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Summary 
 
This policy brief makes the following key points: 

• The G20/OECD Base Erosion and Profit Shifting (BEPS) Project is an international initiative 
intended to strengthen the international tax system through the adoption of a 15-point plan 
and the 2021 Pillar One and Pillar Two consensus proposals. 

• BEPS Action 4 proposes reforms to limit deductions for cross-border interest and other 
financial payments by multinational enterprises (MNEs) as these deductions contribute to 
base erosion and profit shifting. 

• Limitations on cross-border interest deductions have existed for some years in the tax rules 
of various countries, with two classes of interest limitation rules emerging worldwide. The first 
is a thin capitalisation approach based on debt, equity and assets in the balance sheet of MNEs 
and the second is an earnings stripping approach based on interest as a share of EBITDA 
(Earnings Before Interest, Tax, Depreciation and Amortization). Most rules provide a safe 
harbour ratio, which is the simplest way for MNEs to comply with the rules. 

• The Action 4 report recommends an earnings stripping rule based on EBITDA as best practice 
to combat BEPS arising from deductible interest and other financial payments. Specifically, it 
recommends implementation of (1) a fixed ratio rule, (2) a worldwide group ratio rule, and  
(3) risk-based targeted rules. 

• Australia has had a thin capitalisation rule based on the balance-sheet approach since 2001, 
including a fixed ratio rule, a worldwide group ratio rule and an arms-length rule. Australia has 
not followed the Action 4 recommendation for an earnings stripping rule based on EBITDA. 

• As part of its ongoing commitment to measure and monitor BEPS, the OECD reports in its 
Corporate Tax Statistics about the adoption of interest limitation rules around the world. 
About half of the Inclusive Framework member states have implemented interest limitation 
rules. Of these, about half apply a balance-sheet approach and half apply an EBITDA-based 
rule.  

• The Inclusive Framework Pillar Two proposal for a global corporate minimum tax to address 
base erosion (GloBE) overlaps to some extent with interest limitation rules, as it will help to 
limit base erosion using cross-border interest deductions, including by denying a deduction 
for cross-border payments in some circumstances (see Policy Brief 17/2021). 
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Introduction  
 
The G20/OECD Base Erosion and Profit Shifting (BEPS) Project is an international initiative intended to 
strengthen the international tax system through the adoption of a 15-point plan and the 2021 Pillar 
One and Pillar Two consensus proposals. BEPS Action 4 proposes reforms to limit base erosion by 
means of deductions for cross-border interest and other financial payments by multinational 
enterprises (MNEs).  
 
This Policy Brief explains the origins and different approaches to interest limitation rules around the 
world, including developments since the Global Financial Crisis and after the BEPS project. It explains 
the Action 4 recommendations for best practice interest limitation rules and discusses the extent of 
adoption of the recommended approach globally, and in Australia. It then discusses the impact of 
these rules, the challenges in designing effective rules to control BEPS produced by deductible interest 
and the potential impact of the Inclusive Framework Two-Pillar Solution on these cross-border 
arrangements. 
 

1     What is BEPS? 
 
The G20 declared the era of bank secrecy over in 2009 and later called for action to strengthen 
international taxation standards.  The OECD responded with a 15-point Action Plan to address taxation 
issues with digitalisation (Action 1); and reform the international tax system to bring cohesion (Actions 
2-5), restore substance (Actions 6-10), improve transparency (Actions 11-14), and develop a 
multilateral instrument (Action 15).  This launched the international project to prevent Base Erosion 
(or double non-taxation) and Profit Shifting from jurisdictions where profitable activities take place: 
the BEPS Project. 
 
OECD working groups developed technical policy proposals (released October 2015), recommending 
updates to the model tax convention, OECD-issued guidance, and domestic policy.  From November 
2016, the Multilateral Instrument would update more than half of the world’s bilateral tax 
agreements. 
 
Participation in the OECD/G20 BEPS project is now widespread, including through the launch of 
multiple global forums and the Inclusive Framework (now 141 jurisdictions), membership of which 
requires commitment to the BEPS four ‘minimum standards’. Having broadly addressed its mandate 
to implement the proposed package, the Inclusive Framework delivered in October 2021 Pillar-One 
(on a new nexus approach) and Pillar-Two (on a minimum global tax) as consensus proposals to tackle 
the digitalising global economy.  
 

