
points, while comparable firms reduced their tax rate
by approximately four points. Seida and Wempe did a
detailed analysis of four firms and concluded the ETR
reduction was ‘‘attributable to the stripping of U.S.
earnings via intercompany interest payments’ (p. 825).
They found that all four firms substantially increased
total and long-term intercompany debt after the inver-
sion, much of it incurred by the U.S.-based entity (p.
816-817). Further, they found that thin capitalization
rules were not effective in limiting earnings stripping.
Seida and Wempe analyzed publicly available informa-
tion, and did not have access to the firms’ tax returns.
However, they concluded that at least three of the
firms, and possibly all four, had U.S. debt-to-equity ra-
tios less than 1.5 to 1, the thin capitalization limit in
the United States (p. 821). They found the debt-to-
equity ratio for the fourth firm may or may not be be-
low 1.5 to 1, depending on how the firm consolidated
its financial results for tax purposes. That firm’s debt-
to-equity ratio may have been as low as 0.9 to 1, if its
“other subsidiaries”” were consolidated into the parent’s
tax return.® Seida and Wempe (2004) did not specifi-
cally analyze whether the firm’s interest expenses ex-

8Seida and Wempe (2004) specifically focused on ICs, but
note that other MNEs may be motivated to strip earnings from
the U.S. as well. However, they believe the incentives may not be
as strong, writing, ‘‘Foreign-domiciled firms (whose foreign dom-
icile was not established via an inversion) with tax rates less than
(Footnote continued in next column.)

ceeded 50 percent of earnings before interest, taxes,
depreciation, and amortization (EBITDA). However,
that limitation does not take effect if the debt-to-equity
ratio is less than 1.5 to 1. Thus, it is possible to strip
all earnings from the U.S. as long as the debt-to-equity
ratio is not exceeded.

Congress passed the American Jobs Creation Act of
2004, which included provisions addressing corporate
inversions. It was specifically aimed at ICs in which
“the former shareholders of the U.S. corporation hold
(by reason of holding stock in the U.S. corporation) 80
percent or more (by vote or value) of the stock of the
foreign-incorporated entity after the transaction’” (Joint
Committee on Taxation 2009, p. 58). IRC section 7874
has significantly reduced this activity in the United
States. According to Nadal (2008), ‘“‘Under section
7874, inversions are disregarded when a foreign corpo-
ration acquires substantially all the assets of a domestic
entity such that after the transaction, at least 80 percent
of the foreign corporation’s shares are owned by
former shareholders of the domestic entity and the ex-
panded affiliate group does not have substantial com-
mercial activities in the foreign corporation’s country
of incorporation” (p. 3). When those conditions are
met, the firm continues to be treated as a U.S. corpora-
tion for tax purposes.

Earlier this year the Obama administration intro-
duced proposals to change international tax rules in a
variety of ways, including the tax deductibility of inter-
est expenses in limited situations. Because the Treasury
study did not provide evidence that overseas firms with
domestic CFCs were stripping earnings outside the
U.S., no changes were proposed to those rules. How-
ever, as the Seida and Wempe (2004) study demon-
strated, ICs were stripping earnings from the U.S.
Congress-enacted IRC section 7874, which taxes ICs as
domestic entities. But that section only taxed ICs as
domestic entities when the 80 percent ownership
threshold was met. Thus, the Obama administration
proposed to lower this threshold to situations in which
60 percent of the stock in the new entity is owned by
former shareholders of that corporation (JCT 2009, p.
58). As mentioned, the entire international proposal
was withdrawn in October 2009, including the addi-
tional tax rules governing those ICs.

The details of the withdrawn IC rules merit review,
as they reflect the administration’s thinking on thin
capitalization regulations and thus may shape future
proposals. According to the JCT (2009) proposal, the

the U.S. rate have incentives to strip U.S. earnings. U.S.-domi-
ciled firms also have incentives to strip U.S. earnings. However,
their ability to do so is severely limited by statutory interest ex-
pense allocation rules . .. U.S.-domiciled firms achieve only de-
ferral of income when U.S. earnings are stripped; foreign-
domiciled firms (including inverted firms) achieve permanent
exclusion of income stripped from the U.S.” (p. 806) (emphasis
added).
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1.5-1 debt-to-equity safe harbor would have been elimi-
nated, and ICs would be able to deduct interest only
up to 25 percent of adjusted taxable income, versus 50
percent today (JCT, 2009, p. 59). However, the rules
would only have applied on interest paid to related par-
ties. The interest cap remained at 50 percent of ad-
justed taxable income for interest paid to third-parties,
when the debt is guaranteed by a related party. The
JCT summarized the proposal by stating, ‘‘By eliminat-
ing the debt-equity safe harbor, reducing the adjusted
taxable income threshold from 50 percent to 25 percent
for interest on related-party debt, limiting the carryfor-
ward of disallowed interest to 10 years, and eliminating
the carryforward of excess limitation, the proposal sig-
nificantly strengthens rules that appear ineffective in
preventing certain recent earnings stripping arrange-
ments in the context of corporate inversion transac-
tions’’ (p. 61).

As mentioned previously, one way MNEs can avoid
debt-to-equity constraints is by injecting both equity
and debt into a subsidiary. If the MNE aims to reduce
taxes, it can first calculate how much debt it wants to
leverage on the subsidiary to strip earnings and then
calculate how much equity must be invested to comply
with debt-to-equity limitations. While the worldwide
enterprise’s external debt-to-equity ratio may be deter-
mined by the firm’s objective to balance shareholder
risk and return, this is not necessarily the motivation
for each internally funded subsidiary. The optimal debt
structure for a worldwide enterprise may not be the
optimal debt structure for a subsidiary, particularly if
that CFC operates in a country that imposes high in-
come taxes.

Given these facts, it seems the United States may be
too cautious in regulating earnings stripping activities.
The relationship between high income tax rates and
debt has been demonstrated several times, and the U.S.
corporate tax rates are among the highest in the world.
Its current rules do not effectively limit earnings strip-
ping, as the Seida and Wempe (2004) study showed.
Many other industrialized countries have taken more
aggressive steps to control earnings stripping, as later
sections in this article will demonstrate. As the United
States looks to raise additional sources of tax revenue,
it should aim to tighten existing rules, which do not
adequately control tax-motivated intercompany debt.

German Rules

Germany initially implemented debt-to-equity limita-
tions to control excessive financial leverage. Germany’s
tax-deductible debt-to-equity limit ratio was 1.5 to 1 in
most situations; however, it was 3 to 1 for holding
companies (Strunin 2003, p. 52). The rules were spe-
cifically aimed at combating situations in which a re-
lated party in another country extended loans to shift
earnings from Germany. “The thin capitalization rules
applicable until fiscal year 2003 were focused specifi-
cally on the avoidance of abusive financing strategies
in which the lender was a foreign shareholder or re-

lated party’’ (von Brocke and Perez 2009, p. 30). How-
ever, Germany’s approach prompted legal challenges in
the European Court of Justice.

In the 2002 Lankhorst-Hohorst (C-324/00) case, the
ECJ determined that German antiabuse rules violated
the freedom of establishment standard in article 43 of
the EC Treaty. (For the ECJ judgment in Lankhorst-
Hohorst, see Doc 2002-27361 or 2002 WTD 241-23.) In
that case a Dutch firm lent €1.5 million to its German
subsidiary, Lankhorst-Hohorst GmbH, in which it
owned 100 percent of the shares. As part of the loan,
the parent wrote a letter of support that waived the
right to repayment in the event third-party creditors
made claims against the German subsidiary. This loan
enabled the subsidiary to reduce its bank borrowing
and its interest expense. German tax authorities denied
the interest deduction and deemed the interest pay-
ments to the Dutch owner a dividend distribution, rea-
soning that a third party would not have made a loan
under the same conditions, given the firm’s high level
of indebtedness and the parent’s agreement to waive
repayment in favor of other creditors (von Brocke and
Perez 2009, p. 30).

The United States may be
too cautious in requlating
earnings stripping
activities.

However, the ECJ determined that the German tax
rules treated domestic and international firms inequi-
tably. It rejected arguments from German, Danish, and
U.K. tax authorities, as well as the European Commis-
sion, supporting the German law. German tax authori-
ties had characterized the interest payments as divi-
dends, and German tax law treated dividend payments
to German and international firms differently. If a Ger-
man resident corporation had extended the loan and it
was deemed a dividend distribution, the parent would
have been entitled to claim a tax credit for additional
taxes due. However, if a nonresident corporation ex-
tended the loan, and it were deemed a dividend distri-
bution, the additional income would be taxed at a 30
percent rate. No tax credits would apply. Thus, domes-
tic and international firms were treated differently, giv-
ing tax preferential treatment to domestically owned
German companies.

In response, the German government modified its
article 8A by expanding its scope so that it applied to
all lending transactions, including German resident
parent companies. Nonetheless, new German rules did
not fully eliminate differences in treatment of domestic
and international owners of German firms. Von Brocke
and Perez write, “The deemed dividends appreciated in
relation to German parent companies were 95 percent
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tax exempt, while if the lender were a foreign com-
pany, the deemed dividend would be subject to a with-
holding tax at the rate of 25 percent’”’ unless a tax
treaty offered a lower rate (p. 31). These rules again
may not have complied with article 43 of the EC
Treaty freedom of establishment clause, necessitating
changes. In short, it appears that once the thin capitali-
zation rules determined interest expenses should be
treated as dividends, domestic and international parent
companies were again taxed differently.

