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The present publication is concerned with the process of thin capitalisation in the countries of 
OECD. Two methods for financing companies are discerned in relation to this phenomenon, i.e. 
debt and equity financing. The tax-related consequences of the method of equity financing of 
companies are assessed against thin capitalisation. It is the very tax policy of companies that has a 
direct influence on the economic consequences of the functioning of these companies. The pro-
cess of taxation of the phenomenon of thin capitalisation may be highly varied depending on 
the adopted method. Tax-related consequences demonstrate how complicated this process is ir-
respective of the country in which it takes place. The issue is even more complicated in the case of 
taxation of this process in companies conducting cross-border activity.

Introduction
The present paper is concerned with the presentation 
of the phenomenon of thin capitalisation in the con-
text of the economic consequences of the functioning 
of companies in the countries of OECD. Thin capitali-
sation is a process which is strictly economic in nature. 
The key aspects required to assess the process of thin 
capitalisation are its tax-related consequences. In fact, 
commencement of this process in companies is deter-
mined by the tax-related consequences. As Clausing 
(2007) states it, “it is noteworthy that highly developed 
countries of OECD introduce tax rates which maxi-
mise income derived from income tax”. (p. 118). This 

burden is borne mainly by economic entities having 
a business status of a company. 

The way (or method) of carrying out the process 
of thin capitalisation constitutes a factor which must 
inevitably be taken into account in the assessment of 
this process. Companies may chose from two meth-
ods: debt or equity financing. However, in order to 
chose the appropriate and the most suitable method, it 
is necessary and essential to define the tax-related con-
sequences of this method. This is because companies 
should bear in mind that no general rule exists and 
each of them should asses their situation individually 
taking into account the very tax-related consequences. 
Moreover, it is important that the issue of thin capi-
talisation is presented in the light of the standards of 
the OECD Model Tax Convention which is applicable 
for the EU countries. The present paper proposes that 
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consideration of the tax-related consequences allows 
to assess the phenomenon of thin capitalisation (per-
formed with the method of equity financing) as nega-
tive from the economic perspective. In order to per-
form this assessment, it is inevitable to carry out an 
analysis of tax regulations and basing on this analysis 
draw conclusions allowing to point out the economic 
consequences relevant for the entrepreneurs operating 
as companies. 

As Froud, Haslam, Jokal and Williams (2000) rightly 
note, “discussing this issue is vital since economy does 
not pay much attention to the issue of the economic 
consequences of the phenomenon of thin capitalisa-
tion”. (p. 1260).

General characteristics of thin 
capitalisation
The theory on the subject often refers to the phenom-
enon termed thin capitalisation. It is related to the pro-
cess of choosing a method for financing a company by 
the shareholders or entities affiliated with sharehold-
ers. It is noteworthy that this term has not been defined 
in statutory regulations concerning taxes. 

The notion of thin capitalisation was first intro-
duced by tax authorities of OECD member countries 
for the purposes of naming the practice followed by 
international groups of companies linked by capital. 
The practice of groups of companies was to establish 
subsidiaries with a minimal share capital in countries 
known of imposing heavy tax burdens and subsidize 
them by means of debt financing (Wells, 1993, p. 9). 

Polish statutory tax regulations discern two basic 
methods of financing a company:
1/ the method of equity financing consisting in financ-

ing companies from their own funds (Brzeziński & 
Hayder, 1997, p. 34). It is also possible to finance 
the company with the use of funds provided by 
the shareholders. Therefore, the choice of financ-
ing means is dependent on an entity. One of the 
sources of capital may be the profit allocated for 
distribution among the entitled entities but not 
distributed by way of a resolution adopted at the 
shareholders’ meeting (i.e. the General Meeting of 
Shareholders) concerning increasing of the share 
capital. In the case of financing by means of the 
company’s own funds, the share capital is increased 
through retaining the profit (Egger & Merlo, 2011, 

p. 159). This model of financing is referred to as 
self-financing and exemplifies internal financing. 
On the contrary, financing with the funds provided 
by the shareholders may be considered external fi-
nancing (Litwińczuk, 2003);

2/ the method of debt financing is based on making 
the capital available to a company in a form of 
a loan, credit or bonds granted to the company by 
the financing entity, i.e. the shareholders, which in 
turn establishes the relationship of creditor – debt-
or between the financing entity and the financed 
company. Consequently, this situation causes the 
financing entity to play a double role towards the 
company, namely of the creditor and the share-
holder. 

