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A key challenge for economic policy today is to make the financial system more 
resilient. The literature finds that high indebtedness (or: leverage), both in the 
financial and in the real sectors, is a danger to macroeconomic stability and 
growth. Moreover, the design of the corporate tax system is an important 
determinant of leverage: in many countries interest paid on debt is tax-deductible 
while the return on equity is not, such that tax systems incentivize debt-type 
financing and, hence, leveraging. This article summarizes the debate about the 
implications of corporate taxation for leverage and economic stability. Proposals 
for addressing the debt bias of taxation are also presented. 

 

Following the Global Financial Crisis, interest in the drivers of excessive leverage 
rose, based on the observation that indebtedness had massively increased during the 
buildup to the crisis. Several policy measures have been implemented since then, 
including the Basel III capital regulations that limit bank leverage (Financial Stability 
Board 2015), and macro-prudential policies aimed at preventing (sectoral) credit 
booms (ESRB 2016). While regulatory adjustments have helped reduce leverage 
within the financial sector, the global debt-to-GDP ratio excluding financial firms 
continues to rise (Buttiglione et. al 2014). 

Leverage and macroeconomic stability 

Current research has identified a destabilizing effect of excessive leverage. While the 
focus of the debate in Europe has centered on public debt in recent years, the origins 
of the Global Financial Crisis, which followed a housing boom, are found mainly in 
private credit (Jordà et al. 2014). Schularick and Taylor (2012) and Jordà et al. (2013) 
present evidence that credit growth – and hence leverage - is an important predictor 
of financial crises. While credit expansions are also important for boosting 
innovation, past financial crises show that financial instability is often the result of 
“credit booms gone wrong“. In a similar vein, Brunnermeier and Schnabel (2014) 
point out that lending booms and high leverage favor the emergence of asset price 
bubbles and deepen economic downturns – which can, in turn, harm the stability of 
the financial sector.  

But why is a high share of debt-financing dangerous? The more indebted a firm is, 
the more sensitive it becomes to adverse shocks, such that its probability of default 
rises. When firms get more risky, banks extending credit to these firms can also 
become more vulnerable to shocks. In addition, Adrian and Brunnermeier (2011) 
show that bank leverage increases not only the individual probability of default, but 
also contributes to systemic risk and, thus, to financial instability. 

 

http://www.diw-berlin.de/de/diw_01.c.413274.de/presse/diw_glossar/basel_iii.html
http://www.fsb.org/wp-content/uploads/Corporate-funding-structures-and-incentives.pdf
http://www.fsb.org/wp-content/uploads/Corporate-funding-structures-and-incentives.pdf
https://www.esrb.europa.eu/mppa/html/index.en.html
http://cepr.org/sites/default/files/news/Geneva16_0.pdf
http://www.nber.org/papers/w20771.pdf
http://pubs.aeaweb.org/doi/pdfplus/10.1257/aer.102.2.1029
http://onlinelibrary.wiley.com/doi/10.1111/jmcb.12069/abstract?userIsAuthenticated=false&deniedAccessCustomisedMessage=
http://scholar.princeton.edu/sites/default/files/markus/files/bubbles_centralbanks_historical_0.pdf
http://www.nber.org/papers/w17454
https://www.bundesbank.de/Redaktion/DE/Glossareintraege/S/systemisches_risiko.html
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The debt bias of taxation 

Regarding policy-related determinants of high leverage, different studies show that 
the design of the tax system is an important driver of firms’ capital structure (Feld et 
al. 2013). Most countries’ tax systems discriminate against equity because interest 
expenses on debt are tax-deductible, while a similar deduction for the cost of equity 
is rarely ever granted. Therefore, interest payments shield firm profits from taxes, 
such that a firm can increase its value by leaning its funding mix toward more debt 
instead of equity (Modigliani and Miller 1963).  

In most EU-countries, tax systems significantly discriminate against equity, such 
that the debt bias of taxation is quite large (European Commission 2013, Figure 4.1). 
Hence, corporations are incentivized to take on excessive leverage over what would 
be optimal under a non-distortive taxation system (Financial Stability Board 2015). 
According to De Mooij (2012), the social welfare loss related to the debt bias of 
taxation is probably substantial, when considering not only the welfare costs related 
to distortive taxation, but also the negative externalities of the debt bias, like 
increased systemic risk and macroeconomic instability.  

Implications for nonfinancial and financial firms 

Empirical analyses suggest a sizable impact of taxation on firms’ capital structure, 
both in the nonfinancial and financial sectors (Fatica et al. 2012, Langedijk et al. 
2015). Overall, the literature identifies a positive link between corporate income tax 
rates and leverage. Summarizing information from 19 empirical studies, De Mooij 
(2011) concludes that the median tax elasticity of corporate leverage is 0.5, meaning 
that a 10% increase in the corporate tax rate (e.g. from 30 to 33%) leads to a 5% 
increase in leverage (e.g. from 60 to 63%).  

