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In this article, the author examines the
implications for the utilization of interest
expenditure in tax planning given the OECD
Base Erosion and Profit Shifting initiative.

1. Introduction

The generation of interest expenditure is one of the most
common strategies used by multinational enterprises
(MNEs) with regard to international tax optimization.
Intra-group debt financing and the location of external
borrowing provide cost-efficient ways in which to discon-
nect profits from their origin, to remit them to wherever
is appropriate and to take advantage of tax rate differen-
tials worldwide. The OECD, therefore, considers the use
of interest expenditure to be one of the “key pressure areas”
of the Base Erosion and Profit Shifting (BEPS) initiative.'

In contrast to other issues in the BEPS initiative, such as
the challenges posed by the digital economy, the interest
expenditure problem is by no means new. There is a long
tradition of anti-avoidance legislation in this area. From
the 1980s, tax legislators? worldwide have been aware of
thin capitalization as a concept and now almost every
country has specificanti-avoidance rules aimed at the fin-
ancing of groups. However, although thin capitalization
rules have not converged in a coordinated way over time,
either in their factual preconditions or in their legal con-
sequences, some trends, such as an increasing number of
earnings-stripping regimes and the replacement of reclas-
sification by non-deductibility, can be distinguished. The
consistent tightening of the existing rules is perhaps the
mostsignificant development.’ Despite these trends, there
are numerous conflicting thin capitalization concepts and
the design of such rules differs widely. Thin capitalization
rules are also subject to constant amendment, which indi-
cates that there is no simple solution to the issue and pos-
sibly no solution at all, unless the lack of tax neutrality
between debt and equity is removed.

Much has been written on thin capitalization. In 1998,
the OECD Report on “Harmful Tax Competition” ad-
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dressed base erosion attributable to thin capitalization.*
Ten years later, the 2008 International Fiscal Association
(IFA) Congress considered “New tendencies in tax treat-
ment of cross-border interest of corporations”® This raises
the question of whether or not there is anything to add to
the debate. What can be the possible benefit from the BEPS
initiative regarding profit shifting and base erosion arising
from the use of interest expenditure?

The answer lies in coordination. As noted previously in
this section, since most countries have already adopted
extensive thin capitalization rules, the biggest problem
is the distortions caused by uncoordinated actions of
national legislators.® This is, therefore, a genuine oppor-
tunity for the BEPS initiative to become a mutually ben-
eficial course of action, which avoids both double non-
taxation and double taxation. Taking into consideration
the conflicts of interest in this area, harmonization seems
to be an unrealistic objective. However, agreed and mutu-
ally applied best practice would, in itself, be a significant
advance.

This article analyses the reasons for, the scope of and the
legal environment regarding base erosion and profit shift-
ing via the utilization of interest expenditure with a view
to suggesting possible solutions.

2. The Problem and Its Origins

Group financing structures allow profits to be allocated

to low-tax jurisdictions and expenses by high-tax juris-

dictions. This is primarily as a result of the following two

strategies:”

(1) intra-group financing (thin and fat capitalization and
the use of financing companies in tax havens); and

(2) the (external) debt financing of cross-border acquisi-
tions and equity contributions that places debt in
high-tax jurisdictions so as to finance tax-exempt or
deferred dividends.®
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There are various legal and economic reasons why finan-
cing structures are commonly used to optimize taxation.

Almost all domestic corporate tax systems treat debt and
equity differently. In general, interest is deductible and
reduces the tax base, whereas dividends (remuneration in
respect of equity) are non-deductible at the level of the dis-
tributing company. The taxation of dividends in the hands
of the recipient shareholder depends on whether the share-
holder is an individual or corporate. With regard to per-
sonal income tax, dividends, in most cases, result in some
form of mitigated economic double taxation. In contrast,
inter-corporate dividends are, in principle, tax exempt
under domestic participation exemptions. Accordingly,
in a purely domestic context, there may be no difference
in treatment of inter-corporate loans and equity payments,
which are both taxed once, interest taxed in the hands of
the parent, and dividends taxed at the level of the subsid-
iary. However, in the international context, differences in
taxation allow groups to determine whether the applicable
tax rate is that of the source country, where the subsidiary
is located, or that of the parent’s residence country and to
exploit tax rate differentials.

Tax planning utilizing financing structures requires the

following two conditions:

(1) the deductibility of interest as opposed to the non-
deductibility of dividends; and

(2) tax rate differentials.

Even small differences in taxation can give rise to tax plan-
ning, as, due to the private law integrity of transactions,
the establishing of tax-optimal financing structures gives
rise to only low transaction costs and there are almost no
legal or economic restrictions of intra-group choices as
between debt and equity. The international implications of
the taxation of capital income seem to be more important
for individual taxpayers, but also encourage the establish-
ment of financing group companies in low-tax jurisdic-
tions.

Theoretically, the deductibility of interest in the source
country could be compensated by imposing a withholding
tax on the interest of non-resident parents. However, only
afew countries tax the interest of non-residents. The Inter-
est and Royalties Directive (2003/49)° prevents Member
States from levying withholding tax on intra-group loans.
Article 11(2) of the OECD Model™ also limits withhold-
ing tax to a low rate of 10%. Some countries even waive
the right to tax the interest of non-resident creditors in
their domestic tax laws and many agree in tax treaties not
to levy withholding tax.

In contrast, dividends are not only non-deductible, but
are, in principle, subject to a withholding tax in the source
country, albeit reduced to 5% or lower in most tax treaties
under article 10(2)(a) of the OECD Model. With regard to
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EU companies, no withholding tax is levied on inter-com-
pany dividends if the participation meets the threshold of
10% stated in the Parent-Subsidiary Directive (90/435)."
Consequently, in practice, no, or at least no significant,
withholding tax is typically imposed on intra-group di-
vidends.

The location of external debt in high-tax jurisdictions so
as to finance the low(er) taxation of foreign profits pres-
ents further opportunities to exploit tax rate differentials
where interest is deductible from the other income of the
parent. National legislators have become more aware of
the tax planning related to the location of external debt,
which may result in a negative tax rate," as an increasing
number of countries have adopted the exemption method
with regard to double tax relief. However, even under the
credit method, tax rate differentials can facilitate the tax-
driven location of external debt due to the opportunities
relating to the deferral of the payment of tax offered by
retaining profits in lower-taxed subsidiaries.

To date, no common strategy has evolved to counter the
foregoing. Country practice is even more heterogeneous
with regard to inbound investments. In general, expenses
related to tax-exempt dividends are deductible, thereby
reflecting the position that such a tax exemption is only
provided to prevent economic double taxation. This view
might, at least from a revenue perspective, be challenged
in respect of dividends taxed abroad. A potential solution
would be to restrict the deduction of interest attributable
to foreign tax-exempt income. However, the case law of the
Court of Justice of the European Union (ECJ or “Court”),"
the Member States are restricted in distinguishing between
domestic and cross-border dividends. Other countries,
not so restricted by EU law, deny the deduction of inter-
est related to foreign income by allocation systems that, by
their very nature, are complicated and open to manipula-
tion. However, there are some countries that accept such a
deduction without restriction to the extent that the interest
is related to tax-exempt foreign dividends.

There are, therefore, two different issues that must be con-

sidered separately, despite their overlaps:

(1) related-party debt and the intra-group option
between debt and equity; and

(2) the location of external borrowing financing tax-
exempt or tax-deferred dividends.

The two issues must be distinguished, as they have differ-
ent causes and, though this is disputable, require differ-
ent remedies.

Tax planning in respect of intra-group debt financing has
its origin in the differences in the tax treatment of debt and
equity. These differences can be readily exploited because
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within a group, debt and equity are apparently fully sub-
stitutable, as, economically, intra-group debt and equity
have much in common with regard to risk and the lack of
informational asymmetries.

Against this, the issue of the deductibility of external inter-
est financing tax-exempt participation income has its
origins in the separate entity concept and the asymme-
try of taxing rights. Even if debt and equity were treated
in completely the same way for tax purposes, this issue
would not disappear. The opportunities for tax planning
presented by locating external debt in high-tax jurisdic-
tions is also only one aspect. With regard to cross-border
business, there is nothing unusual in the fact that a tax-
payer may incur interest expenditure in one jurisdiction
that contributes to the production of income in another.

However, even without any tax rate differentials and a
totally innocent non-tax business strategy, the allocation
of external debt in a country that does not have the right to
tax foreign dividends remains an issue given inter-nation
equity considerations. From the perspective of netincome
taxation, interest should be deductible in the country of
the foreign subsidiary." For a solution, one would need
to bring together profit and debt. However, this is diffi-
cult to realize if the parent and not the subsidiary is the
contracting party in respect of the external debt. Deduc-
tion in the country of the subsidiary fails if the parent is
the debtor. Non-deductibility of any debt related to tax-
exempt dividends could require a taxpayer to adapt the
contractual design of the external lending and establish
debt push-down strategies, but raising the funds at the
level of the subsidiary (by debt-push down structures) is
often impossible or only possible using a guarantee of the
parent, which would increase capital costs. Consequently,
the level of external lending seems to be less substitutable
than intra-group financing.