In addition, Germany sought to create a more at-
tractive investment environment, and thus lowered in-
come tax rates and simplified tax regulations. Van
Saparoea (2009) writes, ‘‘Germany has attempted to
create an attractive tax jurisdiction by widening its tax
base in the Corporate Tax Reform Act of 2008 (p. 6).
This has been part of a longer-term German strategy
to make that country more attractive to investors.
Becker, Fuest, and Hemmelgarn (2006) write: ‘“The
main goals of the German Tax Reform 2000 were to
improve the competitiveness of firms in Germany, to
foster investment, to increase Germany’s attractiveness
to foreign investors and to adapt the corporate tax sys-
tem to the rules of the EC common market” (p. 6). As
part of this longer-term strategy, Germany has over-
hauled its tax legislation on thin capitalization, and has
shifted from focusing on debt-to-equity ratios to an em-
phasis on limiting interest expense deductions. An ad-
vantage of these rules is that they directly limit interest
deductions, and thus sidestep the complexities of char-
acterizing interest expenses as dividends.

Germany recently passed a general interest disallow-
ance rule, which was phased in during 2007 and 2008.
The rule does not reference balance sheet debt, and it
limits the net interest expense of a corporation to 30
percent of the taxable income before EBITDA ex-
penses. Net interest expense is defined as interest rev-
enue less interest expense. Bagel and Huning (2008)
write, ‘“The scope of the new rules is far broader than
former thin capitalization rules, as any third-party debt
financing (whether or not there is back-to-back financ-
ing) is included” (p. 310). The interest deduction rules
apply when the business is part of a controlled group,
which is defined as an enterprise that is or may be in-
cluded in consolidated financial statements, prepared
according to international financial reporting standards,
U.S. generally accepted accounting principles, or Ger-
man GAAP standards. When interest expenses are dis-
allowed, they can be carried forward indefinitely.

The German rules offer three exceptions to these
interest limitation rules. First, to be administratively
efficient, a de minimis rule states that the interest limi-
tation does not apply when firms incur net interest ex-
penses less than €1 million per year. Second, a ‘“‘stand-
alone clause” provides an exception if the relevant
business is not fully consolidated into the worldwide
enterprise’s results, for either financial or business con-
trol reasons. Third, an exception is granted if the busi-
ness belongs to a worldwide enterprise, and the ratio of

equity to assets for the subsidiary is greater than or
comes with 1 percentage point of the equity-to-assets
ratio of the worldwide enterprise. In other words, if
the subsidiary is less leveraged than the worldwide en-
terprise, or is no more than 1 percent more leveraged
than the worldwide business, the firm is not con-
strained by the interest limitation rule (van Saparoea
2009, p. 6).

The new German rules appear to have several ad-
vantages over the prior regulations. First, these rules
may in part avoid the foreign neutrality problems in-
herent in their other laws. Limiting interest expense
deductions may circumvent complexities in recharacter-
izing interest payments as dividends. Second, debt-to-
equity ratio limitations may not always prevent earn-
ings stripping. A related party might extend substantial
debt and equity, comply with debt-to-equity ratio limi-
tations, and still generate enough interest expense to
strip earnings from one jurisdiction to another. Limit-
ing interest deductions appears to be more effective by
directly addressing the real concern of tax authorities:
reduced tax receipts. Finally, the rules avoid the issue
of whether one debt-to-equity ratio is correct for all
businesses. Some industries rely on more debt to fund
operations than do other firms, and the same debt-to-
equity ratio limit for all firms may appear arbitrary.

While the interest limitation approach appears to
resolve a number of the issues associated with thin
capitalization rules, it is not clear that the 30 percent
interest expense limitation is the correct figure for all
businesses. The third escape clause, which exempts
CFCs that are less leveraged than the worldwide enter-
prise, may resolve part of this concern. If the consoli-
dated firm is funded with substantial debt, and the
CFC has a higher equity-to-assets ratio (or within 1
percentage point), the escape clause exempts that firm.
However, there is an alternative scenario to consider. If
the worldwide enterprise incurred minimal debt and
recognized low interest expenses, the 30 percent of
EBITDA cap may permit the enterprise to fund sub-
sidiaries with a far greater portion of debt than the en-
terprise would incur. This may permit the MNE to
strip earnings from high-tax jurisdictions in ways in-
consistent with the enterprise’s funding strategy.

In addition, the new German rules may not avoid
all challenges based on the freedom of establishment
clause in the EC Treaty. Von Brocke and Perez (2009)
write that the rules “‘may also contravene the freedom
of establishment and the free movement of capital by
way of a hidden discrimination’ (p. 34). If a German
parent owns a German subsidiary, it can be treated as
one business under its tax laws, and thus could be ex-
empted from the rules under the previously mentioned
stand-alone clause. This opportunity is not open to
German firms owned by a foreign parent, so the rules
could again be challenged. The German government is
likely to argue these rules are within its authority, and
it is not certain how the ECJ will rule.
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U.K. Rules

U.K. tax regulators have struggled with the same
challenge encountered by German tax authorities. To
minimize earnings stripping, their regulations have
aimed to prevent MNEs from leveraging businesses
with excessive debt extended from related foreign enti-
ties. But the rules also need to comply with require-
ments to treat domestic and internationally owned
firms equally. Achieving both objectives has been diffi-
cult.

The United Kingdom has regulated highly leveraged
financing structures since the 1990s. Von Brocke and
Perez (2009) write, ‘“The United Kingdom modified its
thin capitalization rules three times between 1994 and
2004, in order to introduce the arms-length principle
and to guarantee an equal treatment of UK resident
companies, and companies resident in an EU Member
State” (p. 29). U.K. thin capitalization rules were chal-
lenged in the ECJ in Test Claimants in the Thin Cap Group
Litigation.® (See Doc 2007-6302 or 2007 WTD 50-9.) As
the regulations were modified several times, the court’s
rulings addressed the different regulations in effect over
that period. According to von Brocke and Perez (2009),
“The ECJ concluded that even prior to 1995 and, in
any case, between 1995 and 2004, when interest was
paid by a resident company in respect of a loan
granted by a related non-resident company, the tax po-
sition of the former company was less advantageous
than that of a resident borrowing company which had
been granted a loan by a related resident company’ (p.
31). When interest expenses were recharacterized as
distributions, the U.K. rules provided more favorable
tax treatment when the lender was also subject to U.K.
tax rules. Thus, U.K.-owned enterprises had an advan-
tage over internationally owned businesses. As such,
the ECJ determined that ‘‘the UK. thin capitalization
rules contravened the freedom of establishment clause
in Article 43 of the EC Treaty” (von Brocke and Perez
2009, p. 31).

The U.K. now relies on the arm’s-length principle to
regulate excessively leveraged financing structures. Ac-
cording to HM Revenue & Customs, ‘‘in tax terms a
UK company (which may be part of a group) may be
said to be thinly capitalized when it has excessive debt
in relation to its arm’s length borrowing capacity, lead-
ing to the possibility of excessive interest deduc-
tions.”’10 Further: “The arm’s length borrowing capac-
ity of a UK company is the amount of debt which it
could and would have taken from an independent
lender as a stand alone entity rather than as part of a
multinational group.”’!!

°ECJ, Case C-524/04, Mar. 13, 2007, ECR (2007) 2107.

10See HMRC INTM 541010 — Introduction to thin capitali-
zation (legislation and principles).

.

The U.K. rules then specify the process regulators
should use to determine whether a firm is thinly capi-
talized. First, it is necessary to ‘‘ascertain how much
the company or companies would have been able to
borrow from an independent lender.”’'2 This figure
must be compared with ‘‘the amounts actually bor-
rowed from group companies or with backing of group
companies.”’!? The regulations then deny tax deduc-
tions for interest expenses that exceed a firm’s arm’s-
length debt capacity.

These transfer pricing rules apply when one entity
lends funds to another organization it controls, or
when both organizations are controlled by the same
party (Kyte 2008, p. 348). According to HMRC, “The
borrowing capacity of a UK company must be assessed
on a stand alone basis, disregarding any relationship
with other group companies.”’'* Thus, it is a hypotheti-
cal debt capacity. As a result, firms may be motivated
to determine the maximum amount they could borrow,
whether or not they would actually do so. In other
words, the more firms can use the arm’s-length
standard to demonstrate they could borrow large sums
of money, the more earnings they can strip to another
jurisdiction. According to HMRC:

It follows that in establishing the arm’s length
borrowing capacity of a particular borrower, it is
necessary to hypothesise that the borrower is a
separate entity from the larger group of which it
is part.!®

The UK. legislation also applies when the entities
engage in a series of related lending transactions, cul-
minating in a third-party loan. In short, the rules spe-
cifically state they intend to apply the substance-over-
form doctrine. The rules do not include any safe
harbors, exceptions, or sourcing rules for interest ex-
penses. They also exclude debt borrowed for an unde-
fined ‘‘unallowable purpose’ (van Saparoea 2009, p.
7.

One key question with the U.K.’s approach is
whether it gives taxpayers sufficient guidance to deter-
mine whether their debts or interest expenses are exces-
sive. To comply with the UK.’s requirements, tax-
payers may need more specific direction concerning
how much debt violates the arm’s-length standard. Fur-
ther, it can be difficult to determine the CFC’s stand-
alone debt capacity, as this is a hypothetical exercise.
CFCs have little experience doing this, and lenders
have no incentive to evaluate the organization’s hypo-
thetical, stand-alone debt capacity. Lending rules of
thumb may be helpful in determining a range of debt

125¢e INTM 541020 — Introduction to thin capitalization
(legislation and principles).