Figure 1: Debt bias of taxation and the probability of crisis 

 
Source: International Monetary Fund (2013) “Fiscal Monitor”, Figure 3.1 

http://www.sciencedirect.com/science/article/pii/S037842661300160X
http://www.sciencedirect.com/science/article/pii/S037842661300160X
http://www.jstor.org/stable/1809167?seq=1#page_scan_tab_contents
http://ec.europa.eu/economy_finance/publications/european_economy/2013/pdf/ee5_en.pdf
http://www.fsb.org/wp-content/uploads/Corporate-funding-structures-and-incentives.pdf
http://onlinelibrary.wiley.com/doi/10.1111/j.1475-5890.2012.00170.x/abstract
http://ec.europa.eu/taxation_customs/resources/documents/taxation/gen_info/economic_analysis/tax_papers/taxation_paper_33_en.pdf
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2610751
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2610751
https://www.google.de/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&ved=0ahUKEwj0i_OI_urLAhUBYg8KHWDKBE0QFggiMAA&url=https%3A%2F%2Fwww.imf.org%2Fexternal%2Fpubs%2Fft%2Fwp%2F2011%2Fwp1195.pdf&usg=AFQjCNFL5Ue8YvEvwcuU0TzFmYYQWo7f-A&cad=rja
https://www.google.de/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&ved=0ahUKEwj0i_OI_urLAhUBYg8KHWDKBE0QFggiMAA&url=https%3A%2F%2Fwww.imf.org%2Fexternal%2Fpubs%2Fft%2Fwp%2F2011%2Fwp1195.pdf&usg=AFQjCNFL5Ue8YvEvwcuU0TzFmYYQWo7f-A&cad=rja
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The debt bias of taxation also affects financial institutions. Prior to the Global 
Financial Crisis, financial firms were typically excluded from the analysis, the reason 
being that they face significantly different funding decisions than nonfinancial 
corporations: For example, banks are subject to regulatory capital requirements to 
which nonfinancial firms are not (Langedijk et al. 2015). Yet, banks often do not hold 
the minimum required capital, but rather operate under a higher capital ratio: Gropp 
and Heider (2010) show that the impact of corporate income taxes on the leverage of 
nonfinancial firms and banks is similar - as long as banks are not too close to the 
regulatory capital requirement. Similarly, Hemmelgarn and Teichmann (2013) 
present evidence that the capital structure of banks reacts to tax changes.  

Langedijk et al. (2015) stress that the negative impact of the tax-induced debt bias is 
particularly critical for banks. Their findings suggest that reducing the preferential 
tax treatment of debt – and hence bank leverage - could significantly reduce the 
public costs of financial crises. In addition to the costs, the debt bias of taxation can 
also affect the probability of crises. Based on calculations from the IMF 
(International Monetary Fund 2013), Figure 1 illustrates that especially in those 
countries where banks were highly levered, eliminating the tax preference of debt 
could have reduced the probability of crisis. 

Addressing the debt bias of taxation 

To mitigate the tax preference of debt over equity, several measures have been put 
forward. Building on the observation that corporate leverage increases with the tax 
rate, a first suggestion is to cut corporate tax rates (Fatica et al. 2012). This would 
decrease the value of the tax shield for debt. Yet, evidence from the US suggests that 
while corporate leverage significantly rises in response to tax increases, it does not 
respond to tax cuts (Heider and Ljungquist 2015). Consequently, cutting tax rates 
may not effectively reduce leverage. 

Figure 2: Evolution of the equity ratio for Belgian banks and the control group of 
banks  

 
Source: Schepens (2014) “Taxes and bank capital structure”, Figure 1 

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2610751
http://rof.oxfordjournals.org/content/early/2010/03/30/rof.rfp030.short
http://rof.oxfordjournals.org/content/early/2010/03/30/rof.rfp030.short
http://ec.europa.eu/taxation_customs/resources/documents/taxation/gen_info/economic_analysis/tax_papers/taxation_paper_37.pdf
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2610751
http://www.imf.org/external/pubs/ft/fm/2013/02/pdf/fm1302.pdf
http://ec.europa.eu/taxation_customs/resources/documents/taxation/gen_info/economic_analysis/tax_papers/taxation_paper_33_en.pdf
http://www.sciencedirect.com/science/article/pii/S0304405X15000057
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When aiming at establishing tax neutrality between debt and equity, two main 
measures have been proposed: (1) an Allowance for Corporate Equity (ACE); and (2) 
a Comprehensive Business Income Tax (CBIT). 

A number of countries, for example Belgium, Brazil, Italy, and Latvia have 
introduced an Allowance for Corporate Equity (ACE). ACE systems mitigate the 
tax preference of debt over equity by allowing companies to deduct a notional 
interest rate on their corporate equity (Corit Academic 2014). For the Belgian case, 
aus dem Moore (2013) shows that the introduction of an ACE led to a reduction in 
leverage. Panier et al. (2013) confirm that nonfinancial firms - especially large and 
new ones – have become better capitalized in response to the reduction in the tax 
preference of debt. Princen (2012) finds that leverage of nonfinancial firms declined 
by 2-7%. Hebous and Ruf (2015) note that the Belgian ACE reduced leverage of 
multinational affiliates by 3-5 percentage points. In contrast, Klemm (2007) argues 
that, in Brazil, the introduction of a similar system led to higher dividend payments 
and an increase (instead of a fall) in debt-equity ratios, with dividends being paid 
through increasing debt. Nonetheless, this may be due to the peculiarities of the 
Brazilian tax system. 