3. Interest Expenditure and the BEPS Action
Plan

In considering the reasons for base erosion and profit
shifting utilizing financing structures, it is clear that there
are extensive overlaps with other areas of the BEPS Action
Plan," which need to be carefully separated. These are:

- Hybrid mismatch arrangements (Action 2): the sig-
nificant variability and the creativity in the design of
financial instruments gives rise to particular oppor-
tunities to exploit qualification conflicts using hybrid
mismatch arrangements. Mezzanine debt or equity
structures can be designed either to give rise to double
dips or income that is taxed nowhere. Mismatches
also arise from differences in anti-avoidance rules,
for example, if one country allows the deduction of
related-party interest as a result of less restrictive anti-
avoidance provisions and that interest is qualified as
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tax-exempt deemed dividends under the thin cap-
italization rule of another country. Such qualifi-
cation conflicts may have been one of the primary
reasons for many countries moving from requalifi-
cation to the non-deductibility of “excessive” debt.
Countries with participation exemption systems
have also begun to adopt limitations in respect of the
exemption, in linking it to the non-deductibility of
the payment at the level of the distributing company.

Controlled foreign company (CFC) rules (Action 3):
fat capitalization and group financing companies in
low-tax jurisdictions can, to some extent, be coun-
tered by CFC rules. As far as possible, such circum-
stances do not have to be covered by specific anti-
avoidance rules limiting the deductibility of interest.
Unfortunately, the EC] in Cadbury Schweppes (Case
C-196/04)" limited the scope of application of CFC
rules in line with the standard concept of abuse to
wholly artificial arrangements, and not much is
required to demonstrate “real” financing activities.
Consequently, it may be necessary to provide addi-
tional safeguards by specific interest-related anti-
avoidance rules that must also satisfy the constraints
of the fundamental freedoms as perceived by the ECJ
(see section 7.4.4.).

Harmful tax competition (Action 5): the existing
domestic rules against thin capitalization should
also be examined in the context of Action 5 of the
BEPS Action Plan, which is directed against harmful
tax competition.'” Harmful tax competition does not
only consist of preferential tax regimes in the form
of tax subsidies, but can also be effected by lax anti-
avoidance rules containing intentional loopholes."
As long as the measures of the BEPS initiative using
financing constructions differ so widely as at present,
taxpayers can exploit the fact that some countries are
“more generous” than others, possibly even taking
advantage of mismatches resulting in the paradoxi-
cal effect that despite, or rather because of, anti-avoid-
ance rules, interest is not taxed. Regardless of the dis-
tortive effect of lax anti-avoidance rules, such rules
cannot be dealt with by legal means, such as State
aid prohibitions. However, if a significant number of
countries were to agree on best practice, this could
establish a standard and place countries that do not
meet the standard under pressure to justify their
rules. In this respect, the OECD should not neces-
sarily seek the most efficient and sophisticated rule
covering all possible cases of base erosion and profit

UK: ECJ, 12 Sep. 2006, Case C-196/04, Cadbury Schweppes ple, Cadbury
Schweppes Overseas Ltd v. Commissioners of Inland Revenue para. 51, EC]
Case Law IBFD.

See OECD, supra n. 4; See also PJ. Wattel, Forum: Interaction of State
Aid, Free Movement, Policy Competition and Abuse Control in Direct Tax
Matters, 5 World Tax J. 1, sec. 4. (2013), Journals [BFD.

A. Haufler & M. Runkel, Muitinationals’ Capital Structures, Thin Cap-
italization Rules, and Corporate Tax Competition, Working Paper, CESifo
Venice Summer Institute, p. 13 et seq. (2008) and Firms’ financial choices
and thin capitalization rules under corporafe tax competition, 56 Eur. Econ.
Rev. 6, pp. 1087-1103 (2012); and Owens, supra n. 6.
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shifting using interest allocations, but, rather, for a
prudent approach that could be expected to have
widespread support.

- Transfer pricing (Action 9): currently, some coun-
tries, such as the United Kingdom," primarily rely on
transfer pricing rules to identify excessive debt and/
or disguised equity. Both areas are also addressed in
tax treaties, i.e. in articles 9, 10 and 11 of the OECD
Model.?® In addition, the interaction of the two
regimes must be considered carefully regarding anti-
avoidance rules that operate within set safe harbours.

4. Existing Legislation Restricting the
Deductibility of Interest Expenditure

Currently, almost all developed countries have measures
to counter (cross-border) tax planning using financing
structures. Initially, “classical” thin capitalization rules
were the prevailing method in respect of related-party
debt. However, recently, a trend towards broader restric-
tions, which also apply to third-party debt, has emerged,
but the diversity of regimes is great.”' Specific measures
may be characterized as constantly changing and highly
complex. Complexity increases as countries apply not
only one, but different restrictions together. There is a
high risk of double taxation as a result of this failure of
bilateral cooperation. The danger of double non-taxation
can, however, be mitigated by the adoption of domestic
exchange of information provisions.

Despite the differences in the existing rules, the regimes
can, nevertheless, be classified under the following four
general headings:

(1) Measures limited to related-party debt, which are
often extended to guaranteed and back-to-back debrt,
including:

- Qualifying participations with different thresh-
olds: consequently, there are limits to thin cap-
italization rules in respect of intra-group fin-
ancing. For Luxembourg, this means a group
holding 95% of a subsidiary’'s capital,” for
Austria® and New Zealand,* the required
holding is 50%, for Australia, thisis at least 40%*
and, for Germany, before 2008, this was at least
25%.% In contrast, the United Kingdom only
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requires ‘control’, which is defined as the ability
to oversee the affairs of the controlled corpora-
tion according to the wishes of the controlling
corporation.”’

—  Restrictions on interest paid to non-residents
(Australia® and Canada).”

—  Acceptance of a certain degree of related-party
debt, defined by:

(a) afixed debt:equity ratio or debt:(domestic)
assets ratio, partly combined with a safe
haven arm'’s length test (Australia,” Cana-
da’, the Czech Republic® and Luxem-
bourg);”

(b) aninterestand/or an earnings before inter-
est, taxes, depreciation and amortization
(EBITDA) ratio, i.e. an earnings stripping
limitation, but which only applies in com-
bination with other criteria;

(c) acombination of (a) and (b) (Denmark,*
France™ and the United States);* or

(d) less common, the application of transfer
pricing provisions, ie. the arm's length
principle, being a multifactor assessment to
reveal disguised equity  (Austria,”
Luxembourg® and the United Kingdom).*

- The legal consequences also differ. Recently, a
significant number of countries have adopted
rules that simply disregard the deductibility
of interest expenditure. Previously, excessive
interest payments were generally reclassified as
deemed dividends, but now only few countries
still have such rules (Australia,” Austria* and

Luxembourg).** The result is the same at the level

of the interest paying company. However, the
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effect of both concepts differs at the level of the
recipient. Reclassification as deemed dividends
usually only changes the level of taxation, as the
deemed dividends are tax exempt under typical
participation exemption systems, whereas
qualification as non-deductible expense is not
reflected by a corresponding exemption at the
level of the recipient.

(2) General interest barriers (related-party and third-
party debt): a smaller group of countries (France,*
Germany,* Italy,” Spain*® and the United Kingdom,*
which all have general interest barriers in addition to
their thin capitalization rules)* extended their origi-
nally related-party thin capitalization rules to general
interest barriers, applying to related-party and third-
party debt. The objective of these rules is twofold, i.e.
countering:

- profit shifting associated with inbound direct
investments by way of intra-group debt arrange-
ments; and

- (excessive) debt financing in respect of outbound
investments. Details differ to a great extent.
Interest and/or EBITDA safe havens (Germany,”
Italy*’and Spain)*' canbe found, as candebt:equity
ratios, both in combination with different safe
harbours, for example, comparing the indebted-
ness of asingle corporation with the indebtedness
of the group as a whole (the United Kingdom).*2
The legal consequence is the non-deductibility
of the interest (New Zealand).”

(3) Non-deductibility of interest related to tax-exempt
dividends: currently, only a few countries (the Czech
Republic**and the Slovak Republic)* deny or restrict
the deductibility of interest related to tax-exempt
(foreign) dividend. In France, under the Carrez
Amendment,* interest expenditure in respect of the
acquisition of participation or shareholding acquisi-
tions of EUR 1 million or more are not deductible.
However, this rule does not apply if decisions relating
to the acquisition were taken, or control over the
acquired company is exercised, in France. The provi-
sion is, therefore, intended to prevent foreign inves-
tors acquiring targets using a French leveraged

46, 1d. at p. 1866.

47, E&Y, supran. 36, at p. 1374,

48, See also the proposal for a general limitation of interest expenditure in
respect of the United States, with reference to the German model in The
President’s Economic Recovery Advisory Board, Tax Reform Report, 2010,
pp. 72-74.

49, PwC, supran. 22, at p. 699.