B,

14See HMRC INTM 56100 — Thin capitalization: FA 2004
legislation — main changes to the thin capitalization legislation.

15 See supra note 10.
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capacities, but actual loan agreements are often the
result of detailed discussions between lender and bor-
rower, in which trade-offs among debt limits, collateral,
and loan covenants are negotiated. The UK.’s ap-
proach gives taxpayers little guidance and conflicts
with the certainty principle. The absence of clear regu-
lations also increases the likelihood of costly litigation.
This can also make enforcing rules very inefficient.
This may be why no other major country has chosen
this approach.

Further, many companies can incur more debt than
they actually choose to accept. Firms may consciously
choose to minimize debt because they do not wish to
incur the additional risks, interest expenses, or operat-
ing restrictions that may accompany debt. Some busi-
nesses believe avoiding debt gives them more freedom
to manage their operations without intrusive loan cov-
enants. A subsidiary may have the arm’s-length capac-
ity to incur more debt, but this does not mean addi-
tional debt is consistent with the enterprise’s business
strategy. If an MINE’s strategy includes keeping debt
levels low, it may not make sense to permit subsidiaries
to leverage themselves with intercompany debt to re-
duce the firm’s worldwide tax expense.

A number of studies have demonstrated that many
firms incur substantially less debt than they could bor-
row. Allen’s study (2000) of Australian, British, and
Japanese firms demonstrated that firms in those coun-
tries have spare debt capacity. Allen defined spare bor-
rowing capacity as ‘‘mobile uncommitted pool of capi-
tal resources that a company possesses’’ (p. 300). He
wrote that it ‘“‘may take the form of committed or un-
committed lines of credit and bank loans, or a level of
current borrowing which is substantially below the up-
per limit that the company’s management, bankers and
creditors regard as being prudent” (p. 30).

Allen (2000) was not seeking to determine whether
firms have spare debt capacity, as that had been dem-
onstrated in a number of prior studies.'® However, it is
one of the most recent studies. Allen believed spare
debt capacity was a signaling tool firms used to com-
municate to investors they had financial resources
available. Because Japanese firms frequently are mem-
bers of a keiretsu, in which firms have developed close
and long-term banking relationships, Allen believed
fewer Japanese firms would need to signal spare debt
capacity to investors. He believed investors in Japanese
firms understood that those firms had banking relation-
ships that could be counted on for financial support,
should the need arise.

18In his literature review, Allen cited a number of prior stud-
ies, including: G. Donaldson (1961), Corporate Debt Capacity, Har-
vard University Press: Cambridge, Mass.; E.F. Fama (1990),
“Contract Costs and Financing Decisions,”” Journal of Business,
Vol. 63, 71-91; and H. Duan and S. Yoon (1993), “Loan Com-
mitments, Investment Decisions, and the Signaling Equilibrium,”
Journal of Banking and Finance, Vol. 17, 645-661.

Allen (2000) said prior studies indicated that spare
borrowing capacity was often maintained to signal to
investors that the firm could tap into financial re-
sources immediately should they need to. Allen sur-
veyed Australian, British, and Japanese firms to deter-
mine if they maintained spare borrowing capacity.
They were asked how much spare borrowing capacity
they kept, the reasons for maintaining unused lines of
credit or spare borrowing capacity, and whether they
had a target debt ratio, or an upper limit. Allen re-
ported that 56 percent of Australian firms, 88 percent
of British firms, and 32 percent of Japanese firms had
a policy of maintaining spare borrowing capacity (p.
309). Firms reported they had a variety of unused
bank lines of credit to support their needs, as well as
overdraft facilities. Businesses reported a variety of rea-
sons for spare borrowing capacity, including the desire
to have funds available for special projects, reserves for
crises, acquisitions, and unplanned circumstances and
opportunities. Further, Allen reported, ‘“The larger the
company, the more likely it is to have such a policy”
(p. 310). Allen also concluded that many firms could
borrow significantly more without facing higher inter-
est rates: ““Some 63 percent of the Australian respon-
dents and 89 percent of the British ones consider that
they could borrow 20 percent or more than existing
borrowings without increasing their average borrowing
costs. The evidence suggests fairly extensive spare debt
capacity existed at the time of the survey” (p. 314).
Allen concluded that ‘‘spare borrowing capacity is a
relatively common policy’ (p. 318).

Industrialist David Packard, co-founder of Hewlett-
Packard Co., explained his reasoning for avoiding debt.
He said HP eschewed long-term debt, in large part be-
cause the founders feared loss of control to lenders.
They also believed avoiding long-term debt imposed
financial discipline on the firm. Packard (1995) writes,
“Bill [Hewlett] and I determined we would operate our
company on a pay-as-you-go basis, financing our
growth primarily out of earnings rather than by bor-
rowing money”’ (p. 84). Commenting on proponents of
leveraged capital structures, Packard continues, ‘“The
advocates of this approach say you can make your
profits go further by leveraging them. That may be, but
at HP it was our firm policy to pay as we go and not
incur substantial debt” (p. 85). The firm could incur
debt, but would not do so. If a business avoids com-
mercial debt, should its subsidiaries be able to incur
tax-deductible intercompany debt, simply because its
subsidiaries have the capacity to accept loans? If inter-
company debt is incurred only to minimize taxes, it
could be argued this is inconsistent with the business
purpose doctrine.

This information suggests that the UK. approach on
debt capacity may be too lenient. Limiting a CFC’s
debt-to-equity ratio by referencing what the firm could
have borrowed in external markets may sound logical,
but Allen’s study showed that 88 percent of British
firms had spare borrowing capacity. Firms were ca-
pable of borrowing more debt than they incurred. It
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may make more sense to limit debt by referencing
what the worldwide enterprise actually chooses to bor-
row, rather than by what a CFC theoretically could bor-
TOW.

In a related development, in 2009 the UK. passed
tax legislation that in some situations may limit the tax
deductibility of interest expenses there. The legislation,
commonly called the worldwide debt cap, became ef-
fective January 1, 2010. The legislation is aimed at lim-
iting tax deductible interest expense for companies that
incur the great majority of their debt in the U.K. It is
specifically aimed at large businesses and applies to
both U.K. and foreign headquartered firms, but Dod-
well, Bird, Buck, and Richards (2009) say, “HMRC
anticipates that the debt cap rules would apply to rela-
tively few U.K. inbound groups” (p. 1).

The new proposal was first mentioned in a 2007
discussion paper!” in which the UK. government sug-
gested it favored a new approach that van Saparoea
(2009) said would limit debt ‘‘to the external borrow-
ings of the group as a whole” (p. 7). According to
Dodwell, Bird, Buck, and Richards (2009), the U.K.
tax authorities’ proposal ‘“would be capped by refer-
ence to the worldwide group’s net external borrowing
costs in its consolidated accounts’ (p. 1). The rules
apply to companies that contain at least one UK. firm
(or a UK. permanent establishment). ‘“The rule is tar-
geted at situations in which a UK group bears more
debt than is required for the worldwide group to oper-
ate’” (Dodwell, Bird, Buck, and Richards 2009, p. 1).

The worldwide debt cap legislation specifically tar-
gets large businesses and excludes all businesses de-
fined as ‘“‘micro, small and medium-sized enterprises as
defined in the Annex to Commission Recommendation
2003/361/EC” (HMRC draft bill 2009, p. 9). In short,
HMRC believes it would not be cost-effective to apply
the debt limitation to small firms. HMRC writes, “A de
minimis limit is introduced for purposes of excluding
amounts that the government does not consider ma-
terial for purposes of the debt cap”’ (HMRC, ‘“World-
wide Debt Cap Current Thinking,” 2009, p. 1).

Two figures must be calculated to determine if the
interest limitations apply. Under the UK. legislation,
one figure is the tested amount and the second figure is
the available amount. According to HMRC, ‘“World-
wide Debt Cap Current Thinking”’ (2009), the tested
amount is “‘the total intra-group finance expenses in
the UK” (p. 1). This must be compared with the avail-
able amount, which is ‘‘the net external finance ex-
pense of the worldwide group from consolidated ac-
counts’ (p. 1). The rule states that “‘any excess of the
tested amount over the available amount is disallowed,
but the worldwide group may reduce the amount of
UK taxable receipts to match the disallowance that

I"THMRC, “Taxation of the Foreign Profits of Companies: A
Discussion Document’ (June 21, 2007), Chapter 5.

arises” (p. 1). In brief, the limits apply when the inter-
nal finance costs of the UK. firm exceed the external
finance costs of the worldwide enterprise. If a subsid-
iary bears only a small portion of a firm’s worldwide

debt, these rules would not apply.

However, comparing a subsidiary’s finance expense
with that of the worldwide enterprise is an idea that
has merit. As mentioned previously, Germany’s current
rules provide an exception for subsidiaries that are no
more leveraged than the worldwide enterprise. In addi-
tion, Japan allows firms to measure their debt-to-equity
ratio against similar Japanese firms to determine if
they are excessively leveraged. Comparing a sub-
sidiary’s debt or interest expense with the worldwide
business, or to a similar enterprise, may be a fairer and
more efficient rule than uniform, somewhat arbitrary,
limitations. Some industries and firms choose to incur
more debt than others as part of their funding strategy,
and ‘“‘fair” regulations should not penalize such firms.