2     Action 4 – Limitation on interest deductions  
 

What is the issue? 
 
The generation of large interest deductions reduces taxable income in the jurisdiction where the 
interest is generated, potentially eroding the corporate tax base. The generation of deductions for 
cross-border interest and other economically equivalent financial payments is a significant part of 
MNE international tax planning. This may be done, for example, through the use of excessive related-

https://www.imf.org/external/np/sec/pr/2009/pdf/g20_040209.pdf
http://www.g20.utoronto.ca/2013/2013-0216-finance.html
http://www.g20.utoronto.ca/2013/2013-0216-finance.html
https://www.oecd.org/ctp/BEPSActionPlan.pdf
https://www.oecd.org/ctp/beps-2015-final-reports.htm
https://www.oecd.org/ctp/treaties/model-tax-convention-on-income-and-on-capital-condensed-version-20745419.htm
https://www.oecd.org/tax/transfer-pricing/oecd-transfer-pricing-guidelines-for-multinational-enterprises-and-tax-administrations-20769717.htm
https://www.oecd.org/tax/treaties/multilateral-convention-to-implement-tax-treaty-related-measures-to-prevent-beps.htm
https://www.oecd.org/global-relations/globalforums/
https://www.oecd.org/tax/beps/statement-on-a-two-pillar-solution-to-address-the-tax-challenges-arising-from-the-digitalisation-of-the-economy-october-2021.htm
https://www.oecd.org/tax/beps/tax-challenges-arising-from-digitalisation-report-on-pillar-one-blueprint-beba0634-en.htm
https://www.oecd.org/tax/beps/tax-challenges-arising-from-digitalisation-report-on-pillar-two-blueprint-abb4c3d1-en.htm
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party or third-party debt to achieve interest deductions in a country with a relatively high tax rate, 
known as thin capitalisation or earnings stripping. The debt may also be used to finance the production 
of low or zero-tax income or to defer tax on income in another low-tax jurisdiction or tax haven.   
 
Large interest deductions are not always evidence of aggressive tax planning. Tax is only one of many 
considerations in determining MNE capital structure.  Other relevant considerations include the cost 
of funds, cash flow, control, the size of the MNE corporate group or subsidiary company, the sector in 
which the MNE operates and the marketability of the MNE or its subsidiaries on capital markets. The 
tax policy challenge is how to design rules to prevent base erosion by thin capitalisation or earnings 
stripping without undermining efficiency in global capital markets.   
 
Some governments have had rules in their tax legislation to limit interest deductibility in response to 
base erosion for decades. In 1969, the United States enacted section 385 of its Internal Revenue 
Code, which permitted the US Internal Revenue Service to determine if loans between related 
companies were equity investments in substance and to recharacterize the deductible interest as non-
deductible dividends. More generally, rules to limit deductibility of cross-border interest payments 
have been implemented around the world since the liberalisation of cross-border capital flows in the 
1980s and 1990s.  
 
Many OECD member states enacted thin capitalisation rules to limit interest deductions based on a 
ratio of debt to equity of a company.  For example, a ratio of 3:1 means that a deduction is denied for 
interest on debt above the ratio of three times equity for the company. However, the debt to equity 
ratio approach did not limit absolute debt levels and therefore was not always effective to prevent 
earnings stripping. For example, a MNE group may be able to inject sufficient equity into the relevant 
group company to comply with limitations and still succeed in transferring profits out of the 
jurisdiction.   
 
Historically, the OECD had recommended that tax authorities combat the rise in tax-deductible debt 
finance with a flexible case-by-case approach rather than a hard and fast rule. However, since the 
Global Financial Crisis of 2009, interest limitation rules became more prevalent and countries 
developed a proliferation of different rules, including rules based on a more traditional thin 
capitalisation regime using debt to equity or asset ratios in the balance sheet; and newer earnings 
stripping rules based on an EBITDA-based ratio.  
 
The problem of excessive interest deductions is distinct from transfer pricing because it addresses the 
decision of a MNE about the extent of debt capitalisation of its operations in a jurisdiction, rather than 
the rate of interest paid on debt.  However, the Action 4 recommendations discussed in this Policy 
Brief are interconnected with other BEPS recommendations including recommendations on transfer 
pricing regarding the pricing of related party financial transactions (Policy Brief 8/2021); hybrid 
arrangements such as equity with debt-like characteristics (Policy Brief 2/2021) and controlled foreign 
corporation rules (Policy Brief 3/2021).  
 