50. Id. at p. 963.

51, Id,atp. 1866.

52.  E&Y, supran. 36, at p. 1374.

53.  Id.,atp. 1443, beinga debtassets ratio of 60% and, additionally, a company
must have more than 110% of the debt percentage of the worldwide group.
See Elliffe, supra n. 24, at p. 612.

54 PwC, supran.22,atp.524.

55 Id,atp.1812.

56.  1d.,at p.653 and O. Parawan, New Restriction on Interest Deductibility of
Acquisition Debt, 23 Intl. Tax Rev. 5, p. 25 (June 2012).
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company. In Austria, under general interest financing,
tax-exempt dividends are deductible. However, only
interest and other costs, such as fees and legal advice,
relating to the debt-financed acquisition of shares
from related parties or controlling shareholders are
not deductible to restrict intra-group debt-push-
down models.”” At the time of the writing of this
article, the Australian government had proposed
abolishing the deductibility of such interest relating
to the acquisition of foreign affiliates for income years
commencing on or after 1 July 2014.%® In the United
States, even though foreign income is taxable under
the credit method, also apply interest allocation rules
are also applied that seek to restrict interest attribut-
able to foreign income.”

(4) Withholding taxes on interest: various types of with-
holding taxes are applied to ensure the taxation of
interest paid to external financiers. Emerging and
developing countries levy withholding taxes on all
interest paid to foreign investors (Brazil,* China® and
India)® and some negotiate the right to do so in tax
treaties (Croatia® and Portugal).* In addition, some
countries, such as Brazil,** Nicaragua,* Portugal® and
Serbia,* apply a higher withholding tax rate to recip-
ients located in tax havens. Other countries, though
not taxing the interest of foreign investors in general,
levy withholding taxes paid to lenders situated in tax
havens or non-cooperative states, for example, Latvia
(tax havens),” and the Czech Republic” and France
(non-cooperative states).”! Such taxation is not
dependent on whether or not the beneficiary is a
related party. There is also a practice of levying with-
holding taxes if the recipient is a foreign group
member that is not situated in the European Union
or in a country with which a tax treaty has been con-
cluded (Denmark).”? However, levying withholding
taxes regularly is only a practice used in addition to
the limitation on the deduction of interest expendi-
ture noted previously, for example, by countries that
have implemented thin capitalization rules, such as
Brazil,” China™ and Serbia.”
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72. PwC, supran. 22, at p. 542.

73, Id,atp.274.

74.  Id, atp.402.

75, Id,atp. 1771.
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5. The Extent of the Problem and the Lack of
Adequate Empirical Evidence

Given the long-existing practice of countries implement-
ing rules restricting tax planning using interest expendi-
ture, a profound knowledge on the efficiency of such mea-
sures could be expected to exist. This leads to the issue
of empirical evidence. What is the extent of the problem?
Which rules are, on the one hand, efficient in countering
abusive tax planning and, on the other, do not curb foreign
direct investment and have no negative effects on the eco-
nomic behaviour of taxpayers?

There is significant evidence that MNEs react to tax rate
differentials using financing structures.” Inter-company
loans are becoming increasingly important in relation to
the extent of tax rate differentials between the lending and
the borrowing companies within a multinational group.

However, to some extent, the problem may be overstated:

- 'The location of external debt seems to be much less
sensitive to tax rate differentials than intra-group
lending.”” A key issue in the location of external debt,
being as important as the tax rate, is whether or not
there is sufficient tax capacity to offset the interest.

- Intra-group financing also seems to be less important
than often assumed. Heckemeyer and Overesch
(2011) report that, using a meta-analysis, only 28%
of profit shifting consists of intra-group financing,
the much larger part being transfer pricing.” Biittner
and Wamser (2007) assume as a reason the substan-
tial costs of adjusting capital structures as a method

of profit shifting.”

- 'The attractiveness of debt as a profit shifting mech-
anism may, however, have fallen recently given the
temporary low-interest environment that requires
very large funds to generate significant tax advan-
tages.

Some of these empirical findings could be the conse-
quence of the various national thin capitalization regimes
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76.  See R. Alishuler & H. Gruberl, Repatriation Taxes, Repatriation Strate-
gies and Multinational Financial Policy, 87 . Pub. Lcons. 1, pp. 73-107
(2003); M.A. Desai, C.E Foley & .R. Hines Jr., A Multinational Perspec-
tive on Capital Structure Choice and International Capital Markets, 59 J. Fin.
6, pp. 2451-2487 (2004); T. Biittner & G. Wamser, Intercompany Loans
and Profit Shifting — Evidence from Company-Level-Data”, CESifo Working
Paper No. 1959 (2007} and Infernal Debt and Multinational Profit Shifting:
Empirical Evidence from Firm-Level Panel Data, 66 Natl. Tax ] 1,p. 77 ct
seq. (2013); V.M. Jog and ]. Tang, Tax Reforms, Debt Shifting and Tax Rev-
enues: Multinational Corporations in Canada, 8 Intl. Tax & Pub. Fin. 1, p.
5(2001); and Dourado & De la Feria, supra n. 21, at p. 17 et seq; and C.
Fuest et al, Profit Shifting and ‘Aggressive” Tax Planning by Multinational
Firms: Issues and Options for Reform, 5 World Tax J. 3, sec. 4. (2013), Jour-
nals IBFD.

77. There is, however, empirical evidence that MNEs tend to place external
borrowing in high-tax jurisdictions. See Desai, Foley & Hines, supran. 76
and Edgar, Farrar & Mawani, supra n. 7, al p. 824 el seq.

78.  See ]11. Heckemeyer & M. Overesch, Multinationals” Profit Response to
Tax Differentials: Effect Size and Shifting Channels, ZEW Discussion Paper
No. 13-045 (2013). See also 1.P. Feld, .11 Ieckemeyer & M. Overesch,
Capital Structure Choice and Company Taxation: A Meta-Study, CESifo
Working Paper Series, No. 3400 p. 27 (2011) and 37 J. Bank. & Fin. 8, pp.
2850-2866 (2013).

79.  Biittner & Wamser, Infercompany Loans and Profit Shifting - Evidence from
Company-Level-Data, supra n. 76.
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that are already in force. There is empirical evidence that
such regimes on the whole work* Less clear is whether
these regimes have negative economic effects on foreign
direct investment.”’ Despite the considerable history
of thin capitalization rules, the subject is understudied.
Essentially, a sufficient body of comparative empirical
studies is lacking.* Insufficient is known regarding the
effects of the different concepts and the particular fea-
tures of the different regimes in use to allow an assess-
ment as to whether or not one country's practice is more
efficient than another’s.* There is some empirical work
on traditional thin capitalization rules and the effects of
the restrictions of debt:equity ratios,* but, for example,
there are no studies involving contrasting juxtaposition of
rules applying only to inter-company lending and general
interest barriers. The latter, due to their recent introduc-
tion and the lack of available data, have so far not attracted
much attention.

Asin many countries the tax return data necessary to eval-
uate the existing anti-avoidance rules are, in general, not
available to the publicand, if at all, only in a restricted way
for academic use, the OECD should ask national authori-
ties to provide details of the effects of their various national
rules.* This would be especially so for countries that have
amended their rules recently so as to permit an immediate
comparison of the effects of the different concepts.

6. Objectives and Requirements

The BEPS initiative concentrates on securing a commen-
surate tax burden by restraining abusive techniques that
artificially segregates taxable income from the activities
that generate such income to exploit differences in tax
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80.  See M. Overesch & G. Wamser, Corporate Tax Planning and Thin-Capital-
ization Rules: Evidence from a Quasi-Experiment, 42 Applied Econs. 5, pp.
563-573 (2010); T. Bittner et al,, The Impact of Thin-Capitalization Rules
on the Capital Structure of Multinational Firms, 96 J. Pub. Econs. 11-12, pp.
930-938 (2012); A. Haufler & M. Runkel, Multinationals’ Capital Struc-
tures, Thin Capitalization Rules, and Corporate Tox Competition, Working
Paper, CESilo Venice Summer Institute (2008); and Biiltner & Wamser,
Internal Debt and Multinational Profit Shifting: Empirical Evidence from
Firm-Level Panel Data, supra n. 76, at p. 80 ct seq.

81.  See T Bultner ctal, supra n. 80. See also T A. Gresik, D. Schindler & G.
Schjelderup, Foreign Direct Investment, Tax Havens and Multinationals,
Working Paper (Jan. 2014), which demonstrates that thin capitalization
rules encourage foreign direct investment.

82.  Onanormative basis, bul without empirical comparison, see C.-P. Knéller,
The Efficacy of Thin Capitalization Rules and Their Barriers: An Analysis
from the UK and the German Perspective, 39 Intertax 6/7,p. 317 (2011) and
A.van den Berg van Saparoca, Optimizing the Interest Deduction Rules — A
Never-Ending-Story, 49 Eur. Taxn. 1, sec. 1 (2009), Journals IBFD.