Rules in Other G-7 Countries

Analyses of rules in Germany, the United Kingdom,
and the United States illustrate many of the challenges
inherent in drafting effective thin capitalization/
earnings stripping tax legislation. However, rules in the
other G-7 countries may help to demonstrate other dif-
ficulties economically powerful nations face when
drafting these rules.

Italy’s approach is closely modeled after Germany’s.
It also abandoned a debt-to-equity test in favor of in-
come statement limitations, effective January 1, 2008.
Von Brocke and Perez (2009) say that Italy’s rules were
“inspired by the new German rules’’ (p. 33). The rules
also restrict net interest expense to 30 percent of
EBITDA, the same figure selected by German legisla-
tors (p. 34). Like the German rules, they also apply to
interest paid to non-related parties, such as banks.

Italian legislators made several changes to the Ger-
man law. According to Polombo (2008), the 30 percent
interest limitation applies to financial statements pre-
pared according to Italian GAAP (p. 319), not taxable
income. Italian legislators also took additional steps to
ensure their laws regulated domestic and international
firms equitably. Von Brocke and Perez (2009) write,
“The Italian parliament has avoided one problem un-
der the German rules by extending the benefits of
group relief . . . to foreign companies of a group, pro-
vided that the foreign company meets all the condi-
tions foreseen under Italian law for the formation of a
consolidated group except the residence requirement’’
(p. 34). Italian legislators were concerned German
regulations may be challenged once again under the
freedom of establishment clause. Polombo also notes
that disallowed interest deductions can be carried for-
ward indefinitely into the future (p. 319).

France is the last G-7 European country currently
relying on the debt-to-equity ratio to limit excessive
financial leverage. According to Galinier-Warrain
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(2008), France modified its thin capitalization policies,
effective January 1, 2007, and they are described as
“quite complex” (p. 307). The key elements to
France’s thin capitalization/interest deduction rules are
that they cap the debt-to-equity ratio at 1.5 to 1, and
interest may be nondeductible when ‘‘the amount of
interest exceeds 25 percent of the current pre-tax result,
increased notably by intra-group loan interest and the
depreciation considered to determine this pre-tax re-
sult” (p. 308).

Under France’s new law, the debt-to-equity ratio is
now calculated based on a firm’s net equity, rather
than contributed capital. The firm can elect to use
either net equity at the beginning of the year or at the
end. Debt now includes all debt extended from related
parties, while prior rules included only loans extended
from direct shareholders. Firms can carry forward non-
deductible interest expenses. However, after two years,
the carryforwards are discounted by 5 percent per an-
num. In general, France’s new rules tighten interest
deductibility restrictions.

Canada began to evaluate thin capitalization legisla-
tion in 1969, when a white paper on tax reform pro-
posed limiting interest deductibility when a nonresident
shareholder owns at least 25 percent of the Canadian
corporation and lends money to that corporation, and
the firm’s debt-to-equity ratio exceeds 3 to 1 (Nitikman
2000, pp. 23-24). The rules were enacted in 1972 and
are contained in subsections 18(4) to 18(6) of Canada’s
Income Tax Act.

The debt-to-equity ratio was reduced to 2 to 1 in
2001. This change was apparently motivated by a Ca-
nadian Department of Finance study, which stated that
other countries were reducing their debt-to-equity ratio
below 3 to 1. Farrar and Mawani (2008) believe very
little analysis went into the decision to change the ra-
tio, writing, ‘‘No clear justification for this reduction
appears to have been given. Perhaps the Department of
Finance relied on the recommendation from the Mintz
Report,!'8 which suggested a reduction because at that
time other (unidentified) countries had reduced their
ratios to 2:1”” (p. 6).

Farrar and Mawani (2008) conducted a study of
3,715 Canadian firms in 64 industries to determine
their debt-to-equity ratios. They found the mean debt-
to-equity ratio for Canadian firms was 1.06 to 1, and
that four industries had debt-to-equity ratios that ex-
ceeded 2 to 1 (pp. 16-17). Of the four, “‘only the real
estate industry had a debt-equity ratio exceeding 2:1
with statistical significance,”” but 7.1 percent of indi-
vidual firms had debt-to-equity ratios exceeding 2 to 1.
While Farrar and Mawani concluded Canada’s 2-1 ra-
tio ‘‘seems reasonable” (p. 2), the mean debt to equity
during 2001-2005 ranged from a high of 4.2 to 1to a

18The Mintz Report was a 1998 Department of Finance re-
port that suggested changes to Canada’s thin capitalization rules.

low of 0.15 to 1 (p. 35), which might also suggest that
it is very difficult to determine one ratio that is fair and
effective for all firms and industries. It could be argued
that the 2-1 ratio is too low for 7.1 percent of busi-
nesses. But at the same time, it might be too high for
the remaining businesses. If the worldwide enterprise
firm chooses to keep its debt levels low, a 2-1 debt-to-
equity ratio may encourage firms to incur intercom-
pany debt for the sole purpose of reducing income
taxes.

France is the last G-7
European country
currently relying on the
debt-to-equity ratio to
limit excessive financial
leverage.

Japan’s first thin capitalization rules were intro-
duced in 1992 and current rules have been in place
since 2006, according to Nakamura (2008, pp. 321-
322). In most cases Japan’s thin capitalization rules
apply when a firm’s debt-to-equity ratio exceeds 3 to 1.
They phase out interest deductions when the ratio of
“interest-bearing debt to foreign controlling share-
holders and third parties in specified cases’ (p. 323) is
greater than three times the firm’s equity. The rules
apply both to Japanese companies and foreign com-
panies operating there. A 2-1 ratio applies in some situ-
ations. If a company has engaged in large bond repur-
chase transactions, this debt can be excluded from the
calculation, and the lower ratio applies.

Japanese thin capitalization rules also permit an al-
ternative measure, in place of the debt-to-equity ratios
above. Nakamura (2008) writes that ‘‘a company has
the option to use the debt-to-equity ratio of a compa-
rable Japanese company operating in the same busi-
ness, and having similar characteristics as to size”” (p.
323). Thus, we see examples in Germany and Japan in
which rules reference market debt-to-equity ratios.
Such approaches may be a more effective approach to
arrive at an appropriate debt-to-equity ratio for a CFC.
Identifying one debt-to-equity ratio for all businesses is
inherently problematic, and can be viewed as ‘‘unfair”’
by businesses that tend to incur more debt, such as the
7.1 percent of Canadian firms mentioned. However, as
pointed out previously, any debt-to-equity ratio may
not be effective, as it does not limit the absolute level
of debt, and thus interest expenses. It would be more
effective to adopt the approach Germany and Italy
have selected, and limit interest expenses to a percent-
age of EBITDA.
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Table 1. Summary of Thin Capitalization/Interest Deduction Policies in G-7 Countries

Country/Max. 2009 2006 Rules to Limit Approach to Limit Financial Tests Comments
Corp. Tax Rate?® Population Financial Leverage? Abuse
(in millions)
Canada/31.32% 32.6 Yes Balance sheet test Debt-to-equity ratio not | Original 3-1 ratio was
to exceed 2 to 1 modified in 2001.

France/34.43% 60.7 Yes Balance sheet and Debt-to-equity ratio Implemented new law

income statement test | should not exceed 1.5 |January 1, 2007. The
to 1, and interest law has a broader
expenses should not definition of equity,
exceed 25% of pretax |and debt includes all
income, after interest debt extended from
and depreciation are related parties, not only
added back shareholders.

Germany/30.18% 82.7 Yes Income statement test | Net interest expense Rules changed in 2001,

limited to 30% of 2003, and 2008. Most

EBITDA recent change shifted
from thin capitalization
test to interest
deduction limits.

Ttaly/27.5% 58.1 Yes Income statement test | Net interest expense New laws implemented

limited to 30% of January 1, 2008.

EBITDA Changed from thin
capitalization test to
interest deduction
limits.

Japan/39.54% 128.2 Yes Balance sheet test Debt-to-equity ratio not | Firms have the option

to exceed 3 to 1 of using the
debt-to-equity ratio of a
similar Japanese firm.

United Kingdom/28% |59.8 Yes Arm’s-length principle | No specific financial Rules changed three

test or safe-harbor ratio |times between 1994
and 2004.

United States/39.1%° | 301.0 Yes Balance sheet test, If debt-to-equity ratio | The 1.5-1 debt-to-equity
which limits interest exceeds 1.5 to 1, ratio is a ‘‘safe harbor.”
expense deductibility interest expenses > The IRS will presume

50% of EBITDA are ratios below 1.5 to 1

not deductible are not excessively
leveraged, but ratios
above 1.5 to 1 may or
may not be challenged.

#Corporate tax rates for all G-7 countries were obtained from the OECD Tax Database (http://www.oced.org/ctp/taxadatabase). See Table

II.1.

YThe maximum U.S. federal statutory tax rate is 35 percent, but the great majority of U.S. states also impose income taxes, pushing the
combined rate to approximately 40 percent. It can be higher or lower than that figure depending on the states in which the business operates.

Table 1 provides a brief summary of thin
capitalization/interest deduction rules in each of the
G-7 countries.

Limits in Other Key Countries

In addition to the G-7 countries, there are a number
of other countries that are concerned with the tax im-
pact of leveraged financing structures and that have
developed innovative regulations rules that deserve spe-
cial attention. Three countries that have created ambi-
tious thin capitalization/interest deduction limitations
are Denmark, the Netherlands, and New Zealand.
Each country has a smaller economy and population
than the G-7 countries, yet each is also a prosperous

nation that has developed advanced social programs
dependent on generating tax revenue.

