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Debt-equity bias should be addressed
on national rather than on EU level
The economic crisis following the COVID-19 pandemic has increased the debt levels of corporations and
reduced the level of investments. From a tax perspective, interest payments on debt are generally deductible from the corporate tax base, while costs related to equity are not. This debt-equity bias is a deep-rooted issue in today’s tax system and inhibits equity-financed investments. From a microeconomic perspective, the bias leads to socially undesirable inefficiencies in capital markets, resulting in welfare losses.
From a macroeconomic point of view, high debt levels hinder economic growth.
To provide a stable and supportive tax environment for a sustainable recovery after the corona crisis, the
European Commission has published a framework on “Business Taxation for the 21st Century” in May
2021. Besides other (long-term) proposals, a debt equity bias reduction allowance (DEBRA) should be developed to address the tax-induced distortions of debt financing. For a legislative proposal, the European
Commission identified three possible concepts: First, a Comprehensive Business Income Tax (CBIT) that
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ͮ The structural tax-induced distortion of financing decisions is undesirable and leads to adverse economic effects.
ͮ A CBIT discourages corporate investments. EU member states would have to decrease their statutory
corporate income tax rate to counteract the potential negative investment effects, although the scope
is limited due to the COVID-19 pandemic.
ͮ An ACE could stimulate corporate investments. However, it provides new tax planning opportunities for
corporations and could result in tax revenues losses for EU member states.
ͮ An ACC is highly sensitive to the notional interest rate. Hence, its effects cannot be determined a
priori, resulting in great uncertainty.
ͮ To address the debt-equity bias, the overall treatment of financing costs and capital income has to be
considered. This involves not only corporate income taxation but also shareholder taxation, which lies
in the sole competence of the EU member states.
ͮ We appeal not to address the debt-equity bias by harmonisation at the European level because unilateral adjustments in personal income taxation would be required. Instead, we recommend the implementation of a dual income taxation at the national level.
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disallows the tax-deductibility of any financing cost. Second, an Allowance for Corporate Equity
(ACE) that provides for the deductibility of notional interest on either all equity or new equity. And
third, an alignment of the treatment of debt and equity financing by deducting a notional return
on all capital, namely an Allowance for Corporate Capital (ACC).

THE DEBT-EQUITY BIAS IN THE EUROPEAN UNION
The European Commission intends to lower the debt-to-equity ratio by mitigating the tax-induced
debt-bias. If the debt-to-equity ratio amounts to 100%, a corporation is equally financed by debt
and equity. According to recent OECD statistics, the average debt-to-equity ratio of non-financial
corporations in the EU amounts to 90% in 2019, which indicates, on average, a financially stable
financing structure. Compared to the US, however, EU resident companies have on average a 30%
to 70% higher debt-to-equity ratio (see Graph). Yet, substantial differences across industrial sec-

Substantial differences in debt levels
of non-financial
corporations exist
across countries,
industries, and
firm sizes

tors and firm sizes exist. For example, the average debt-to-equity ratio for German small and medium-sized enterprises in 2019 ranged from 189% (“R&D intensive manufacturing”) to 312%
(“Construction”), indicating rather financially unstable financing structures.
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Even if recent statistics on average do not reveal exceptionally high debt-to-equity ratios, the
structural tax-induced distortion of financing decisions is undesirable and leads to adverse economic effects. Depending on how corporate investments are financed, different tax burdens arise.
To address the bias, the overall treatment of financing costs and capital income has to be considered – hence, corporate and shareholder taxation. The European Commission identifies three

Addressing the
debt-equity bias
requires consideration of corporate and
shareholder taxation

possible concepts to address the debt-equity bias, solely focusing on corporate taxation.