83.  Forafirst paper in this direction, se¢ . Blouin et al,, Thin Capitalization
Rules and Multinational Firm Capital Structure, IMF Working Paper 14/12
(Jan. 2014), but only in respect of data up to the end of 2004.

84.  lor the reduction of the debt:equity ratio of the previous German thin
capitalization rules (scc. 8a, KStG), see G. Wamser, The Impact of Thin
Capitalization Rules on External Debt Usage: A Propensity Score Matching
Approach, CESifo Working Paper No. 62 (2008) and A. Weichenrieder
& 1. Windischbauer, Thin Capitalization Rules and Company Responses,
CESifo Working Paper No. 2456 (2008).

85.  Thereluctance of national tax legislators to give account for their actions
is remarkable. For instance, when the German tax legislator in 2007
(effective from 2008) introduced the highly controversial general inter-
est barrier, an evaluation was announced, which has at the time of the
writing of this article, not occurred.
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rates.* The focus is on the behaviour of taxpayers.*” Secur-
ing an “adequate” level of taxation of profits and interest
primarily requires rules countering “aggressive” tax plan-
ning or, taking an even narrower approach, limiting wholly
artificial arrangements with no economic purpose other
than the tax effect. Such rules would have to be directed
specifically against tax havens and low-tax jurisdictions,
as, without international tax rate differentials, there is no
incentive for the taxpayer to generate interest instead of
dividends.

There is, however, a second line of reasoning. With regard
to the revenue of the countries involved, itis also important
as to which country has the right to tax the profits and
which must allow the deduction of expenditure, so that
both obtain a fair share of the tax revenue on interna-
tionally earned income. Accordingly, inter-nation equity
considerations must be disclosed and taken into account.
Ensuring a fair allocation of profits and expenses among
the countries involved is independent of tax rate differ-
entials and of the quality of the tax planning of taxpayers.
In doing so, any such rule should, given the logics of path
dependency, not fundamentally change the present allo-
cation of revenue, meaning that business profits are taxed
in the source country, interest is taxed in the residence
country.* Both objectives are interrelated insofar as mea-
sures to counter tax avoidance should, from the start, be
compatible with the prevailing inter-nation equity consid-
erations and not significantly alter current taxing rights.
Any ex post correction by way of a clearing system should,
therefore, be avoided.*

To date, the unilateral measures have primarily focussed
on revenue interests. As noted in section 1., a coordi-
nated approach would also have the advantage of avoid-
ing distortions caused by the uncoordinated coexistence
of different concepts. Accordingly, neutrality should be
the key guideline for coordinated best practice. There is
no requirement to punish taxpayers in respect of interna-
tional tax planning to counter tax arbitrage. Consequently,
interest that is considered to be excessive should not result
ina higher tax burden than the alternative return on equity
and external borrowing in the residence country should
not result in an unfavourable treatment compared to bor-
rowing in the source country. Compatibility with the abil-
ity-to-pay principle and consistence with the concept of
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86.  OLCD, supran. 15,at p. 13 and seq.

87. Only Action 5 of the BEPS initiative addresses the role of the national
legislators encouraging tax planning,

88.  The OECD does not intend to change the allocation of income between
source and residence country, but, rather, to secure the present allocalion
of taxing rights. Preserving this allocation is a concession to revenue inter-
ests in place, though, [rom an inter-nation equity perspective, it might be
belter not to distinguish between debt and equity, but, rather, allocate the
taxing rights in a parallel fashion. In this respect, see W. Schén, Interna-
tional Tax Coordination for a Second-Best World (Part IT), 2 World Tax ].
1, sec. 4.5. (2010), Journals IBFD.

89.  Council Directive 2003/48/EC of 3 June 2003 on Taxation of Savings
Income in the Form of Interest Payments, art. 12 OJ L157 (2003), EU
Law [BED, was sub-optimal in that Austria, Belgium and Luxembourg
were, for a transitional period, allowed to levy a withholding tax on the
interest of non-residents, but had to transfer 75% of the revenue to the
residence Member State.
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taxation of net income®® involves that, on the one hand,
interest expenditure should not be deducted twice, but, on
the other, that it cannot be disregarded and must be rec-
ognized somewhere. Countries seeking to prevent double
non-taxation should, therefore, be equally aware of not
causing double taxation.

One should also be highly cognizant of the cost of admin-
istration and compliance of such an anti-avoidance rule, as
most of the more recently adopted legislation has attained
alevel of complexity that taxpayers can hardly comply with
making a reasonable effort. As taxpayers need rules that
they can comply with, tax authorities should be aware of
the practical aspects of enforcement. The German interest
barrier, for example, which is a reference point for many
countries in respect of their own reform proposals, is so
complex in its application that it cannot be enforced in a
sufficiently equal manner, A highly complicated rule could
serve the purpose of deterrence, but one has to take into
consideration differently resourced tax authorities in the
OECD member countries if such a rule is not to lose cred-
itability. Another significant problem for taxpayers and
tax authorities alike is the constant alteration of existing
rules. Stability should, therefore, also be a major objective.

7. Legal Framework
7.1. Introductory remarks

Any solution to the base erosion and profit shifting must
fit in with the existing regulatory environment and must
consider the extent of any necessary changes carefully. In
this context, the legal framework and its elasticity deter-
mine the policy and legislative cost of reform. The follow-
ing three layers of restrictions and alignment are required:
(1) domestic law (see section 7.2.);

(2) treaty law (see section 7.3.); and

(3) EU law (see section 7.4.).

7.2. Domestic law

Worldwide, domestic corporate income tax systems are
based on the non-deductibility of dividends at the level
of the distributing company, thereby avoiding economic
double taxation by the granting of relief, in respect of inter-
group dividends primarily by way ofa participation exemp-
tion, at the level of the receiving company. Even though the
non-deductibility of dividends is the key reason for the dif-
ference in the treatment between debt and equity, it seems
to be unlikely that countries would reverse a key element
of their domestic tax systems in a coordinated manner. A
less insurmountable obstacle seems to be the decision of
some countries not to exert their taxing jurisdiction to the
interest of non-resident investors.

7.3. Treaty law

A significant opportunity for coordinated action by the
OECD is that treaty law (which, at present, is, due to the
reverse allocation of taxing rights in respect of business
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90.  Stressing the importance of this, see Hines, supran. §,at p. 1.
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profits and interest,”! one of the primary sources of the
problem and an obstacle for unilateral solutions) could
become part of the implementation process of a best
practice model. In this regard, the OECD Model could be
amended to include a thin capitalization rule that applied
correspondingly in both treaty states, thereby avoiding
double taxation and double non-taxation. The QOECD
could also promote a multilateral convention to amend
existing tax treaties, which would otherwise have to be
renegotiated in tedious long-running one-to-one process
or overruled by domestic legislation.

7.4. EU law
7.4.1. The fundamental freedoms and the tax directives

The most restrictive constraints would arise in respect
of EU law. Notwithstanding the fact that EU Law, in
general, only applies cross-border between the Member
States of the European Union and the European Eco-
nomic Area (EEA), it will affect the entire BEPS initia-
tive if the Member States are not otherwise to be isolated.
Any coordinated approach must address, therefore, such
restrictions. However, EU secondary law, such as the tax
directives, can be amended to deal with base erosion and
profit shifting. Tax directives are not final, even though
the requirement for unanimity makes amending them
an arduous and a time-consuming task. In this regard, it
should also be noted that the BEPS initiative depends on
the willingness of all parties to cooperate. Accordingly, if
the Member States were to accept an OECD best practice
model, they should be able to reach the necessary una-
nimity to amend the tax directives. The more important
constraints arise from primary EU law with regard to the
fundamental freedoms and ECJ case law, which, generally,
prevents Member States from adopting restrictive rules
applicable only in cross-border circumstances where such
rules are not strictly limited to the narrow tax avoidance
as defined by the Court (see section 7.4.4.).

7.4.2. Avoidance and the tax directives

The Interest and Royalties Directive (2003/49)” stipulates
the traditional allocation of taxing rights in line with most
tax treaties by preventing the source country from taxing
inter-corporate interest and royalty payments, subject to
a participation of at least 25% in the capital of the paying
company. In combination with the Parent-Subsidiary
Directive (90/435), the Interest and Royalties Directive
(2003/49) confirms the distortions between debt and
equity and tax opportunities for planning,.

However, the Interest and Royalties Directive (2003/49)
is only intended to deal with the treatment of a non-resi-
dent creditorin the source country. In this respect, the ECJ
recently concluded that the deductibility of interest at the
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91.  Arlicle 10 of the OECD Model (2010): 5% or 15% withholding tax on di-
vidends, reduced in some tax Lreaties to 0% on substantial heldings; and
arlicle 11 of the OECD Model (2010): withholding tax on inlerest restricted
to 10%, but, in most tax treaties, reduced to 0%.

92, Art.1(1)and (7) and art. 3 (b) EU Interest and Royaltics Directive, supra
n.9.
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level of a debtor can be restricted.” Accordingly, interest
barriers do not fall within the scope of the Interest and
Royalties Directive (2003/49).