Denmark has developed sophisticated thin capitali-

zation rules that are considered ‘‘very complicated and

detailed”” (Lund and Korsgaard 2008, p. 302). Den-
mark’s approach is to limit interest deductions by a
series of three limitations, each of which can succes-

sively reduce tax-deductible interest expenses. The first

restriction limits the deductibility of debts extended
from related parties. The second limitation establishes

a limit based on the value of a firm’s qualifying assets.

And the third limitation caps net financing expenses
based on the firm’s earnings before interest and taxes

(EBIT).
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According to Lund and Korsgaard (2008), under the
first limitation, ‘‘interest expenses on controlled debt
are not deductible to the extent that the debt-to-equity
ratio exceeds 4:1”” (p. 302). The rules do not apply to
interest on debts less than DKK 10 million, or to loans
extended by private individuals. If a company can
document that a similar loan could be obtained from
an independent party, the 4-1 debt-to-equity limitation
may not apply. However, the rules apply both to loans
extended by related parties and to loans extended by
third parties if they are collateralized by related-party
assets.

Under the second limitation, ‘‘companies may de-
duct net financing expenses only to the extent that the
expense does not exceed a standard rate of inter-
est ... on certain qualifying assets’”’ (Lund and Kors-
gaard 2008, p. 302). In 2009 that interest rate was 6.5
percent (Bundgaard and Tell 2010, p. 7). The interest
rate is applied on the tax value of assets at year-end to
determine the interest ceiling limitation. Fixed assets
are valued net of accumulated depreciation; nondepre-
ciable assets are valued at cost plus the cost of any im-
provements; internally developed intangible assets are
not valued unless the costs are capitalized for tax pur-
poses; and inventory, work-in-process, and receivables
are valued net of any reserves. That figure is compared
with net financing expenses, which are defined as the
sum of taxable interest income less deductible interest
expenses, excluding interest on trade accounts payable
and trade receivables, trading losses, loan losses, and
gains and losses on foreign exchange gains and losses.
The rules apply to debts extended from both related
and third parties. Interest expenses above the limitation
are not deductible and cannot be carried forward. The
rules apply only when net financing expenses exceed
DKK 21.3 million (Bundgaard and Tell 2010, p. 9).
This de minimis figure is adjusted annually.

Finally, a third Danish interest limitation rule re-
stricts interest to a percentage of EBIT. Kaserer (2008)
writes, ‘“Most prominently, Denmark extended its thin
capitalization rule by an interest stripping rule restrict-
ing a firm’s interest deductions to 80 percent of EBIT”
(p. 3). Kaserer notes that similar rules were adopted in
Germany and Italy, but those rules limit interest ex-
penses to 30 percent of EBITDA. The U.S. limits inter-
est expenses to 50 percent of adjusted taxable income,
but only if the 1.5-1 debt-to-equity ratio is exceeded.

Similar to the G-7 countries, the Netherlands at-
tempts to balance the competing goals of raising tax
revenue and creating an attractive investment environ-
ment. Van Saparoea (2009) comments, ‘‘For Asian and
American companies in particular, the Netherlands has
long been one of the preferred jurisdictions in Europe
in which to develop a base. Numerous international
operations have derived significant tax benefits from
using the Netherlands as an international base; thereby
contributing to a reduction in their worldwide tax bur-
den” (p. 5). Not only do MNESs reduce their tax rate,

the Netherlands generates tax revenue from the MNEs,
so its tax policies are mutually advantageous.

The current Dutch rules were implemented effective
January 1, 2004. These rules identify two tests to deter-
mine whether interest expenses are tax deductible.
Sporken (2008) says, ‘‘The first test concerns the debt-
to-equity ratio of the taxable company itself, which
may be 3:1 at a maximum”’ (p. 329). Debt is defined as
average payables less average receivables, so the rules
measure net debt, rather than gross obligations. This
figure is compared with average equity for tax pur-
poses. The rules also specify that firms must use an
equity figure of at least €1, even if average equity is
determined to be less than that figure. If the debt-to-
equity ratio exceeds 3 to 1 and the excess is greater
than €500,000, the associated interest expense is not
tax deductible. However, ‘‘The amount of interest that
is not deductible cannot, however, be greater than the
amount of interest on loans payable to entities that are
related to the taxpayer less the amount of interest on
loans payable by the entities to the taxpayer’’ (van
Saparoea 2009, p. 4).

The second option is to use the worldwide enter-
prise’s debt-to-equity ratio. Van Saparoea (2009) writes,
““Specifically, if the taxpayer in its tax return opts for
this group ratio (the second ratio), its excess debt is
held to be the amount by which its average debt:equity
ratio exceeds the average debt:equity ratio of the group
to which it belongs” (p. 4). If the taxpayer belongs to
more than one group, the highest debt-to-equity ratio
applies. The taxpayer can select whether it wants the
3-1 ratio or the worldwide enterprise’s debt-to-equity
ratio to apply, and firms are annually permitted to se-
lect the measure by which its debts will be tested.

To prevent abuse and maintain tax revenue, the
Dutch rules also identify a number of specific cases in
which interest is not tax deductible. According to
Sporken (2008), interest is deductible ‘‘unless the ex-
pense cannot be considered a business expense or
when specific anti-abuse rules apply’’ (p. 328). If a
Dutch corporation incurs debt to fund profit distribu-
tions, fund investments in related entities, or acquire a
related entity, the associated interest expense may not
be tax deductible. However, the rules also provide two
exceptions to these limitations. If the loans are taken
for sound business reasons, or if the income is taxed at
a reasonable level, which is generally defined as 10 per-
cent of income, these rules do not apply (van Saparoea
2009, p. 5).

In January 2008 the Netherlands amended these
regulations. Specifically, the exception that allowed
firms to incur debt, as long as the associated interest
income was taxed at 10 percent, was modified. Accord-
ing to van Saparoea, legislators in the Netherlands
“feared that maintaining the second exception . . . with-
out amendment would have adverse budgetary conse-
quences”’ (p. 5). For example, since Cyprus’s income
tax rate is 10 percent and the Netherlands’ is 25.5 per-
cent, an MNE could establish a subsidiary in Cyprus,
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extend debt to a related entity in the Netherlands, and
substantially reduce income taxes. Van Saparoea (2009)
writes, ‘“The amended law states that, in situations in
which a taxpayer can sufficiently demonstrate that its
interest income is taxable at a rate of at least 10 per-
cent, it would nevertheless remain possible for a tax
inspector to substantiate that either a debt itself or a
transaction that corresponds to it lacks a sound busi-
ness reason’’ (p. 5). In short, legislators wanted to
maintain the power to tax such income in the Nether-
lands, even if the profits were shifted to a jurisdiction
taxing the income at 10 percent or more.

According to van Saparoea (2009), the Netherlands
is already considering changing this rule ‘‘because the
current rules could damage the attractiveness of the
Netherlands as a business location” (p. 3). Van Sapa-
roea says the amended rules have increased uncertainty
for MNEs, as they do not know whether tax authori-
ties will challenge interest deductions in many situa-
tions. MNEs are also concerned that their profits could
be taxed twice. Beyond this, three Netherlands tax pro-
fessors have written that the amendment may not com-
ply with the EC freedom of establishment clause.!?
Thus, it is possible the 2008 amendment may be re-
laxed, though no changes have been enacted at this
time.

New Zealand has also developed creative rules to
limit thin capitalization/earnings stripping activities.
Smith and Dunmore (2003) write that New Zealand’s
rules were implemented in 1996, noting, ‘‘The reason
for introducing the thin capitalization rules then was to
complement the new transfer pricing rules being en-
acted at the same time. It was believed that the absence
of any formal thin capitalization rules when the new
transfer pricing rules were being introduced could gen-
erate opportunities for tax avoidance and create uncer-
tainty in the minds of foreign investors as to New
Zealand’s stance on thin capitalization. It was also
thought that clarity of the tax policy and of the tax
regime was essential to promote foreign investment in
New Zealand” (p. 505). In short, they recognized that
taxpayers desire certainty when calculating tax obliga-
tions.

New Zealand’s thin capitalization rules apply only
to firms that meet an ownership test. They specifically
apply to taxpayers in three categories: nonresidents;
New Zealand resident companies in which a nonresi-
dent owns 50 percent or more of the firm; and trustees
of a non-qualifying trust, controlled 50 percent or more
by a nonresident (Smith and Dunmore 2003, pp. 505-
506). If the taxpayer falls into one of those categories
at any point during the year, the rules apply. Thus, the

19F A. Englen, H. Vording, and S. Weeghel, ‘“Wijzinking van
belastingwetten met het oog op het tegengaan van uitholling van
de belastinggrondslag en het verbeteren van het fiscale vestiging-
sklimaar,” Weekblad Fiscaal Recht 6777, Aug. 28, 2008.

rules do not apply to New Zealand residents, and they
would fail to meet the freedom of establishment clause
in the EC Treaty, were New Zealand a member.

If the ownership test is met, two further tests are
applied to determine if the debt is excessive. The first
is a ‘“‘safe-harbour debt percentage of 75 percent”
(Smith and Dunmore 2003, p. 505). In other words, if
a firm’s debt-to-equity ratio is less than 3 to 1, the debt
is not considered excessive. According to Smith and
Dunmore, ‘“The safe-harbour debt percentage is de-
signed to reduce compliance costs of taxpayers who
operate with moderate levels of debt’” (p. 506). Smith
and Dunmore wrote that while this limit appeared
similar to debt-to-equity ratio caps in other countries, it
was in fact more stringent: “While a 75 [percent] safe-
harbour debt percentage appears comparable to the
safe-harbour debt/equity ratios adopted in the thin
capitalization rules of Canada, Japan and Germany,
the New Zealand debt percentage is effectively lower
because the ratios of those other countries take into
account only related-party interest-bearing debt, while
New Zealand’s debt percentage takes into account all
interest-bearing debt’’ (p. 506).