What does the OECD Recommend?  
  
The BEPS Action Plan, including Action 4, takes the approach of recommending a set of common rules 
which will enable countries to make sovereign tax policy choices and alleviate pressures associated 
with preferential regimes.  The Action 4 report views preferential regimes for interest deductions as 
contributing to a harmful race to the bottom in tax rates for mobile types of income including interest 
and other financial flows (see Policy Brief 5/2021 on harmful tax practices).  
 

http://corit-academic.org/wp-content/uploads/2011/12/60TI0683-Webber.pdf
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The OECD delivered the BEPS Action 4 discussion draft paper in December 2014 in which it set out 
existing country approaches to tackling thin capitalisation and earnings stripping to generate BEPS by 
interest deductions. The discussion draft noted the diversity and complexity of the legal responses by 
different countries to this problem, which did not fully address the underlying issues.  
  
The Action 4 report highlighted three main BEPS risks arising from interest deductibility:  

• Debt loading, or excessive debt generated by MNEs in relatively high tax countries; 
• The use of intragroup loans by MNEs to generate interest deductions in excess of the group’s 

actual third-party expenses; and  
• The use by MNEs of debt finance with deductible interest to fund the generation of tax-

exempt income.  
 
Following the discussion draft and comments received, the BEPS Action 4 Final Report (2015) 
recommended the adoption of an EBITDA-based earnings stripping rule as best practice on the basis 
that it targets base-eroding practices most effectively. The Action 4 report recommended adopting a 
limitation on interest deductions as a fixed ratio of earnings, measured using the standard accounting 
concept, Earnings Before Interest, Tax, Depreciation and Amortization (EBITDA).  Specifically, the 
Action 4 report recommended that the net interest of an MNE group should be limited by applying a 
ratio of 10% to 30% of interest expense (as the numerator) to EBITDA (as the denominator). 
 
The EBITDA-based approach is consequently referred to as an earnings stripping rule. The measure of 
earnings by EBITDA is recommended as a reasonable metric for economic activity of the MNE in a 
jurisdiction. The Action 4 report also provides flexibility for countries to use a ratio of earnings before 
interest and tax (EBIT). The recommended ratio of 10% to 30% is based on data provided by the 
Business and Industry Advisory Committee (BIAC) of the OECD, with PricewaterhouseCoopers, about 
debt of publicly traded MNEs between 2009 and 2013 (refer to Annexure B of the final report and 
page 179 of the public comments on the 2014 draft report). At the recommended ratio of interest to 
EBITDA, between 62% to 87% these publicly traded MNEs would have been able to deduct fully their 
net interest expense arising from debt with third parties, such as banks. 
 
A further design issue is whether the interest limitation rule should address debt of the global MNE 
group, or of specific subsidiaries in the group. The Action 4 report recommended as best practice the 
use of a worldwide interest to EBITDA ratio for the MNE group. The worldwide approach would 
neutralise the impact of the BEPS rule on the decision of an MNE to raise capital centrally for non-tax 
reasons, such as credit ratings, currency risk or access to capital markets. The Action 4 report 
recommended targeted rules to supplement the general interest limitation in response to specific 
risks, such as an averaging rule and carry-back/carry-forward rules to address interest and earnings 
volatility.  The best practice recommendation of the Action 4 report is presented in Figure 1.  
 
Despite the recommended best practice, the Action 4 report recognised that a country may prefer to 
implement an interest limitation rule based on a more traditional debt to equity or debt to assets 
ratio, where its economy relies on “heavily capitalised groups whose activities rely on tangible fixed 
assets with long depreciation periods” (OECD, 2015: 45).  However, the Action 4 report recommended 
that other best practice elements should be adhered to, including limiting net interest expenses and 
only including assets driving economic activity. 

http://www.oecd.org/ctp/aggressive/discussion-draft-action-4-interest-deductions.pdf
http://www.oecd.org/tax/limiting-base-erosion-involving-interest-deductions-and-other-financial-payments-action-4-2015-final-report-9789264241176-en.htm
https://www.oecd-ilibrary.org/docserver/9789264241176-en.pdf?expires=1638307313&id=id&accname=guest&checksum=635F2586F6088094ECDA8F5CF2BB9C46
https://www.oecd.org/ctp/aggressive/public-comments-action-4-interest-deductions-other-financial-payments-part1.pdf
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Figure 1: Overview of the OECD’s best practice approach  

 
The OECD released an updated Action 4 report in December 2016 which presented additional 
technical work in relation to the design and operation of the MNE group ratio rule, focusing on the 
calculation of net third party interest expense, the calculation of group EBITDA and the approach to 
entities with negative EBITDA.  The update also presented approaches to deal with risks posed by the 
banking and insurance sectors.  
 