The Interest and Royalties Directive (2003/49) also con-
tains reservations allowing the Member States to counter
tax fraud and tax avoidance. In this regard, article 4(1)(a)
of the Interest and Royalties Directive (2003/49) exempts
the thin capitalization legislation of the source country
that reclassifies interest into dividends from the scope of
the Directive. Such deemed dividends might, however,
fall within the scope of the Parent-Subsidiary Directive
(90/435) (see subsequently in this section). In addition,
article 5 of the Interest and Royalties Directive (2003/49)
allows the taxation of interest at the level of the creditor
in respect of transactions where “the principal motive or
one of the principal motives is tax evasion, tax avoidance
or abuse”

The Interest and Royalties Directive (2003/49), therefore,
prevents the imposition of a general withholding tax on
interest.” However, the Interest and Royalties Directive
(2003/49) neither prevents Member States from denying
or restricting the deduction of interest at the level of the
borrower under a general rule nor applying an anti-avoid-
ance provision, potentially in form of a withholding tax on
the interest of the non-resident creditor. Domestic thin
capitalization rules are also not precluded.”® However, in
designing such anti-avoidance provisions, Member States
are restricted by the fundamental freedoms (see section
7.4.4.). In addition, the effect of EU primary law would
not be circumvented were the Interest and Royalties Dir-
ective (2003/49) to be amended by a uniform broad anti-
avoidance rule, as the concept of abuse in the Directive
cannot deviate from the ECJ’s understanding of the fun-
damental freedoms.”

The Parent-Subsidiary Directive (90/435) has less effect
on the restriction of debt financing. However, with regard
to interest that is reclassified as deemed dividends, in the

93.  DE:EC], 21 July 2011, Case C-397/09, Scheuten Solar Technology GmbH v.
Finanzamt Gelsenkirchen-Siid, EC] Case Law IBFD, In support of this, see
T.).C. van Dongen, Thin Capitalization Legislation and the EU Corporate
Tax Directives, 52 Fur. Taxn. 1, sec. 2.3.2. (2012), Journals IBFD, who goes
furtherin this direction in that he considers any kind of thin capitalization
legislation as falling outside the scope of the EU Interest and Royalties
Directive, as the Directive only addresses debtors and not creditors.

94, Aninteresting proposal (or “circumventing” this constraint is made by O.
Lodin, Intragroup Lending in Sweden — A Vehicle for International Tax Arbi-
trage, Tax Notes Intl p. 177 (18 July 2011) by restricting the deductibility of
interest at the level of the debtor, but providing a credit for the tax levied
on the interest in the residence country of the creditor. This mechanism
would result in similar effects like a general withholding, though would
not fall in the scope of the Directive because it addresses only the level of
the debtor.

95.  See, for example, M. Distaso & R. Russo, The EC Interest and Royalfies Dir-
ective - A Comment, 42 Bur. Taxn. 4, sec. 4. (2004), Journals IBFD.

96.  G. Kofler & M. Tumpel, ‘Abuse” in Direct and Indirect Communify Law: A
Convergence of Standards, in Value Added Tax and Direct Taxation: Simi-
larities and Differences p. 471 (M. Lang, P. Mclz & E. Kristoffersson eds.,
IBFD2009), Online Books IBFD, questioned by S. Martinho Fernandes et
al., A Comprehensive Analysis of Proposals To Amend the Interest and Roy-
alties Directive — Parf 2,51 Cur. Taxn. 11, sec. 4.2. (2011), Journals IBI'D
and unclear following N1: ECJ, 17 July 1997, Case C-28/95, A. Leur-Bloem
v Inspecteur der Belastingdienst/Ondernemingen Amsterdam 2 para. 41 et
seq., and DK: ECJ, 5 July 2007, Case C-321/05, Hans Markus Kofoed v.
Skatteministerief para. 38 ct seq., EC] Case Law [BFD.
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author’s opinion, article 5(1) of the Parent-Subsidiary Dir-
ective (90/435) ensures that there is no additional with-
holding tax applied in the country of the distributing
company and that the country of the parent must grant
either an exemption or a credit to avoid double taxation
in respect of the (deemed) dividends.”’

7.4.3. Debt financing and the proposed CCCTB Directive

Even though its adoption may well still be sometime in
the future, one should also take a look into the anti-avoid-
ance provisions in the Common Consolidated Corporate
Tax Base (CCCTB). A draft of a uniform anti-avoidance
rule that is intended to counter the generation of interest
expenditure is in the proposal for a Council Directive of
11 March 2011.% The CCCTB with its formulary appor-
tionment approach is aimed at preventing profit shifting
by financing structures, as it would abandon current sep-
arate accounting and disregard income allocation under
contractual arrangements. Accordingly, the Directive pro-
posal provides anti-avoidance legislation to counter debt
financing only in relation to third countries. Article 81 of
the Directive proposal contains a disallowance of interest
deductions paid to an associated enterprise resident in a
third country where either the statutory corporate income
tax rate is less than 40% of the average statutory corpo-
rate income tax rate in the Member States or the interest
is subject to a preferential regime where it is taxed sub-
stantially lower than under the general system or there
is no agreement on exchange of information comparable
to the EU standards.” This provision has been criticized
as being too generous.'” Consequently, in the compro-
mise proposal of May 2013, the original Directive pro-
posal was amended by way of a restrictive general inter-
est limitation rule,"" with two different thresholds, one
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97.  See Van Dongen, supra n. 93, at secs. 3.3. and 3.4.

98.  Proposal for a Council Directive on a Common Consolidated Corporate
Tax Base (CCCTB) COM(2011) 121/4, EU Law IBFD.

99.  Council Directive 2011/16, EU of 15 February 2011 on Administralive
Cooperation in the Field of Taxation and Repealing Directive 77/799/
EEC, EU Law IBFD.

100.  C. Spengel, Commentary on P Pistone, The Limits to Interest Deductibil-
ity: An Ad Hoc Anti-abuse Rule in the Proposal for a CCCTB Directive, in
Corperate Income Taxation in Europe: The Common Consolidated Tax Base
(CCCTB) and Third Countries p. 309 (M. Lang et al. eds., Elgar 2013).

101, See Compromise Proposal, 9180, 13, 2011, 0058 (CNS) of 2 May 2013,
arl. 14a:

Interest limitation rule

1. Ataxpayer can deduct borrowing costs up Lo the amount of received

interest or other taxable revenues from financial asscts. Excess borrow-

ing costs are only deductible up to the maximum threshold.

2. Borrowing costs include interest expenses and other costs that a

lax payer incurs in connection with the borrowing of funds. Borrowing

costs include any difference between the borrowed funds and the matu-

rity amount and the interest element in a leasing contract where the eco-

nomic owner is entitled to deduct such interest.

3. The maximum threshold is calculated as an amount equivalent to [x

pet. — index] of the following items:

(a) The value for tax purposes of individually depreciable fixed assets at
the end of the tax year;

(b) The depreciation base of the asset pool at the end of the tax year;

(c) The cost of acquisition, construction or improvement of non-depre-
ciable fixed assets excluding financial assets;

(d) The value of stocks and work in progress at the end of the tax year,

(c) Losses, excluding borrowing costs, incurred in the current tax year
and losses carried forward according o Article 43.

4. Deductible borrowing costs as calculated according to paragraphs

1-3 and excess unrelieved borrowing costs from previous years are only
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asset- and one profit-related. This amendment bears all
the hallmarks of the German tax authorities, even though
it differs in concept from the German interest barrier. As
a unanimous adoption of the Directive proposal seems to
be unlikely, this aspect may not be crucial, but it is unclear
as to whether or not such a tough rule would be acceptable
to all of the Member States.

7.4.4. Fundamental freedoms and specific anti-avoidance
rules

The tightest restrictions on anti-avoidance rules arise from
ECJ case law.!%? Restrictions of the fundamental freedoms
can be justified by an overriding reason in the publicinter-
est, such as countering tax evasion and avoidance,'” but
the ECJ case law applies a very narrow concept of tax
avoidance." National anti-avoidance rules must be spe-
cifically targeted against “wholly artificial arrangements”
that do not reflect economic reality and the sole purpose of
which is to avoid tax normally payable on the profits gen-
erated by activities carried out on the national territory.'"
Such rules cannot go beyond what is necessary to restrict
wholly artificial arrangements. With this in view, the EC]J
always requires that the taxpayer is able to demonstrate
that tax savings were not “the main purpose or one of the
main purposes of the transactions”'" Specific anti-avoid-
ance rules containing irrefutable presumptions have been
always been held to be disproportionate. Accordingly, the
scope for anti-avoidance rules applied only in cross-bor-
der circumstances is very limited.

One could consider intra-group debt financing as being
the epitome of the strategies adopted to disconnect the
taxation of profits from where the profit-generating eco-
nomic activities are carried out, thereby jeopardizing the
balanced allocation of taxing rights between Member
States. However, the ECJ does not consider intra-group
debt to be artificial in nature,'” but, rather, accepts the
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deductible in the current tax year up to 60% of the positive tax base before
deduction of borrowing costs. Excess unrelieved borrowing costs may be
deducted in subsequent tax years.