CONCEPTS TO ADDRESS THE DEBT-EQUITY BIAS
A Comprehensive Business Income Tax (CBIT)
A CBIT disallows the deductibility of interest expenses and broadens the corporate tax base.
Thus, any investment return before interest is taxed. This increases the Cost of Capital (CoC), i.e.
the minimum rate of return before taxes required by a shareholder for marginal investments,
and the effective average tax rate (EATR) of debt-financed investments. Hence, it may negative-
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ly affect the scale of investment and the location attractiveness of EU member states for profitable investments. This could result in a decline in corporate investments and would contradict
the European Commission’s intention to foster investments and a fast economic recovery after
the COVID-19 crisis.
Due to the broadening tax base, tax revenues for member states c.p. would increase after implementing a CBIT. However, to counteract the potential negative effects on corporate investments,
EU member states could decrease their statutory corporate income tax rate. According to the economic impact of the COVID-19 pandemic, the scope is very limited, and negative investment effects might persist.
In addition, due to the disallowance of interest deductibility, all capital income is taxed at the
corporate level. Hence, it should be accompanied by the abolition of personal income taxation
of dividends, interest, and capital gains at the shareholder level. These necessary adjustments
to the personal income taxation are so far neglected by the European Commission but necessary
to effectively address the debt-equity bias.

Further adjustments
of shareholder
taxation are required
to align the taxation
of capital income

An Allowance for Corporate Equity (ACE)
An ACE grants a notional interest deduction on equity that narrows the corporate tax base. This
would decrease the CoC and EATR of investments financed by equity to the level of debt-financed
investments. As a result, introducing an ACE regime may foster the scale of investments and positively affect the location attractiveness of EU member states.
While introducing an ACE might positively affect corporate investments, the narrower tax base

An ACE could provide
new corporate tax
planning opportunities
and negatively affects
tax revenues

would c.p. result in tax revenue losses for the member states. This effect is crucial as the COVID-19
crisis has drastically increased government spending and leaves no room for further decreases
in state revenues. Furthermore, without efficient anti-avoidance regulations, the introduction of
an ACE offers new tax planning opportunities for multinational enterprises.
Lastly, implementing an ACE regime will lead to the introduction of a consumption-based income
taxation due to the tax exemption of the notional return on equity. However, since the European
Commission has so far ruled out a harmonisation of personal income taxation and assigned this
right exclusively to the member states, a harmonised ACE introduction is highly critical.

An ACE regime
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An Allowance for Corporate Capital (ACC)
An ACC combines the properties of an ACE and a CBIT regime by allowing the deductibility of a
single notional return on all capital. Thus, the notional interest rate plays a pivotal role, and the
effects of an ACC introduction on corporate investments and the EU member states’ tax revenues
cannot be determined a priori. Like a CBIT or ACE, the introduction of an ACC requires adjustments
to shareholder taxation. This intervention in the personal income tax systems of the member
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states is not intended and therefore has to be rejected on the grounds described above.

ALTERNATIVE SUGGESTIONS TO SUSTAINABLY ADDRESS THE
DEBT-EQUITY BIAS
We appeal not to introduce a CBIT, an (incremental) ACE, or an ACC in an EU-wide harmonised
way, as all concepts require subsequent adjustments in the personal income tax. This lies in the
sole competence of the member states. In addition, it is unclear how the introduction of any proposed measure would interact with the reform proposals to address the challenges of the digital
economy by the OECD.

Deny EU-wide
initiatives and foster
national interventions
to address the
debt-equity bias
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As an effective measure to address the bias on a national level, the dual income tax can be considered. Under this concept, business income is taxed at the corporate level, and any interest
payments are deductible. At the personal income level, labour income is subject to progressive
income taxation while a flat tax rate, equal to the corporate tax rate, is applied on capital income.
Profit distributions that have already been subject to corporate tax and do not exceed a predefined standard rate of return are tax-exempt at the personal level. Distributions exceeding the
standard rate of return shall be taxed at a flat tax rate leading to an overall tax burden similar to
the progressive income tax rate. Such a dual income tax system establishes not only financing
neutrality but also neutrality concerning profit distributions and legal forms. Consequently, a dual income tax system is well suited to fulfil the objectives stated by the European Commission.
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