New Zealand's thin
capitalization rules apply
only to firms that meet an
ownership test.

However, New Zealand’s rules also permit taxpayers
to exceed the 3-1 ratio in some situations. If the world-
wide business has a debt-to-equity ratio that exceeds 3
to 1, the New Zealand entity is also permitted to have
a higher debt ratio. Smith and Dunmore (2003) write,
“In addition, there is a provision allowing taxpayers to
maintain a debt percentage above 75 percent without
suffering a penalty under the rules if the worldwide
group debt of which the New Zealand taxpayer is part
also has a debt percentage above 75 percent” (p. 505).
If a New Zealand taxpayer’s debt ratio exceeds 3 to 1,
it is permitted to have a debt percentage up to 110 per-
cent of the worldwide enterprise’s debt percentage.
Thus, the New Zealand entity can exceed the parent
company’s debt-to-equity ratio. The 110 percent rules
apply to companies and trusts, but not individuals.

New Zealand’s approach requires it to define how
the worldwide enterprise’s group debt percentage is
calculated. Smith and Dunmore (2003) write, ‘A tax-
payer’s ‘group debt percentage’ is defined as the pro-
portion of the total interest-bearing debt to the total
assets of the taxpayer’s New Zealand group for the
income year. Thus, interest-free loans are excluded and
are essentially treated as equity, as are accrual account-
ing provisions, deferred tax, and other similar liabilities
or provisions”’ (p. 506). New Zealand’s rules also allow
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Table 2. Summary of Thin Capitalization/Interest Deduction Policies in Denmark,
the Netherlands, and New Zealand

2006
Population
(in millions)

Rules to Limit
Financial Leverage?

Country/Max. 2009
Corp. Tax Rate®

Approach to Limit
Abuse

Financial Tests

Comments

Denmark/25% 5.4 Yes A series of three rules | 1) Related party De minimis rules apply.
that progressively limit | debt-to-equity ratios not | Rules are considered
interest deductions to exceed 4 to 1. complex.

2) Interest expenses not
to exceed a percent
(currently 7%) of
qualifying assets.
3) Interest expenses not
to exceed 80% of EBIT.

Netherlands/25.5% 16.3 Yes Balance sheet tests 1) Net debt-to-equity Current rules
ratio not to exceed 3 to |implemented January
1. 1, 2004. Firm can
2) Firm can opt to be determine each year by
limited by the which limit will apply.
worldwide enterprise’s | Revisions are being
debt-to-equity ratio. discussed.

New Zealand/30% 4.1 Yes Balance sheet tests Taxpayer’s limited by The 3-1 debt-to-equity

the higher of: 1) 3-1
debt-to-equity ratio; or
2) 110% of the
worldwide enterprise’s
debt-to-equity ratio.

ratio includes all
interest-bearing debt.
The 110% worldwide
enterprise debt cap
excludes the worldwide
enterprise’s deferred tax
liabilities and other
accruals.

#Corporate tax rates for all G-7 countries were obtained from the OECD Tax Database (http://www.oced.org/ctp/taxadatabase). See Table

II.1.

taxpayers to exclude debt for funds lent to non-related
organizations and individuals. The worldwide debt per-
centage is calculated annually, at the end of the firm’s
fiscal year.

A summary of thin capitalization/interest deduction
regulations in Denmark, the Netherlands, and New
Zealand is shown in Table 2.

Regulations in Small EU Countries

While all the G-7 countries may want to limit highly
leveraged financing structures, not all countries view
thin capitalization as a priority. As previously men-
tioned, some countries view low income tax rates and
more lenient tax policies as an opportunity to attract
FDI. In particular, small, less economically powerful
countries may want to lower taxes to entice MNEs to
set up operations there. Those countries may have
fewer globally successful MNEs headquartered there,
and thus low tax rates may have less impact on govern-
ment finances. They may see the potential to attract
FDI through lower income tax rates and more lenient
thin capitalization and/or interest deduction regula-
tions.

Haufler and Runkel (2008) explain this by saying,
“The country with the smaller population size not only

chooses the lower tax rate but also the more lenient
thin capitalization rule. This is because the smaller
country faces the more elastic tax base for internation-
ally mobile capital, but the same is not true for interna-
tionally immobile capital”’ (pp. 3-4).

To illustrate this point, the thin capitalization/
interest deduction limitations of the eight smallest EU
members will be reviewed. These countries have been
selected because information is readily available and all
are in Europe. As most of the G-7 countries are in Eu-
rope, comparisons are relevant. While the G-7 coun-
tries have populations ranging from 33 million to 301
million, the eight least populous European countries
have populations ranging from 400,000 to 4.2 million.
With one exception, each also has a population smaller
than Denmark, the Netherlands, and New Zealand.
Ireland’s population is 4.2 million, while New
Zealand’s is 4.1 million.

A summary of the thin capitalization policies of
these EU members is included in Table 3. Half of
these countries have no thin capitalization policies; the
others rely on debt-to-equity ratios. The debt-to-equity
ratios in the smaller countries are more lenient than
restrictions found in the countries previously cited. In
addition, the regulations in these countries also appear
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Table 3. Summary of Policies in the EU’s Eight Least Populous Countries

Country/Max. 2009 2006 Population Rules to Limit Thin Approach to Limit Financial Test® Changes to Law
Corp. Tax Rate® Capitalization Abuse
Cyprus/10% 780,000 No rules to restrict N/A N/A N/A
thin capitalization
Estonia/21% 1.3 million No rules to restrict N/A N/A N/A
thin capitalization
Treland/12.5% 4.2 million No rules to restrict N/A N/A N/A
thin capitalization
Latvia/15% 2.3 million Yes Balance sheet test Debt-to-equity ratio No changes made
limit is 4 to 1 since implemented
Lithuania/15% 3.4 million Yes Balance sheet test Debt-to-equity ratio No changes made to
limit is 4 to 1 law since
implemented January
1, 2004
Luxembourg/29.63% | 470,000 Yes Balance sheet test Debt-to-equity ratio No changes made to
limit is 6 to 1 law since
implementation
Malta/35% 400,000 No N/A N/A N/A
Slovenia/22% 2.0 million Yes Balance sheet test Debt-to-equity ratio No changes made to
limit 6 to 1 law yet, but debt-to-
equity ratio cap will
drop to 4 to 1 in 2012

#Corporate tax rates for Ireland and Luxembourg were obtained from the OECD Tax Database (http://www.oced.org/ctp/taxadatabase). See
Table II.1. All others were drawn from the International Transfer Pricing Journal (Nov./Dec. 2008), p. 352.

YAll of the information on thin capitalization policies in these countries comes from a series of articles introduced by H. Lund, C. Korsgaard,
and M. Albertsen, ‘‘Financing: a global survey of thin capitalization and thin capitalization rules in 35 selected countries,” International

Transfer Pricing Journal (Nov./Dec. 2008), pp. 283-352.

to be somewhat more stable than in the G-7 countries;
only one of the eight countries plans to change its
limit.

Cyprus, Estonia, Ireland, and Malta do not cur-
rently have any thin capitalization or interest deduction
rules. Latvia and Lithuania limit debt-to-equity ratios
to 4 to 1. Interest expenses for debt above this level are
not tax deductible. Luxembourg and Slovenia cap debt-
to-equity ratios at 6 to 1. Slovenia plans to reduce its
limitation from 6 to 1 to 4 to 1 in 2012. The four
countries with thin capitalization policies have not
changed their policies since they were first imple-
mented.

Haufler and Runkel (2008) observed similar results,
commenting, ‘“Large countries, such as Germany,
France or the United States have rather elaborate rules
limiting the interest-deductibility of internal debt,
whereas small countries such as Ireland, Luxembourg
and many countries in Eastern Europe have either no
thin capitalization rules at all, or very permissive ones”’
(p. 4). Given that debt-to-equity ratio of 1.5 to 1 in the
United States have been ineffective at constraining in-
verted corporations there, it is unlikely that 4-1 or 6-1
ratios will limit earnings stripping. The study of Cana-
dian firms found that only 7.1 percent had debt-to-
equity ratios exceeding 2 to 1. It is likely these smaller
countries have maintained stable rules because their

regulations have not discouraged FDI. As their current
rules impose few restrictions on thin capitalization
strategies, they have little motivation to modify their
regulations. A summary is shown in Table 3.

Ireland’s population is slightly larger than New
Zealand’s, and it imposes no thin capitalization rules.
While Haufler and Runkel (2008) have noted that
smaller countries tend to enact lower tax rates and

more lenient thin capitalization rules, the political pro-
cess and tax policies are not an exact science. There
may be other considerations. Ireland’s close proximity
to countries imposing high income tax rates may have
led it to conclude it could succeed at tax competition,
while New Zealand’s remoteness from many MNEs
and large markets may have led that nation in another
direction.

As Haufler and Runkel (2008) noted, countries that
impose lax or no thin capitalization policies often have
low income tax rates as well. (See Table 4.)