3     How has the Action Been Implemented Globally? 
 
The OECD reports comprehensive corporate tax statistics in its annual Corporate Tax Statistics, 
including information about the adoption of interest limitation rules in countries around the 
world. The statistics are produced following BEPS Action 11 recommendation for the approach of the 
Inclusive Framework to measure and monitor BEPS (see Policy Brief 15/2021). The OECD Corporate 
Tax Statistics: Second Edition (2020) first reported on the adoption of interest limitation rules including 
various design features: 

• the type of rule (e.g., thin capitalisation, earnings stripping)  
• the financial ratio adopted  
• whether the rule applies to net or gross interest  
• whether the rule applies to related party debt and/or third-party debt  
• whether there is a de minimis threshold and any exclusions apply, and  
• whether any loss carry-back or carry-forward provisions apply.  

 

http://www.oecd.org/tax/beps/limiting-base-erosion-involving-interest-deductions-and-other-financial-payments-action-4-2016-update-9789264268333-en.htm,
https://qdd.oecd.org/subject.aspx?Subject=ILR
https://www.oecd.org/tax/tax-policy/corporate-tax-statistics-second-edition.pdf
https://www.oecd.org/tax/tax-policy/corporate-tax-statistics-second-edition.pdf
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Information on interest limitation rules is available for 128 of the Inclusive Framework member 
jurisdictions (134 members in 2019), of whom 77  had interest limitation rules in 2019 (Figure 2).  Of 
the Inclusive Framework members with these rules, 32 reported a traditional thin capitalisation rule 
and 26 reported an earnings stripping rule in accordance with Action 4 recommended best practice. 
Ten jurisdictions applied multiple rules, usually both a thin capitalisation rule and an earnings stripping 
rule, and nine jurisdictions applied some other kind of interest limitation rule (Figure 3).  
  

Figure 2: Inclusive Framework jurisdictions 
with an Interest Limitation Rule 

  

Figure 3: Type of Interest Limitation Rule 
 

  
Source: Author’s analysis based on OECD Corporate Tax 

Statistics <https://qdd.oecd.org/subject.aspx?Subject=ILR>, 2021. 
  
Thin capitalisation rules most commonly adopt a debt-to-equity ratio (32 jurisdictions). However, 
Australia and New Zealand adopt a debt-to-assets ratio (Figure 4).  Among the 34 jurisdictions with 
a thin capitalisation rule, the eligible ratio of debt to equity (or assets) varies widely for general 
corporate entities (ignoring banks and financial institutions).  
 
Some countries limit interest deductibility above a relatively tight ratio, such as 1:1 or 1.5:1. Five 
countries apply a 2:1 ratio, 17 countries apply a 3:1 or 3.5:1 ratio and eight apply a generous ratio of 
4:1 or 5:1. A few countries have a more complicated method for determining the appropriate ratio 
(Figure 5). 
 

Figure 4: Thin Cap Ratio Definition  

  

Figure 5: Thin Cap Ratios  

  
Source: Author’s analysis based on OECD Corporate Tax 

Statistics https://qdd.oecd.org/subject.aspx?Subject=ILR, 2021.  
 
  

https://qdd.oecd.org/subject.aspx?Subject=ILR
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As noted above, an earnings stripping rule limits interest deductibility if the ratio of interest to EBITDA 
exceeds a certain threshold (Figure 6).   Among the 36 jurisdictions that adopt earnings stripping 
rules, six apply a fixed ratio of interest to EBITDA of less than 30%, 27 jurisdictions adopt a ratio of 
30% and three jurisdictions apply some other rule (Figure 7). 
 
 

Figure 6: Earnings Stripping Denominator  

  

Figure 7: Earnings Stripping Ratio  

  
Source: Author’s analysis based on OECD Corporate Tax 

Statistics https://qdd.oecd.org/subject.aspx?Subject=ILR, 2021. 
 