Tax-related aspects of the method of 
equity financing
The analysis of the method of equity financing is pro-
vided and special attention is devoted to tax-related 
aspects. In the case of equity financing, the income 
arising from a share in the profit of a company is espe-
cially significant. Such income is payable to the share-
holders as dividend (Niels, 2010, p. 259). A share in 
the company’s net profit is paid as dividend. The net 
profit is calculated by deducting the corporate income 
tax from the total profit. Such profit may be utilised in 
the following ways:
1/ the total amount is retained in the company and uti-

lised for the purposes of further development;
2/ the total amount is allocated for distribution among 

the shareholders;
3/ the total amount is proportionally divided into 

a part constituting retained profit and a part allo-
cated for distribution (Litwińczuk, 2003).

Profit allocated to dividend is the part of a company’s 
profit allocated for distribution among the entitled enti-
ties and a dividend is an income derived from a share in 
this profit per each shareholder in a company. It should 
be noted that as opposed to the right to share in the an-
nual profit of a company, the right to dividend is not 
unconditional (Bandrzewski, 1996, p. 8). The right to 
dividend is manifested in the fact that shareholders may 
share the part of a company’s annual profit which is al-
located for distribution. The decision concerning alloca-
tion of a part of the annual profit for distribution among 
the entitled entities is made during the shareholders’ 
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meeting (i.e. the General Meeting of Shareholders) by 
way of a resolution (Helminen, 1999, p. 232). 

It is noteworthy that both the dividends and other 
income derived from a share in the profit of a compa-
ny are expenses incurred by the distributing company 
which are not considered tax deductibles in the light of 
income tax acts. Since there is no possibility to deduct 
such expenses as tax deductibles, the phenomenon of 
– economic double taxation – is observed. Thus the 
method of equity financing becomes less appealing if 
its tax-related aspects are considered. 

The phenomenon of economic double taxation con-
stitutes the most significant consequence of choosing 
the method of equity financing. Since the tax-related 
consequences are highly influential, the phenomenon 
of economic double taxation makes this method of fi-
nancing less appealing for companies. Double taxation 
consists in taxation of a company’s profit two times; 
first, the company pays income tax on the profit and; 
second, the shareholders pay tax on their dividends. 
This means that the same object, i.e. an economic phe-
nomenon, is taxed twice only two different entities pay 
the tax on it (Fiszer, 1990, p. 76; Głuchowski, 1983, p. 
59). The fact that both the company and the sharehold-
ers are taxable persons and the fact that tax is imposed 
on both income and capital constitute direct causes of 
the phenomenon of double taxation (Komar, 1996, p. 
55; Helminen, 1999, p. 232). This phenomenon does 
not emerge when debt financing is employed because 
income calculated by way of deducting interest from 
a company’s revenue as tax deductibles does not bear 
the burden of tax on the company’s income.  

Depending on whether the shareholder of the 
company distributing dividends is another company 
or a natural person, the phenomenon of economic 
double taxation may be considered from two different 
perspectives. Double taxation of companies acting as 
shareholders is a major impediment to building orga-
nizational and capital relationships between holding 
companies and subsidiaries within Holdings (Gajews-
ki, 2004, p. 97).

However, it is possible for the holding company to 
benefit from equity financing. If the method of equity 
financing is employed and the holding company con-
tributes to the majority of the subsidiary’s share capi-
tal, the dividends paid to the holding company will be 
treated by the OECD member countries in a privileged 

manner (OECD, 1987, p. 34; Portner, 1996, p. 266). 
This is because these countries make effort to alleviate 
the problem of economic double taxation by allowing 
deduction of the tax on profit allocated for distribution 
paid by the subsidiary from the tax payable on income 
that the holding company derives from dividend or ex-
empting dividend from tax in the case of the holding 
company (Poterba, 2004, p. 551).

Tax credit, on the other hand, serves to deduct the 
tax on profit allocated for distribution paid by the sub-
sidiary. Tax credit is granted to the holding company 
both on the basis of internal legal regulations and bi-
lateral agreements concerning avoiding double taxa-
tion (it is the so called indirect credit). Participation 
exemption also has a similar application as it serves 
tax exemption of dividends paid by subsidiaries to the 
holding company (Dziedzic-Wach & Michalszczyn, 
1997, p. 2). 