Regarding the effects of an ACE on financial firms, Schepens (2014) presents 
evidence that, following the introduction of an ACE in 2005, Belgian banks increased 
their equity ratios relative to other European banks (Figure 2). Since the ACE works 
as a tax shield for equity, it makes equity funding more attractive. It is important to 
note that it does not increase equity ratios by merely decreasing lending activities, 
which would negatively affect the real sector. Moreover, the tax relief for equity 
reduced banks’ risk taking incentives, especially for the weakly capitalized banks 
(Schepens 2014). Due to its immediate impact on financial stability, De Mooij (2012) 
argues that an ACE seems even more promising in the banking sector than in the 
nonfinancial sector. 

Yet, the introduction of an ACE also brings about complications: it narrows the tax 
base. If the resulting loss of revenue needs to be compensated for, increasing 
corporate income taxes could be an option. This, in turn, is a disadvantage for the 
country introducing the novel system in a globalized world where capital is 
internationally mobile (Klemm 2007). Possibilities to reduce revenue losses could 
include international tax coordination or limiting the allowance to new equity, as in 
Italy (De Mooij 2012). 

Alternatively, the deductibility of interest paid on debt could be abolished under a 
Comprehensive Business Income Tax (CBIT). In this case, the tax base increases, 
such that corporate income tax rates could potentially be lowered (Fatica et al. 2012). 
However, denying the tax-deductibility of interest payments could have negative 
effects on investment in the short term, as it makes debt-financing more expensive. 

Several countries have implemented tax rules in the spirit of CBIT. For example, 
according to Buettner et al. (2012), about two-thirds of OECD countries have applied 
thin capitalization rules that restrict interest-deductibility for firms with high 
leverage. The authors find that these rules have helped to reduce the leverage of 
multinationals’ subsidiaries. Blouin et al. (2014) stress that these capitalization rules 
are only effective if restrictions are automatic and do not allow for government 
interventions. Following a similar logic, earnings-stripping rules aim at limiting 
interest deductibility when net interest expenses exceed a certain threshold. They 
are applied in several European countries (European Commission 2015a, 2014, 2013).  

 

http://corit-academic.org/wp-content/uploads/2014/01/Allowance-for-Corporate-Equity-%E2%80%93-Overview-of-existing-Equity-and-Dividend-Deduction-Regimes-and-the-International-Tax-Law-treatm2.pdf
http://www.eea-esem.com/files/papers/EEA-ESEM/2014/353/NadM_ACE-Leverage_2013-10.pdf
http://www.premiojfa.org/uploads/2013/Capital_Structure_and_Taxes_What_Happens_When_You_(Also)_Subsidize_Equity.pdf
https://www.cesifo-group.de/de/ifoHome/publications/working-papers/CESifoWP/CESifoWPdetails?wp_id=17506341
https://www.cesifo-group.de/de/ifoHome/publications/working-papers/CESifoWP/CESifoWPdetails?wp_id=19160876
http://cesifo.oxfordjournals.org/content/53/2/229.full.pdf+html
https://www.aeaweb.org/aea/2015conference/program/retrieve.php?pdfid=666
https://www.aeaweb.org/aea/2015conference/program/retrieve.php?pdfid=666
http://onlinelibrary.wiley.com/doi/10.1111/j.1475-5890.2012.00170.x/abstract
http://cesifo.oxfordjournals.org/content/53/2/229.full.pdf+html
http://onlinelibrary.wiley.com/doi/10.1111/j.1475-5890.2012.00170.x/abstract
http://ec.europa.eu/taxation_customs/resources/documents/taxation/gen_info/economic_analysis/tax_papers/taxation_paper_33_en.pdf
http://www.sciencedirect.com/science/article/pii/S0047272712000710
http://www.voxeu.org/article/thin-capitalisation-rules-and-corporate-leverage
http://ec.europa.eu/economy_finance/publications/eeip/ip008_en.htm
http://ec.europa.eu/economy_finance/publications/european_economy/2014/ee6_en.htm
http://ec.europa.eu/economy_finance/publications/european_economy/2013/ee5_en.htm
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Conclusion 

In many countries, tax systems still incentivize over-indebtedness for both 
nonfinancial and financial firms. This issue recently showed up on the policy agenda 
in the realm of the debate about a European Capital Markets Union: According to 
the European Commission (2015b), the tax-induced debt bias may add to European 
firms’ tendency to heavily rely on debt and bank financing – which is shown to 
impair macroeconomic stability and growth. 

The tax deductibility of interest payments has not been adequately addressed up 
until now, despite some countries’ efforts to restrict the tax subsidies for debt 
(European Commission 2013). While the prevailing debt bias of taxation works 
against regulatory efforts made to reduce leverage, ACE systems support capital 
regulations in their pursuit for a more stable financial sector (De Mooij et al. 2013).  
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