5. Notwithstanding paragraphs 1-4 borrowing costs below EUR 1
million for a single taxpayer can always be deducted.

102, See, in particular, DE: ECJ, 12 Dec. 2002, Case C-324/00, Lankhorst-
Hoharst GmbH v. Finanzamt Steinfurt, EC] Case Law IBFD and Bosal
(C-168/01), supran. 13. [However, UK: ECJ, 13 Mar. 2007, Case C-524/04,
Test Claimants in the Thin Cap Group Litigation v. Commissioners of Inland
Revenue, ECJ Case Law IBFD, accepted the UK thin capitalization rules,
which are based onanarm'’s length test and only cover cross-border cascs.

103.  See, for example, UK: ECJ, 13 Nov. 2012, Case C-35/11, Test Clatmants in
the FII Group Litigation v. Commissioners of Inland Revenue, Commission-
ers for her Majesty’s Revenue ¢ Customs para. 55, EC] Case Law IBFD.

104.  See, for example, analysis by A, Garcia Prats, The ‘Abuse of Tax Law”™
Prospects and Analysis, in Essays in International and European Tax Law
p. 112 et seq. (G. Bizioli ed., Jovene 2010); R. Karimeri, A Critical Review
of the Definition of Tax Avoidance in the Case Law of the Eurapean Court
of Justice, 39 Intertax 6/7, p. 296 (2011); and D. Weber, Abuse of Law in
European Tax Law: An Overview and Some Recent Trends in the Direct and
Indirect Tux Case Law of the ECJ] - Part 1 and 2, 53 Eur. Taxn. 6/7 (2013),
Journals IBFD.

105. PT: ECJ, 3 Oct. 2013, Case C-282/12, Fazenda Publica v. Itelcar -
Automoveis de Aluguer, para. 37, ECJ Case Law IBFD.

106. Cadbury Schweppes (C-196/04), supra n. 16, at para. 62,

107, See Lankharst-Hohorst (C-324/00), supra n. 102; Thin Cap Group Litiga-
tion (C-524/04), supra n. 102; and Itelcar (C-282/12), supra n. 105, even
though, one could question whether or not the concept of “wholly artifi-
cially” used to verify the freedom of establishment functions could also
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underlying loan agreements if the loan would have been
granted in the same amount and at the same rate of inter-
est under arm’s length standards.'”® Accordingly, in Thin
Cap Group Litigation (Case C-524/04), the EC] held that
the application of transfer pricing rules according to article
9 of the OECD Model only to cross-border transactions so
as to identify and reclassify excessive debt financing was
compatible with the fundamental freedoms.

But the relevant criteria are, unfortunately, far from being
clear. Recently, in Itelcar (Case C-282/12),'" the ECJ was
not satisfied regarding the refutability of the presumption
and detailed requirements from the principle of propor-
tionality in respect of the design of anti-avoidance rules
regarding consistency and legal certainty. As govern-
ments often fail to meet the strict requirements set by the
EC]J and are unable to successfully defend anti-avoidance
rules restricted to cross-border circumstances before the
Court, Member States tend to design rules that also apply
to purely domestic cases to avoid infringements of the fun-
damental freedoms and the need to provide a justification.

8. Policy Options

In theory, the following five policy options are available
to counter (international) tax planning using debt instru-
ments:

(1) Fundamental reform eliminating the differences in
the treatment of debt and equity in domestic tax
systems. A contrasting approach would be incremen-
tal reforms aimed only at abusive tax planning, but,
under such an approach, tax differences would
remain, as would, therefore, the incentive for tax plan-
ning. The latter approach would also involve defining
unacceptable strategies.

(2) With regard to the political process, a distinction
could be drawn between solutions that would have to
be adopted uniformly by way of international coor-
dination as opposed to solutions that could be
adopted on a national basis, thereby giving some
scope to national legislators. The former approach has
the disadvantage of inflexibility, especially if adjust-
ments are required later, but allowing considerable
scope with regard to implementation would under-
mine the advantage of the present BEPS initiative.

(3) Astax planning using interest expenditure is relevant
for both inbound and outbound investments, legisla-
tion could be categorized as either covering inbound
and outbound cases uniformly by way of a general
interest deduction disallowance for related-party and
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be applied to mere capital transactions. Against such an approach, see
AP Dourado, A Single Principle of Abuse in European Union Law: A Meth-
odological Approach fo Rejecting a Different Concept of Abuse in Personal
Taxation, in Prohibition of Abuse of Law; A New General Principle of EU
Law?: Studies of the Oxford Institute of European and Comparative Law p.
473 et seq. (R. de la Feria & S. Vogenauer eds., Hart Pub. 2011), arguing
for a uniform test applicable to all of the fundamental freedoms.

108.  Thin Cap Group Litigation (C-524/04), supra n. 102, at para. 81 and BE:
EC]J, 17 Jan. 2008, Case C-105/07, NV Lammers & Van Cleeff v. Belgische
Staat para. 30, ECJ Case Law IBED.

109. Itelcar (C-282/12), supra n. 105, at paras. 43-45.
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third-party debt or differentiated between inbound
and outbound investments, for example, thin cap-
italization legislation in respect of related-party debt
combined with restrictions for the deduction of inter-
est financing tax-exempt dividends.""

(4) From the perspective of the Member States, which are
bound by EU Law, it would be very relevant if the
legislation were designed to apply not only to cross-
border cases, but also to purely domestic ones. This
could also be an issue under consideration regarding
anti-discrimination clauses in tax treaties.

(5) Finally, rule- and standard-based solutions would
have to be distinguished. A standard-based approach,
for example, the application of arm’s length principle,
would allow greater flexibility, but at the expense of
higher legal uncertainty. Again, such categories are
relevant with regard to ECJ case law, which requires
either a case-by-case analysis or at least the possibility
to rebut the presumption of anti-avoidance.

9. Possible Reforms
9.1. Eliminating the tax disadvantages of equity

The full integration of corporate income tax, including the
implementation of a dividend deduction'"" or an allow-
ance for corporate equity (ACE),"? would systematically
resolve the current disadvantages of equity. A dividend
deduction system would have the advantage of taxing divi-
dendsand interest in exactly the same way. An ACE system
would affect arguments regarding optimal tax theory in
practice. However, despite the possible systematic advan-
tages of these approaches, the foregoing are not politically
feasible. A dividend deduction or ACE system would also
fundamentally interfere with the entitlement of the source
country to tax the profits earned in its jurisdiction.'” With
regard to an ACE, the entitlement of the source country to
tax would be restricted to pure profits, i.e. profits in excess
of the deductible amount of the market-rate interest or
the notional interest deduction. Under a dividend deduc-
tion system, the source country would have to tax the
profit at the level of a shareholder to preserve its share of
revenue. Accordingly, source countries would most likely
apply withholding taxes on dividends equal to the previ-
ous corporate income tax burden.'* As a result, nothing
would be gained.
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110. With regard to such a policy option, see, at length, Edgar, Farrar & Mawani,
supran. 7, at pp. 803-869, who supporta uniform rule applying equally to
intra-group debt and to external debt.

111, See recently R.S. Avi-Yonah & A.C. Chenchinski, The Case for Dividend
Deduction, 1.. & Econs. Working Papers, Paper 27 (2010).

112, See Institute for Fiscal Studies (IFS), Equity for Companies: a corporation
tax for the 1990s (IFS 1991). See also L. Lammersen, Investment Decisions
and Tax Revenues Under an Allowance for Corporate Equity, ZEW Discus-
sion Paper No. 02-47. This is similar to the proposal for a business enter-
prise income tax (BEIT) advanced by E.D. Kleinbard, Rehabilitating the
Business Income Tax, 1115 Tax Notes 1213 (2007).

113, As admitted by Avi-Yonah & Chenchinski, supra 111, at p. 7 et seq,,
answered by the imposition of a withholding tax on dividends paid to
{oreign shareholders.

114. Member States would be prohibited by the EU Parent-Subsidiary Dir-
ective [rom doing so and would, therefore, notagree to a dividend deduc-
tion system.
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9.2. Multinational interest allocation

As noted in the context of the CCCTB (see section 7.4.3.),
apportionment systems that disregard underlying contrac-
tual arrangements are designed to counter tax planning
using loan agreements. From a theoretical perspective, a
worldwide allocation system based on assets, as recently
convincingly proposed by Graetz (2008),'"* seems to be an
ideal solution for resolving the specific problems of cross-
border investments, i.e. this would counter tax planning,
and secure both an adequate level of taxation without the
risk of double taxation or double non-taxation and a fair
distribution of the revenue between source and residence
country. However, given the experiences with the CCCTB,
it would seem to be unrealistic that international consent
for such far-reaching changes could be obtained within a
reasonable time frame. !¢

9.3. Limitations on the deduction for interest
expenditure

9.3.1. Preconditions

Any limitation on the deduction of interest expenditure at
the level of the debtor in the source country should corre-
spond to a matching exemption of interest at the level of
the creditor in his residence country so as to avoid double
taxation. Accordingly, whatever national approach is
adopted, international coordination is necessary. Only if
the residence country were to accept the anti-avoidance
concept of the other country would the residence country
be willing to give up tax revenue by adopting the tax treat-
ment in the source country.