Some OECD member countries (such as Austria, 
the Netherlands, and Luxemburg) have introduced tax 
solutions ensuring full integration of taxes imposed on 
the profits of a company distributing dividends. The 
system comes down to eliminating income derived 
from dividends received by the holding company by 
way of tax exemption. In order for the system to be 
implemented, it is necessary for the holding company 
to provide a certain contribution to the subsidiary’s 
capital of at least 25% of its nominal value and to hold 
the shares for a certain period of time (Vogel, 1997, p. 
710; Sasseville, 1995, p. 32). 

Eliminating double taxation of dividends is much 
more complicated in the case of natural persons acting 
as shareholders. The difficulty that lies at the heart of 
the problem is that, in most OECD member countries, 
dividend is counted together with income arising from 
other sources and is taxed with a tax rate relevant for 
the total income of the taxable person. Statutory regu-
lations of only a few countries, such as Poland, differ 
in this matter (Aleksandrowicz, Fiszer & Jędrzejewski, 
1995, p. 9). The income derived from a share in a com-
pany’s profit and income derived from other sources of 
revenue are not aggregated in these countries. Income 
arising from a share in a company’s profit is taxed on 
the basis of its gross value with a separate tax rate of 
corporate income tax in line with the act of 26 July 
1991 on corporate income tax (Journal of Laws of 2010 
No. 51 item 307 as amended). 
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Economic consequences of 
employing the method of equity 
financing
In some OECD countries, the method of equity financ-
ing is subject to capital tax or tax on the nominal value 
of capital, capital transfer tax or the tax on legal and 
civil transactions whose object of taxation is the per-
formance of a legal transaction consisting in contribut-
ing to a company’s capital in exchange for receiving the 
right to share in its profit (Białobrzeski, 1998). Such tax 
types are operative in most OECD member countries, 
inter alia: Australia, Belgium, France, Ireland, Spain, 
the Netherlands, Japan, Luxemburg, Poland, and Swit-
zerland. Shareholders’ contributions to the capital are 
neutral from the point of view of taxation in other 
countries, apart from certain taxes on legal and civil 
transactions (Doernberg, 1995, p. 12).

An interesting phenomenon related to taxation is 
that some countries (Germany, Switzerland, and Italy) 
introduced taxes whose object of taxation is the value 
of capital (i.e. the net worth tax) and it is imposed on 
the value of shares held by natural persons (Hamaekers 
et al., 2006, p. 134; Sieker, 1997, p. 222).

Bearing in mind the abovementioned factors, the 
shareholders planning to adopt the method of equity 
financing must take into account these additional tax 
burdens – related to taxation of a company’s profit 
and income arising from a share in this profit. Besides 
double taxation of a company’s profit in the economic 
sense, the ban on deducting dividends as tax deduct-
ibles by companies constitutes another tax-related 
difference between the methods of debt and equity 
financing. It is not surprising that countries which 
introduced the taxes mentioned above (the capital tax 
and the net worth tax) perceive thin capitalization and 
consequently introduce legal regulations limiting this 
phenomenon (Hayder, 2000, p. 41).  

In conclusion, when considering choosing the 
method of equity financing in the light of tax law, the 
following factors must be born in mind:
-  as a rule, dividends are not considered tax deduct-

ibles for a company distributing them and thus may 
not be deducted from the revenue of this company;

-  statutory regulations of some OECD member 
countries contain such rules concerning taxation 
of companies’ profits and dividends – as part of the 
profit – that take into account the phenomenon of 

thin capitalization in the economic sense;
-  share capital may be subject to capital tax;
-  net worth tax may be imposed on shareholders;
-  the distributed dividend may be taxed with the so 

called withholding tax which is calculated, col-
lected and paid by the distributing company; if the 
receiver of the dividend is a resident of a different 
country than the country in which the company has 
its registered office, agreements concerning double 
taxation may stipulate reduction of the rate of the 
withholding tax; such agreements are based on Ar-
ticle 10 of the OECD Model Agreement (Fuest & 
Hemmelgarn, 2005, p. 512).

The phenomenon of economic double taxation of in-
come derived from dividend is the most serious and 
the most widespread factor causing companies to re-
frain from adopting the method of equity financing. 
Shareholders are forced to search for other alternative 
methods of financing. Moreover, the way of separation 
of the jurisdiction of the country at source and the 
jurisdiction of the country of residence is also an im-
portant matter stipulated in bilateral agreements based 
on the OECD Model Agreement concerning avoiding 
double taxation. In accordance with the OECD Model 
Agreement, both countries of the parties entering an 
agreement may impose tax on dividends, however, 
the right to impose tax on income derived from this 
source is limited in case of the country at source and 
the country of residence is obliged to adopt a relevant 
method of avoiding double taxation (OECD, 1992, 
p. 108). Nevertheless, practice unfortunately differs 
among OECD member countries. On the one hand, if 
the country at source relinquishes the right to impose 
tax on the income derived from dividends, foreign in-
vestors will be encouraged, on the other hand, this will 
cause loss to the budget since less money will be col-
lected as income tax (Becker & Fuest, 2011).