Evaluation of Regulations

The G-7 countries and other nations attempting to
regulate thin capitalization have a challenging task.
They must balance their short-term tax revenue goals
against the need to create an attractive investment envi-
ronment. Countries such as Germany, France, the
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Table 4. Corporate Income Tax Rate Comparisons

2009 Corporate 10-20% 20-24.99% 25-30% 31-35% 36%+
Income Tax Rate
G-7 Countries 0 0 3 2 2
Italy Canada Japan
United Kingdom France United States
Germany
Other Countries 0 0 3 0 0
Addressing Thin Denmark
Capitalization Netherlands
New Zealand
Small EU Countries 4 2 1 1 0
Cyprus Estonia Luxembourg Malta
Ireland Slovenia
Latvia
Lithuania

United Kingdom, and Italy have all modified their
regulations in recent years as they seek to achieve both
objectives. Denmark, the Netherlands, and New
Zealand have drafted sophisticated rules designed to
generate tax revenue and still attract FDI.

All G-7 countries began their regulatory efforts by
limiting the debt-to-equity ratio of CFCs operating
within their borders. This appears to be a logical ap-
proach, since it is the high debt that generates the in-
tercompany interest expenses, shifting earnings to low-
tax jurisdictions. However, experience has shown that
countries cannot rely exclusively on debt-to-equity ra-
tios to prevent earnings stripping. There are several
problems with employing debt-to-equity ratios in this
context. One is the foreign neutrality tax doctrine, at
least within the EU. As discussed, both the United
Kingdom and Germany found that its laws violated the
EC Treaty’s freedom of establishment clause. Both
found it difficult to draft laws that were specifically
designed to prevent MNEs from leveraging corpora-
tions with excessive intercompany debt, while treating
domestic and internationally owned firms equally. Each
lost cases in the ECJ and has adopted a different strat-

€gy.

In addition, thin capitalization rules may not
achieve their objectives. A debt-to-equity ratio does not
limit absolute debt levels, and thus it may not prevent
earnings stripping. If the MNE'’s objective is to reduce
income taxes, it can determine how much debt is nec-
essary to shift earnings from a country, inject sufficient
debt and equity to comply with limitations, and trans-
fer profits. As von Brocke and Perez (2009) write, “In
a first stage, the majority of these thin capitalization
rules established the existence of safe harbours (e.g.,
debt-to-equity ratio) in order to force related companies
to apply normal market conditions in their intra-group
transactions. However, as it was very simple for com-
panies to circumvent the limit established by debt-to-
equity ratio by increasing the equity of the financed
subsidiary in a manner sufficient to push down as

much debt as necessary” (p. 29). Seida and Wempe
(2004) also determined that a 1.5-1 debt-to-equity ratio
was ineffective at preventing ICs from stripping earn-
ings from the United States. They write, ‘“We conclude
that inverted firms’ (presumed) fechnical compliance
with current, rule-based impediments to earnings strip-
ping is producing U.S. tax outcomes (liabilities) that
bear very little resemblance to underlying economic
events and circumstances’ (p. 826, emphasis in origi-
nal). In fact, the behavior they documented was so
egregious they believed both the substance-over-form
tax standard and the fairness principle were violated.
They write, ‘It seems implausible that the earnings
stripping behavior we document is consistent with the
notion that a fair tax system must favor substance over
form, and that the tax treatments of income and ex-
pense items should produce a result that clearly reflects
an entity’s income’’ (p. 826). In short, capping the
debt-to-equity ratio may conflict with both the effec-
tiveness and fairness principles. As a result, some
nations, including France and Denmark, have supple-
mented debt-to-equity limitations with other regulations
to limit interest deductions.

Beyond this, it may also be difficult to determine
one debt-to-equity ratio limit that is fair and appropri-
ate for all businesses. Based on their risk appetite, capi-
tal needs, and the vicissitudes of credit markets, busi-
nesses establish and negotiate capital structures
designed to achieve their business objectives. As a re-
sult, studies of debt-to-equity ratios show that they
vary widely in practice. Farrar and Mawani (2008)
found Canadian debt-to-equity ratios ranged from 4.2
to 1 to 0.15 to 1. The U.S. Treasury Department (2007)
found many debt-to-equity ratios above the 1.5-1 safe
harbor. It states, ‘“‘Commentators have noted, however,
that many U.S. corporations have debt-to-equity ratios
that exceed 1.5 to 1. For example, the capital structure
of multinational businesses may vary based on their
lines of business and what the market will bear with
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respect to such a business. Consequently, some com-
mentators have argued that the debt-to-equity safe har-
bor should not be eliminated but should be modified to
reflect this reality’’ (p. 29). However, determining ap-
propriate debt-to-equity ratios for various industries is
not an easy task. It may be very difficult to determine
“fair’’ debt-to-equity limits for a range of industries.

The Treasury Department (2007) determined that
“modifying the debt-to-equity safe harbor to take into
account different levels of leverage supportable by dif-
ferent assets was too complex and that almost any gen-
eralization regarding the ability of the assets of a cor-
poration to support debt, even within limited classes of
assets, meant that at least some taxpayers would be-
lieve the test was insufficiently precise” (p. 30). While
that may be correct, this argument does not support
existing regulations, which specify one debt-to-equity
safe harbor for all firms. And there are other regulatory
approaches that could be effective. In some situations
New Zealand and the Netherlands reference the world-
wide enterprise’s debt-to-equity ratio when regulating a
CFC’s leverage. Denmark establishes an interest deduc-
tion limit based on a percentage of qualifying assets.20
The Treasury study showed no evidence it considered
more effective regulatory strategies in other nations.

In the last two years, both Germany and Italy have
implemented regulations directly limiting interest de-
ductions to 30 percent of EBITDA. This approach has
several advantages over debt-to-equity caps. First, inter-
est deduction rules directly address the real issue that
concerns tax authorities, which is lost tax revenue. The
most straightforward way to retain tax revenue is
through limiting tax-deductible interest, not controlling
the capital structure of the firm. Interest deduction
limits also support compliance with the capital import
neutrality standard. As discussed, Italian legislators
have taken more precautions than Germans to ensure
their new rules treat domestic and foreign corporations
equally.

However, interest deduction limitations share a prob-
lem with debt-to-equity ratios, as it is very difficult to
determine one limitation that is appropriate for all
businesses and industries. If a country establishes a
high interest expense limit, few taxpayers will contend
the restriction is unfair, but the rule will not limit ex-
cessive financial leverage. Tighter regulations may limit
abuse, but may also unfairly constrain other businesses
that depend on debt. Such rules may also be incompat-
ible with the arm’s-length standard. A single figure
regulating all businesses is arbitrary and may be too
restrictive for some firms, and too lax for others. When
debt-to-equity ratios vary widely in practice, one-size-

20As mentioned, Denmark has three limitations that succes-
sively reduce interest deductions. The second limitation applies
an interest rate on qualifying assets to limit deductible interest
expenses. The interest rate for 2009 was 6.5 percent (Bundgaard
and Tell 2010, p. 7).

fits-all limitations may fail to satisfy both the fairness
principle and the effectiveness principle.

The U.K. is the only country today that relies exclu-
sively on the arm’s-length standard. This approach fails
to satisfy the certainty principle. Unlike any other ma-
jor country analyzed, the U.K. gives taxpayers no
quantitative guidance to determine how much debt or
interest expense might be considered excessive. Also,
the CFC has to determine its debt capacity as a stand-
alone business, ignoring its function within the larger
enterprise. This is inherently difficult. These ambigu-
ities can also make administration of these rules ineffi-
cient, as regulators and tax authorities litigate their dif-
ferences.

Debt-to-equity limits are
not always effective at
preventing firms from
stripping earnings from
one country to another.

Beyond that, the U.K.’s approach may be too le-
nient. As van Saparoea (2009) writes, ‘“The arms-
length debt capacity of a UK business is defined as the
level of indebtedness the UK business could have
handled from an independent lender, without consider-
ing any larger enterprise to which the firm may be-
long” (p. 6). By focusing on what a subsidiary ‘‘could
have borrowed,” the UK.’s approach may permit ex-
cessive leverage. In practice, many firms borrow sub-
stantially less than they could. The UK. approach en-
courages CFCs to define their maximum borrowing
capacity, though the MNE may have no intention of
assuming such leverage.

Limiting Interest Expenses

Countries have attempted a variety of regulatory
strategies to control highly leveraged financing struc-
tures. Based on this article’s analysis of such tax regu-
lations, several conclusions can be reached concerning
the most effective ways to control this activity.

One conclusion is that debt-to-equity limits are not
always effective at preventing firms from stripping earn-
ings from one country to another. If the MNE has suf-
ficient capital, it can inject debt and equity into the
CFC, comply with debt-to-equity limits, and still strip
earnings from one country to another. MNEs have
been able to work around these restrictions, as several
studies have shown. The comparatively strict U.S. 1.5-1
debt-to-equity ratio was completely ineffective at pre-
venting inverted corporations from shifting earnings
abroad. It is very easy to inject both debt and equity
into a subsidiary, comply with regulatory restrictions,
and strip earnings. For this reason, several countries,
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Table 5. Proposal to Limit a CFC’s Tax-Deductible Interest Expense by the Worldwide Enterprise’s
Ratio of Interest Expense to EBITDA

Financial Measures ‘Worldwide Enterprise Financial Financial Measures CFC Financial Results/Limit
Results
Total Trade Interest Expense $15 million Limit of tax deductible interest 7.5%

expense to EBITDA

Worldwide EBITDA

$200 million

CFC EBITDA

$10 million

Worldwide Ratio of Trade
Interest Expense to EBITDA

7.5%

Tax deductible limit for
trade/intercompany interest
expenses

$750,000

including Germany and Italy, have adopted interest
deduction limitations, and this is a more effective ap-
proach.