9.3.2. CBIT: non-deductibility of all interest expenditure

The most far-reaching restriction on the deductibility of
interest is a comprehensive business income tax (CBIT).
Under a CBIT, the treatment of interest would be aligned
with the treatment of dividends. Both would be non-
deductible at the level of the business, but would be exempt
at the level of the recipient, thereby treated both equally. If
adopted on a worldwide basis,a CBIT would satisfy capital
import neutrality (CIN) and capital ownership neutrali-
ty.""” The system would be easy to administer, as no speci-
fication of non-deductible interest expenditure would be
necessary. However, even though a CBIT has been consid-
ered in the United States,'* it constitutes a major deviation
from the concept of the principle of taxation in accord-
ance with the individual ability to pay and from that of net
income taxation, in greatly exceeding what is necessary to
counter international tax evasion. It also would result in
a complete change in the present attribution of interest to
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115, Graelz, supran. 14.

116. Edgar, Farrar & Mawani, supran. 7, at p. 869.

117, See M.A. Desai and J.R. Hines Jr., Evaluation International Tax Reform, 56
Natl. Tax J. 3, p. 487 (2003) and Old Rules and New Realities: Corporate Tax
Policy in a Global Setting, 57 Natl. Tax J. 4, pp. 937-960 (2004).

118 US Ireasury Department, Integration of the Individual and Corporate Tax
Systems, Taxing Business Income Once chap. 4 (1992). This approach has
been heavily criticized, for example, in E.M. Sunley, Corporate Integration:
An Economic Perspective, 47 Tax L. Rev. 3, p. 635 (1992).
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the residence country. Consequently, its adoption would
be neither likely nor preferable.

9.3.3. Limitation on deduction of interest on related-
party debt

9.3.3.1. General non-deductibility and/or reclassification of
related-party debt

Less far reaching than a CBIT, which would apply without
distinction to related-party debt and to external debt,
would be a rule treating any shareholder debt as equity,
thereby requalifying any interest paid to a related party
as dividends. The underlying concept would be that,
within groups, debt and equity would be fully substitut-
able. Such an approach is appealing with regard to neutral-
ity. It would also be fairly easy to administer, even though
any regime that would be restricted to related-party debt
would requirea rule to avoid circumvention by guaranteed
or back-to-backloans, but there would be no requirement
to control safe havens, for example disputable debt:equity
ratios. One could argue that the complete denial of intra-
group interest would be a far-reaching encroachment into
a company s financial decisions, but it would remove dis-
torting tax effects.

The most important impediment to such an approach
would be that it would result in a fundamental change
in the revenue distribution between source and revenue
countries. If double taxation were to be avoided, the
residence country of the parent would have to grant an
exemption or credit in respect of the requalified interest.
However, external refinance costs would still arise to the
parentin the residence country and would have to be fully
deductible, despite of the allocation of taxing rights only
to the source country. The denial of the deductibility of
third-party refinancing debt would also give rise to new
distortions and increase the costs of refinancing,

The parent should, therefore, be able to pass down exter-
nal debt to its foreign subsidiaries as debt so as to allocate,
in return, some taxable interest to the residence country
of the parent. In addition, such a radical solution would
remove the possibility for high-tax jurisdictions to design
their rules on cross-border interest expenditure as “breath-
ing wholes” that allowed corporations to transfer some of
their profits to mitigate the tax burden of high statutory
corporate income tax rates. Otherwise tax rates of source
countries would become more important than at present,
as fine-tuning by way of (deductible) interest payments
would no longer be possible. Consequently, tax rate com-
petition would presumably accelerate.

9.3.3.2. Non-deductibility and/or reclassification of
‘excessive” and/or “unacceptable” related-party debt

The discussion in section 9.3.3.1. leads to the question
of the definition of reasonable safe havens in respect of
related-party debt and to the legal consequences of “exces-
sive” and/or “unacceptable” debt. As described in section
4., country practice is divided between debt:equity and
interest and/or profit-related safe havens. On the one
hand, debt:equity ratios have the merit of relative simplic-
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ity. Such ratios also reflect an external creditor’s view as to
how to base a decision to give a further loan on the indebt-
edness of the corporation. A profit-related qualification
of the deductible interest could be better, as it would give
greater direct protection against profit shifting, but it could
also damage cyclic industries and start-ups and business in
an economic crisis. However, and this could be vital, apart
from a debt:equity ratio, such a system would be less open
to manipulation.'” A debt:equity ratio must be decided
on specific time and, therefore, taxpayers can easily influ-
ence the equity position at the reporting date. In contrast,
profitis much less prone to tampering. If, therefore, a given
interest:profit ratio were to be adopted, the correct refer-
ence would be EBITDA, and not earnings before inter-
est and tax (EBIT), as otherwise investing corporations
would be unreasonably disadvantaged. There would also
be arequirement for several safeguards to avoid economic
damage to business in an economic crisis. A carry-forward
notonly of the EBITDA, butalso of unused interest deduc-
tions could mitigate this.

A fixed safe haven, be it by a debt:equity ratio or net
interest: EBITDA ratio, is to be preferred compared to a
solely multifactor test using transfer pricing standards, as
it offers reliable guidance for the taxpayer.'® However, as
a fixed safe haven would be designed for standard cases, a
multifactor arm's length test'* could be provided in addi-
tion to assist in exceptional circumstances. An additional
arm's length tax would add complexity, but, given the
high variance of optimal leveraging in different business
sectors, it could prevent undue hardship and would allow
stricter fixed safe havens.

The economic consequences would depend very much on
the legal consequences of such legislation. First, they would
apply only to related-party debt. Second, in the case of the
non-deductibility and/or reclassification of that interest,
which corresponds to a matching exemption at the level
of the creditor, the effect would be much smoother than at
present, where the application of thin capitalization rules
and interest barriers usually results in double taxation.

9.3.3.3. General limitation on the deduction of interest on
related-party and third-party debt

Debt-financed outbound acquisitions are required to deal
with third-party interest related to tax-exempt foreign di-
vidends; otherwise, the residence country of the parent
would finance the tax base and revenue of the residence
country of the subsidiary. Such restrictions would be
reasonable with regard to national tax revenue consid-
erations. In this context, a targeted solution would only
inhibit the deduction of interest related to tax-exempt or
deferred foreign dividends, whereas interest related to
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119. There are ways in which to “manipulate” interest and/or profit ratios, but
the result (the retransfer of the tax base to the jurisdiction where the inter-
est arises or increasing interest Lo minimize the net interest expenditure)
is intended by this legislation. See, for example, Knoller, supra n. 82, at p.
326.

120. The United Kingdom has adopted an alternative (attractive) approach
to increasing legal certainty in concluding Advance Thin Capitalization
Agreements if a company provides sufficient information in advance.

121. See afso Dourado & De la Feria, supra n. 21.
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domestic tax-exempt dividend would still be deductible,
thereby preventing domestic double taxation. However,
within the European Union, this option would be blocked
by the decision of the EC] in Bosal (Case C-168/01).

General interest barriers disconnect the deductibility of
interest from the purpose of the loan. Such an approach
also deals with the problem of thin capitalization and the
mismatch of the entitlement of the source country to tax
profits and the responsibility of the residence country to
allow the deduction of expenses. Interest barriers, allow-
ing each member of the group only a certain portion of
the whole group debt to be deducted, could be regarded
as imperfect interest allocation rules. This, at least, is the
rationale of the German cap on interest, which is based on
the concept that interest is non-deductible if the indebted-
ness of the company claiming the deduction is higher than
the average indebtedness of the group.'*

There are, however, two fundamental objections to general
interest barriers.

First, general interest limitations are inherently complex,
as, on the one hand, the rules are not aimed at tax avoid-
ance, but, on the other, national legislators, rightly, try to
prevent economic damage arising as a result of the non-
deductibility of unavoidable interest expenditure. National
legislators mitigate any too far-reaching effects by way of
exceptions and counter-exceptions. As even highly effi-
cient tax administrations have enforceability limits, exist-
ing general interest barriers can hardly serve as role models
for a broad application.

Second, the effects of general interest barriers, on the one
hand, go beyond what is required to counter abusive tax
planning, but, on the other, as the deduction of interest
cannot be fully excluded, the problem of the allocation
to tax jurisdictions of profits and expenses can only be
partly resolved.

