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PURPOSE: to provide tax incentives for equity to help companies grow, become stronger and more
resilient.

PROPOSED ACT: Council Directive.

ROLE OF THE EUROPEAN PARLIAMENT: the Council adopts the act after consulting the European
Parliament but without being obliged to follow its opinion.

BACKGROUND: the current pro-debt bias of tax rules can incentivise companies to take on debt rather
than increase equity to finance their growth.

Tax debt-equity bias arises from the different treatment of debt and equity financing costs for tax
purposes and is a problem common to business across EU Member States. Despite this, only 6 Member
States have taken tax measures to approximate the tax treatment of debt and equity.

The complete lack of relevant tax debt bias mitigating measures in 21 Member States along with the
existence of significantly different measures in another six Member States may create distortions to the
function of the internal market and can affect the location of investment in a significant manner.

An EU initiative would add value and ensure legal certainty and allow reducing compliance costs for
business as taxpayers. It is also expected to boost competition in the single market by ensuring that all
businesses, regardless of where they are located, have similar incentives towards appropriate financing.

This proposal is a follow-up to the Commission's Communication on Business Taxation for the 21st
Century towards a strong, efficient and fair business tax system in the EU. It also contributes to the
Capital Markets Union (CMU) Action Plan which aims to help companies raise the capital they need and
improve their capital position, particularly during a period of recovery which involves higher levels of
deficit and debt, as well as an increased need for equity investment.

This proposal also replies to the European Parliament’ s expectation that the Commission would put forth a
proposal for a debt-equity bias reduction allowance, including effective anti-avoidance provisions to avoid
any allowance on equity being used as a new tool for base erosion.

CONTENT: with a view to addressing the tax-induced debt-equity bias across the single market in a
coordinated way, this directive lays down rules to provide, under certain conditions, for the
deductibility for tax purposes of notional interest on increases in equity and to limit the tax
deductibility of exceeding borrowing costs. It applies to all taxpayers that are subject to corporate tax in
one or more Member State, except for financial undertakings. Since small and medium enterprises (SMES)
usually face a higher burden to obtain financing, it is proposed to grant a higher notional interest rate to
SMEs.


https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A52021DC0251&qid=1657187243215

This measure will support businesses by introducing an allowance that will grant to equity the same tax
treatment as debt. The proposal stipulates that increases in a taxpayer's equity from one tax year to the
next will be deductible from its taxable base, similarly to what happens to debit.

By eliminating the tax distortion in favour of debt, the proposal ams to avoid over-reliance on debt and
encouraging the re-equitisation of businesses.

The Commission considers that the preferred option should have a positive economic impact. Its main
direct benefit isthat it will promote higher capital ratios and thus reduce insolvency risks.

By increasing equity investments across the EU, this option is expected to indirectly promote the
development of innovative technology. Equity is particularly important for fast-growing innovative
companies in their early stages and scale-ups willing to compete globally. The green and digital transition
requires new and innovative investments that will benefit from the measure.
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