Second, it is inherently difficult to identify one debt-
to-equity ratio, or one interest deduction limitation,
that is fair and appropriate for all businesses. As men-
tioned, a Canadian study found debt-to-equity ratios
there ranged from 4.2 to 1 to 0.15 to 1. Thus, some
firms were leveraged with 28 times the debt ratio as
other businesses. In addition, the U.S. Treasury Depart-
ment (2007) considered establishing different debt-to-
equity limits for various industries but determined this
was too difficult to accomplish with any precision. So
it continues to limit all firms with one debt-to-equity
ratio, which is an unfair and inefficient regulation, dis-
connected from marketplace realities.

Several countries have implemented rules that link a
firm’s capital structure to the worldwide enterprise’s
debt-to-equity ratio, or to that of similar firms in the
same industry. The third escape clause in Germany’s
current interest deduction rule exempts firms that are
no more leveraged than the consolidated firm. Japanese
thin capitalization rules allow firms to use the debt-to-
equity ratio of a similar Japanese firm to determine
their maximum debt-to-equity ratio. The Dutch rules
limit a subsidiary’s debt-to-equity ratio to that of the
worldwide enterprise. New Zealand’s rules limit a sub-
sidiary’s debt-to-equity ratio to 110 percent of the con-
solidated business. Thus, several countries impose thin
capitalization rules that reference the debt level of the
worldwide enterprise, or similar firms in like industries.

Rules in these countries demonstrate that limiting a
firm’s financing structure by referencing the worldwide
enterprise’s financial metrics, or that of a comparable
firm, is a legitimate regulatory approach. However, it
should be noted that in all these cases, countries were
using market-based measures as a backup strategy, in
the event the primary rules were too stringent. If the
country’s primary limits were too restrictive, they pro-
vided firms an alternative to demonstrate their leverage
was similar to the worldwide enterprise’s, and thus not
a tax-motivated strategy.

This article proposes that the best approach to con-
trolling excessively leveraged funding strategies is to
limit a CFC’s tax-deductible interest expenses to the
worldwide enterprise’s ratio of interest expense to
earnings. This should be the primary strategy to com-
bat excessively leveraged financing structures. While it
makes sense to establish market-based financial meas-
ures to control financial leverage, debt-to-equity limita-
tions are not always effective. As Germany, Italy, and
the United States currently reference EBITDA (or a
close approximation) to limit tax-deductible interest
expenses, it makes sense to continue to use that earn-
ings measure. Table 5 demonstrates how the worldwide
enterprise’s ratio of interest expense can be used to
determine the maximum tax deductible expense for a
subsidiary.

In the above example, the worldwide enterprise re-
ported $15 million in trade interest expenses, and
EBITDA totaled $200 million. Thus, its ratio of inter-
est expense to EBITDA is 7.5 percent. This establishes
the subsidiary’s tax-deductible limit. The subsidiary
earned $10 million. The CFC’s tax-deductible interest
expense limit is determined by multiplying the 7.5 per-
cent figure by its EBITDA of $10 million, which is
$750,000. Interest expenses up to that figure are tax
deductible. Interest expenses above that figure are disal-
lowed, and perhaps carried forward into a future tax
year.

This proposal supports the certainty principle. Cal-
culating the worldwide enterprise’s ratio of interest
expense to earnings is straightforward and provides
taxpayers and regulators with an unambiguous rule. It
provides more certainty than the UK.’s approach,
which relies on the vagaries of the arm’s-length stand-
ard. It also provides more certainty than safe harbors.
These upper limits offer certainty for taxpayers operat-
ing below the safe harbor limit. But leveraged taxpayers
may exceed the safe harbor boundary as part of their
normal business activities, not as a tax minimization
strategy. They have no assurance that their financing
structure will not be challenged by tax authorities.

Many international tax issues are filled with uncer-
tainty, so establishing clear rules for all parties benefits
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both MNEs and governments. As Smith and Dunmore
(2003) write, “In the case of thin capitalization, it is
likely that arm’s length debt/equity ratios of compa-
rable enterprise’s will be easier to obtain than appropri-
ate CUPs for transfer pricing investigations, given that
debt/equity ratios can be simply calculated from com-
panies’ financial statements’’ (p. 504). However, this
proposal creates even more certainty, as the MNE
would use its own financial results to establish limits,
rather than search for comparable firms.

Because this proposal provides taxpayers and tax
authorities with certainty, it also supports the efficiency
principle. Both the taxpayer and tax authorities can
quickly determine their limits by reviewing the world-
wide enterprise’s income statement. In contrast, com-
plying with France’s or Denmark’s complicated rules
can be difficult, expensive, and time consuming. The
UK. rules encourage taxpayers to determine their
arm’s-length borrowing capacity, viewed as a stand-
alone enterprise, which can also be a costly and
lengthy process.

Not only does this approach support efficient tax
collection, it supports market efficiency. As Musgrave
and Musgrave (1976) wrote, ‘‘Taxes should be chosen
s0 as to minimize interference with economic decisions
in otherwise efficient markets’ (p. 210). Tax rules that
establish one-size-fits-all debt limitations do not support
market efficiency, as they may encourage tax-motivated
decisions. Interest limitations that are consistent with
the worldwide enterprise’s funding decisions support
market efficiency. The motivations of the MNE and its
subsidiaries become aligned. The CFC’s limit is estab-
lished by the worldwide enterprise’s own financing de-
cisions. Subsidiaries in countries imposing high income
taxes would lose their incentive to incur excessive inter-
company debt.

While “fairness’ is difficult to define, in some ways
this proposal appears to be fairer than the one-size-fits-
all rules adopted by many countries. Tax authorities
would not create limitations inconsistent with a firm’s
own funding strategy. In fact, tax authorities would not
be regulating an appropriate capital structure for the
CFC. The business would be establishing its own finan-
cial limit, through its own funding decisions. In con-
trast to uniform regulations, it sets a fair and appropri-
ate interest expense limit for each firm, neither too
strict nor too lenient. In some cases, a subsidiary may
be engaged in a fundamentally different line of work
than the worldwide enterprise. In those cases, fairness
would dictate establishing an interest expense limit
consistent with other firms in that industry, as Japanese
rules permit today.

Finally, this proposal improves effectiveness. As
demonstrated previously, current debt-to-equity limita-
tions are often ineffective at halting abuse. Interest de-
duction limits are more effective, but they only estab-
lish an upper limit for tax deductible interest expenses.
As long as the MINE is careful not to exceed the regu-
latory maximum, it is free to pursue tax-driven financ-

ing decisions. For example, suppose an MNE con-
sciously chose to keep debt and interest expenses low.
Today it is permitted to increase deductible interest
expenses to 30 percent of EBITDA in Germany and
Italy. These countries may be depriving themselves of
tax revenue because they permit MNEs to structure
intercompany loans for the sole purpose of stripping
earnings to the law’s limit. This proposal would estab-
lish a fair and reasonable limit for each company by
basing it on the worldwide enterprise’s own funding
decisions.

To evaluate this proposal’s effectiveness, we should
also ask if there are ways MNEs could work around
these rules to achieve tax-advantaged results. It is true
that MINEs that incur higher trade interest expenses
can allow their CFCs to deduct more intercompany
interest under this proposal. So it is possible MNEs
could increase trade interest expenses, and this would
allow them to leverage some subsidiaries more inter-
company debt, and thus more earnings could be
stripped from high-tax to low-tax jurisdictions. How-
ever, to do this, the MNE would be reducing its pretax
earnings by increasing additional trade debt expenses,
which would moderate such actions. In addition, banks
and other lenders will not want to extend more debt
than a firm can be expected to repay. Lenders are also
more likely to demand loan collateral or covenants that
can place limits on a firm’s freedom to conduct its
business operations. So there are several forces that
constrain such a tax strategy. In addition, these are
marketplace forces that may act to limit a firm’s debt.
Market forces that constrain debt can frequently be
more effective than tax rules, which can sometimes be
evaded or become dated.

Conclusion

The U.S. federal government is facing some of the
largest budget deficits in its history. The Congressional
Budget Office has said the projected budget deficits are
unsustainable and that the federal government needs to
close the budget gap through reduced spending and/or
increased revenue. One way the U.S. government could
increase tax revenue is through tightening its thin
capitalization/interest deduction rules. Experience has
demonstrated that existing U.S. thin capitalization rules
can be avoided. U.S. tax authorities should be con-
cerned with thin capitalization/interest deduction rules,
as the U.S. corporate income tax rate is one of the
highest in the world, and thus the country is an attrac-
tive target for earnings stripping activities. In addition,
the U.S. has left its thin capitalization/interest deduc-
tion rules essentially unchanged since 1989, while
many other countries have regularly reviewed and
modified these rules to ensure they strike the right bal-
ance between raising tax revenue and attracting FDI.

This article has reviewed a number of regulatory
approaches to control excessively leveraged financing
structures and proposes that the worldwide enterprise’s
ratio of interest expense to EBITDA should determine
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a subsidiary’s tax-deductible interest expense limit.
This approach achieves many of the objectives that
define a high-quality tax law by supporting the cer-
tainty principle, the efficiency principle, the fairness
principle, capital-import neutrality, and the effectiveness
principle. As tax authorities in the United States look
for ways to increase tax revenue, they should consider
this proposal. Other countries may want to consider
this regulatory approach as well, as they seek to con-
trol excessively leveraged financing structures of firms
operating within their borders.
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