9.4. Withholding tax on interest

Another method to achieve effects similar to non-deduct-
ibility'* would be a withholding tax equal to the corporate
income tax rate of the source country that would be fully
creditable, but not refundable in the residence country.'**
In contrast to a limitation of the deductibility of interest
expenditure, levying a withholding tax always produces
a cash payment, regardless of whether the debtor and/or
the lender are loss-making. However, a withholding tax, in
general, is compatible with the ability-to-pay principle and
the conventional concept of income, as interest is taxed in
the hands of the lender. There would remain the problem
of the deduction of refinancing costs. If the withholding
tax were to be, as it usually is, levied on a gross basis, the
costs of refinancing would be non-deductible in the event
that the residence country did not refund the withholding
tax. However, this problem could be resolved by allowing

122. See the “Equity Escape” in Einkommensteuergesetz [Income Tax Law]
(ESLG) sec. 4h, para. 2(c), National Legislation IBFD. Similarly, see Gractz,
supran. 14, at sec. 2.

123. Edgar, Farrar & Mawani, supran. 7, at p. 845 et seq.

124, See, recently, Fuest et al., supra n. 76, at sec. 5.
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ataxpayerto demonstrate the existence of refinancing €x-
penses in the source country to reduce the tax base for the
withholding tax. If such a solution were adopted world-
wide or by a significant number of countries, the con-
cerns regarding disadvantages of raising capital'*® would
be removed.

Ifthe withholding tax were applied to any interest payment,
it would be easy to administer. The introduction of such a
general withholding tax would require amendment of the
Interest and Royalties Directive (2003/49) and of existing
tax treaties.'* However, as any rational solution requires
international consent, this should not result in the exclu-
sion of this solution.

One major obstacle could be that, if levied on all interest
(related-party and third-party), a withholding tax would
result in a far-reaching change in revenue distribution,
as the residence country would only obtain the residual
revenue after crediting the withholding tax of the source
country. The alternative of a lower withholding tax would
allow asplit of the revenue between the source and revenue
countries, but would be insufficient to counter tax plan-
ning effectively,'” as even fairly small differences in the
taxation of equity and debt make tax planning worthwhile.
Neutrality of the choice between debt and equity can only
be realized if the withholding tax rate is equal to the cor-
porate income tax rate. A withholding tax also provides
no answer to the asymmetry between the taxing rights in
respect of profits distributed as tax-exempt dividends and
the deductibility of the related expenses.

10. Conclusions
10.1. Introductory remarks

The primary objective of this article is to analyse the
framework and different options to counter base erosion
and profit shifting using interest expenditure. One of the
insights generated by this article is the insight that, apart
from fundamental reform, there is no ideal solution,
neither from a theoretical nor from a practical or polit-
ical perspective. Any restriction on the deductibility of
interest expenditure jeopardizes fundamental principles
of taxation and risks distortions. This insight results in
rather “conservative” conclusions, based on the percep-
tion that some countries already do too much to try to
safeguard their national tax base against the deduction of
interest expenditure.

From an academic point of view, I would be in favour of
a worldwide interest allocation system (see section 9.2.),
thereby resolving both the problem of intra-group thin
capitalization and that of the attribution of profits and
expenses between the relevant countries. However, this
appears to be too ambitious, at least, for now. Accord-
ingly, the following three potential rules (see sections 10.2.
to 10.4.) adopt a less far-reaching main objective of the
BEPS initiative to reduce abusive tax planning. They are
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125, Schon, supra n. 88, at sec. 4.5.3.3.
126. Edgar, Farrar & Mawani, supra n. 7, at p. §45.
127, Graetz, supra n. 14, at sec. 2.
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not intended to widen the tax base. The primary advantage
ofan internationally coordinated action, which is to avoid
double taxation and double non-taxation due to inconsis-
tent national strategies, should also not be compromised
by over-complex rules.

10.2. Rule against intra-group thin capitalization
regarding inbound investments

The primary focus should be on thin capitalization in
respect of inbound investments, thereby countering profit
shifting by a restriction in the deduction of related-party
interest, extended to guaranteed and back-to-back debt,
which should apply to participations of 25% and more.
As legal consequence, interest should be reclassified as
deemed dividends in the source country, with a corres-
ponding treatment as dividends in the residence country.
The source country should, despite the qualification as
(deemed) dividends, refrain from levying any further
withholding tax.'" I favour a reclassification into deemed
dividends rather than non-deductibility, as it best reflects
the legal and economic substitutability of intra-group debt
and equity. Whereas non-deductibility is inherently con-
nected to the risk of double taxation, reclassification (and
the levying of a withholding tax) are, at least systematically,
based on a corresponding treatment in the hands of the
recipient of the payment, of course, always requiring that
the residence country would accept the source country
treatment. The problem, however, remains of how to
design a safe haven, i.e. whether to use a debt:equity ratio,
a debt:(national) assets ratio or a relationship between
interest and profit, potentially complemented by an arm’s
length test.

Given the intra-group substitutability of debt and equity,
evena full reclassification of all related-party debt seems to
be defensible and attractive due to its simplicity and neu-
trality effects. However, as discussed in section 9.3.3.1,, it
would place the burden of allowing the deduction of refi-
nancing interest on the residence country without provid-
ing it with the opportunity to tax interest where the third-
party debt is handed-down as debt within the group. This
could be mitigated by allowing a certain amount of intra-
group interest.

Thekey issue in respect of any legislation limited to “exces-
sive” intra-group interest is the lack of a normative basis
for the definition of an adequate level of debt. For this
reason, the debt:equity ratio should not be understood as
an attempt to set an optimal capital structure, but, rather,
as a political compromise in respect of revenue sharing
between source and residence countries.

The design of such a safe harbour has been considered in
section 9.3.3.2. A fundamental objection to debt:equity
ratios is their predisposition to manipulation. The same
would be true for an asset-related ratio. If, for that reason,
a net interest:profit ratio, defining the deductible interest
expenditure in relation to EBITDA, were to be preferred,
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it would have to take into consideration cyclic businesses,
highly leveraged businesses, as in the real estate sector,
and businesses experiencing an economic crisis. Such
rules would be complex, but this would be inevitable. A
further restriction of a worldwide debt cap could prevent
turning equity into debt, thereby additionally restrict-
ing the deduction of interest expenditure by a compari-
son with the group’s external debt (the UK model), which
again, in turn, would add further complexity.

A fixed safe harbour would have advantages compared
to the complex documentation requirements of an arm'’s
length test. Such a test could be provided as an additional
optional safe harbour.'” However, if the rule were to be
applied correspondingly in the source and the residence
country, it would lose much of its adverse consequences,
as double taxation would be avoided. Accordingly, safe
harbour rules that usually add complexity would be less
important,

10.3. Rule limiting the incentive of the excessive debt
financing of outbound investment

Given that it is far less clear to which extent the location
of external borrowing is the result of intentional tax rate
arbitrage, the approach to outbound investment should
be fairly cautious. The allocation of loans at the level of
the parent is often done only for economic reasons. In
theory, the interest deduction could be pushed down
to the foreign subsidiary by way of an intra-group loan.
However, one cannot rely on strategies interfering with
the economic non-tax circumstances of group financing.
Debt pushdown itself would also resultin deductible inter-
est only within the limits of thin capitalization rules. One
should note that the primary focus of the BEPS initiative
is to curb aggressive tax planning and limit intentional
tax rate arbitrage. The BEPS initiative should not be pig-
gybacked with other forms of conceptual inconsistencies
in international tax law. Consequently, in principle, refi-
nancing interest would have to be fully deductible in the
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129.  Also in favour of a combination, see Dourado & De la Feria, supran. 21
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residence country to avoid interest not being deductible
anywhere."

However, to mitigate the tax-driven shifting of borrowing
to high-tax jurisdictions, the deduction could be restricted
in relation of the corporate income tax rate of the source
country. For instance, if the tax rate in the source country is
20% and that of the residence country 30%, the deductible
interest would be reduced by two thirds. Consequently,
the tax effect would be the same as if the borrowing took
place in the source country. Admittedly, such a rule would
imply tracing rules to link borrowed funds to tax-exempt
foreign dividends."! Tracing would add complexity and
legal uncertainty as a result of the case-by-case approach
necessitated, but the conceptual basis is no more than the
well-established tracing rules used in a purely domestic
context to distinguish between income-earning and per-
sonal purposes. However, if a direct attribution were con-
sidered to be over-complex due to the fact that interest
is general to a business and, therefore, difficult to relate
to specific activities,'** one could consider an apportion-
ment formula.

10.4. Rule on withholding tax on interest paid to
lenders in tax havens

Finally, group financing companies in low-tax jurisdic-
tions could be deterred by a withholding tax on interest
paid to jurisdictions that either do not exchange informa-
tion and/or apply a significantly lower corporate income
tax rate than the source country. Such a rule would pri-
marily be aimed at “classical” tax havens and complement
CFC legislation. It would be applied only as a result of low
statutory corporate income tax rates, for example, less than
10%, or by a low-tax burden due to special regimes tai-
lored to attract mobile international interest. In contrast,
lending from tax-exempt entities, such as US pension
funds, would, in general, not be affected.
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130. Trom a home-country welfare efficiency perspective, see Hines, supra n.
8, al p. 2 on the basis for the concept of international capital ownership
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et seq. {The Urban Instit. Press 2009).
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