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European Commission proposes directive 
to address tax-induced debt equity bias 
 
On 11 May 2022, the European Commission announced the release of a draft 
for a new directive laying down rules to address the tax-induced debt-equity 
bias. The proposal includes both a debt-equity bias reduction allowance (also 
referred to as DEBRA) in the form of notional interest deduction on equity and 
a general limitation on the tax deductibility of debt-related interest payments. 
The initiative first was announced on 18 May 2021 by the European 
Commission in its Communication on Business Taxation for the 21st Century. 
 

Background 
Under current tax rules, businesses in EU member states generally may deduct 
interest attached to debt financing, but not the costs related to equity 
financing. This asymmetry in tax treatment of debt and equity financing across 
the EU induces a bias towards debt in investment decisions. According to the 
European Commission, encouraging companies to accumulate debt may lead 
to a high incidence of insolvency, with a negative effect for the EU as a whole. 
The debt bias also penalizes the financing of innovation through equity. For 
these reasons, the European Commission proposes to tackle the debt-equity 
bias by introducing two separate rules that would operate independently and 
apply to all taxpayers that are subject to corporate income tax in one or more 
member states, except for certain financial undertakings. 
 

Allowance on equity 
The draft directive proposes an allowance on equity by providing for the tax 
deductibility of notional interest on increases in net equity. The deductible 
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amount would be computed by multiplying the allowance base by the 
applicable notional interest rate (NIR). 
 
The allowance base is the year-on-year increase in net equity, i.e., the 
difference between the net equity at the end of the relevant tax year and the 
net equity at the end of the preceding tax year. 
 
The NIR consists of two components, the currency specific risk-free rate and a 
risk premium. The risk-free rate is based on Directive 2009/138/EC (the 
Solvency II directive) and the risk premium generally would be set at 1%. 
However, a higher rate of 1.5% is proposed for small and medium-sized 
enterprises to acknowledge that they usually face a higher burden in obtaining 
financing. 
 
The allowance on equity would be granted for 10 years, meaning that it would 
be deductible in the year it was incurred and in the next successive nine years. 
To prevent tax abuse, the deductibility of the allowance for each tax year 
would be limited to a maximum of 30% of the taxpayer’s earnings before 
interest, taxes, depreciation, and amortization (EBITDA). Any excess allowance 
that cannot be deducted as a consequence of the 30% limitation would be able 
to be carried forward indefinitely. Any unused allowance capacity could be 
carried forward for five years, where the allowance on equity does not reach 
the maximum amount. 
 
In addition to the 30% EBITDA rule, the directive proposal contains several 
other anti-abuse provisions to prevent the use of the allowance as a new 
mechanism for base erosion and to prevent effecting an equity increase in an 
abusive manner. The anti-abuse measures address among other issues, 
intragroup loans, certain cash contributions, and equity increases as result of a 
contribution in kind or investment in assets. If a taxpayer’s equity decreases in 
a certain year after the taxpayer has been granted the allowance on equity in a 
preceding year, the rules provide that a proportionate amount (calculated in 
the same way as the allowance) would become taxable for 10 years, unless the 
decrease is caused exclusively by losses or a legal obligation. 
 

Limitation on interest deductibility 
The allowance on equity is accompanied on the debt side by a rule limiting the 
deductibility of interest. This rule is generic and would limit the deductibility of 
interest to 85% of the taxpayer’s exceeding borrowing costs, i.e., the excess of 
interest paid over interest received. 
 
All EU member states either already have implemented a general interest 
limitation rule in accordance with article 4 of the EU Anti-Tax Avoidance 
Directive (ATAD I), or are continuing to apply equally effective existing domestic 
measures through 1 January 2024 under transitional provisions in ATAD I. The 
European Commission has indicated that the interest limitation rules based on 
ATAD I should apply in parallel with the interest limitation rule proposed in this 
directive. Taxpayers would first calculate the deductibility of exceeding 
borrowing costs under the proposed new rule and then under ATAD I, with the 
lower of the two amounts being deductible. In the event that the parallel 
application resulted in a lower deductible amount under the ATAD I rule, the 
taxpayer would be entitled to carry the difference forward and/or back in 
accordance with the domestic implementation of the ATAD I rule. 
 

Next steps 
For the directive proposal to be adopted, Member States would need 
unanimously to agree in the Council of the EU on the draft text. The European 
Parliament and European Economic and Social Committee also must be 
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consulted and give their opinion, although this is not binding. The proposal 
may, therefore, be viewed as the starting point for discussions. 
 
If adopted, EU Member States would be required to transpose the directive 
into their domestic legislation. Currently, the implementation deadline is set at 
31 December 2023 and it is proposed that Member States apply the directive 
as from 1 January 2024. The six Member States (Belgium, Cyprus, Italy, Malta, 
Poland, and Portugal) that already have rules in place providing for an 
allowance on equity may choose to apply a “grandfathering” clause. This 
means that taxpayers that already benefit from a domestic allowance on equity 
as at the date of entry into force of the directive would be able to continue to 
benefit from the specific national allowance for a period of up to 10 years. 
 

 

Contacts   

If you have any questions concerning the items in this alert, please contact 
your usual tax consultant at our Deloitte office in Belgium or: 
 
• Tim Wustenberghs, twustenberghs@deloitte.com, + 32 2 800 71 48 
• Brecht Sohier, bsohier@deloitte.com, + 32 2 600 67 60 
• Eric von Frenckell, evonfrenckell@deloitte.com, + 32 2 800 70 61 
 
For general inquiries, please contact: 
bedeloittetax@deloitte.com, + 32 2 600 60 00 
 
Be sure to visit us at our website: Deloitte Global Business Tax 

 

Stay tuned with the latest developments: 
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