From the point of view of taxpayers, the method of 
equity financing is definitely much less appealing for 
companies than the method of debt financing. In the 
case of thin capitalization, the choice of a method of 
financing is dependent on the need to optimize taxa-
tion in companies. The method of debt financing is 
predominantly more appealing for the shareholders 
who employ it (Overesch & Wamser, 2010). The ben-
efit brought about by this method is especially perceiv-
able in comparison to the method of equity financing. 
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The difference may be recognized on both the domes-
tic level, i.e. when the shareholder and the financed 
company are residents of the same country but also on 
the international level when these entities are residents 
of different countries (Valchy, 2008, p. 660).

Legal regulations concerning taxation of income 
derived from interest paid to shareholders who have 
chosen the method of debt financing allow to classify 
the expenses incurred by the company with respect to 
this operation as tax deductibles. Consequently, the 
income of the company which is subject to taxation is 
lowered; such income is considered the positive result 
of subtraction of tax deductibles from the revenue. 

Differences related to taxation with respect to the 
chosen method of financing are more visible in the 
case of cross-border settlements when the financing 
entity is a shareholder residing or having a registered 
office on a territory of a different country than the one 
in which the financed company has its registered of-
fice. In this case, the rules governing taxation of the 
income discussed in this paper may be altered on the 
basis of stipulations provided in bilateral agreements 
concerning prevention and avoidance of double taxa-
tion (Lipowski, 1999, p. 16).

The fact that the method of debt financing is fre-
quently adopted by companies in practice point to 
a conclusion that tax-related aspects constitute the 
main reasons behind choosing the method of debt fi-
nancing. As a result, fiscal authorities and the legisla-
ture itself undertake strenuous action with respect to 
this financing solution. Such strenuous reaction arises 
due to the fact that the basic function of tax is being 
a public levy serving, first of all, as a source for cover-
ing the state’s demand for public income and, second 
of all, as means of exerting a certain influence on the 
economic behaviour of taxable persons, which is the 
so called non-fiscal function of taxes (Gomułowicz & 
Małecki, 2002; Gajl, 1992).

As Laconick and O‘Sullivan (2000) rightly observe, 
the evaluation of the tax-related and economic con-
sequences of the method of equity financing demon-
strates their influence on the policy of American and 
European companies manifesting itself in the grow-
ing number of companies seeking external financing 
sources on the capital market or getting into debts 
granted by banks. According to Palpaceur (2008) such 
policy leads to an increase in the importance of banks 

and other financial institutions among shareholders – 
institutional investors – and the increased influence of 
these entities over the strategy of companies forming 
corporations. (p. 1120). 

Conclusions
Bearing in mind the abovementioned factors, it is pos-
sible to draw a conclusion that although the method 
of equity financing is “safer” for companies, since it is 
less likely to be challenged by tax authorities, it is less 
beneficial than the method of debt financing due to the 
tax-related advantages brought by it. Undoubtedly, the 
adverse phenomenon related to the method of equity 
financing is economic double taxation. This phenom-
enon causes the costs of adopting this method to in-
crease, which, from the economic perspective, has di-
rect influence over the decisions made by companies.

As Devereux, Lockwood, and Redoano (2008) justly 
state the phenomenon of economic double taxation 
will influence the process of harmonization of the tax 
policies of OECD member countries concerning the 
corporate income tax, especially at the time of crisis. 
(p. 1220).

Furthermore, it may be explicitly stated that a com-
pany must carry out a realistic assessment of the tax-re-
lated consequences arising from the chosen method of 
financing before it chooses the method of thin capital-
ization. This is because these tax-related consequences 
are one of be basic factors influencing an economic po-
sition of a company. Since tax-related consequences of 
the method of equity financing are much less beneficial 
for a company than those of the method of debt financ-
ing, it may be stated that this phenomenon has direct 
influence on the economic consequences. It is not sur-
prising that due to taking the very economic point of 
view any entity would choose a less burdensome tax 
policy allowing it to achieve its economic goals.
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