The Corporate Tax Statistics also provide the following information about the approach of the 77 
jurisdictions with interest limitation rules:  
 

• 27 jurisdictions apply the rule to both third-party and related-party debt while 37 apply it 
only to related-party debt (Figure 8). 
 

• 25 jurisdictions apply carry-forward and carry-back rules, 3 apply carry-forward rules only, and 
35 apply neither (Figure 9). 
 

• 22 jurisdictions apply targeted rules to address specific risks not addressed by the general 
rule and 31 do not (Figure 10). 
 

• 26 jurisdictions apply a de minimis rule (Figure 11). In Europe, the threshold is typically 
between €1 to 3 million. The US threshold is USD$25 million. 

https://qdd.oecd.org/subject.aspx?Subject=ILR
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Figure 8: Application to Debt  

  

Figure 9: Volatility Rules  

  
Figure 10: Targeted Rules  

  

Figure 11: De Minimis Threshold  

  
Source: Author’s analysis based on OECD Corporate Tax 

Statistics <https://qdd.oecd.org/subject.aspx?Subject=ILR>, 2021. 
 
 

4     How has Australia Implemented the Action? 
 
Government response  
  
In response to the Action 4 Final Report, Treasurer Scott Morrison indicated that Australia did not 
intend further reform declaring that “Australia has already tightened its thin capitalisation rules”.  This 
was in the context of a substantial history of reform on interest limitation rules.   
 
Australia first introduced thin capitalisation rules in 1987 (Division 16F of the Income Tax Assessment 
Act 1936). These rules denied interest deductions on cross-border intra-group and related party debt 
that exceeded a foreign debt to foreign equity ratio of 3:1. This ratio was based on a legacy benchmark 
arising from Australia’s cross-border capital controls.  The debt to equity ratio was tightened to 2:1 as 
a part of reforms to the corporate tax in the late 1990s, in part to fund a cut in the headline corporate 
tax rate. 
 
The thin capitalisation rules received a major overhaul in 2001 following recommendations from 
the  Review of Business Taxation (1999). The new provisions were legislated in Division 820 of the 
Income Tax Assessment Act 1997. The reform broadened the scope of the rule to encompass all debt 
of foreign controlled Australian companies and of Australian companies that invest abroad. It also 
included an arm’s length debt test, which was administratively burdensome and novel at the time, 
with only Germany, Japan and the UK amongst Australia’s major trading partners having a similar test. 

http://sjm.ministers.treasury.gov.au/media-release/003-2015/
http://rbt.treasury.gov.au/publications/paper4/
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Consistently with international practice, in the 2001 reform the safe harbour gearing ratio was 
returned to a more generous 3:1 level. Few outbound investors were caught by the simple and clear 
3:1 interest limitation safe harbour.  To further support efficiency, outbound investors were permitted 
to adopt a worldwide gearing ratio, but inbound investors were excluded on the basis that compliance 
with Australian accounting standards would be too administratively burdensome.  The worldwide 
debt test was reframed in line with New Zealand’s approach to cap interest deductions at a ratio of 
debt as 75% of group assets, regardless of the level of equity.  Finally, section 25-90 of the Income Tax 
Assessment Act 1997 introduced a specific deduction against certain foreign exempt income. 
 
Following the Global Financial Crisis, countries enacted or reformed a proliferation of thin 
capitalisation rules worldwide with debt to equity ratios ranging widely from 1.5:1 to 5:1 (Hinny, 
2008:23).  The Australian Government proposed in the 2013-14 budget to prevent profit shifting by 
MNEs through the disproportionate allocation of debt to Australia by tightening the safe-harbor 
threshold from 3:1 to 1.5:1 and tightening the worldwide debt to assets gearing test from 120% to 
100% of worldwide gearing and extending it to include inbound investors.  The proposed reform also 
sought to better target the exemption for non-portfolio dividends and remove the specific deduction 
for interest expenses incurred in gaining certain foreign exempt income in section 25-90. 
 
It was anticipated that the tightening of the safe harbour debt ratio would push more MNEs into the 
arm’s length debt test. Consequently, the Board of Taxation was invited to review the arm’s length 
test to make it clearer and less burdensome to administer.  The Board recommended that the 
Australian Taxation Office (ATO) apply a ‘tax integrity risk framework’ in which administrative burden 
and compliance costs could be scaled depending on the level of risk of BEPS.  It also recommended 
developing industry sector guidance, supported an interest to earnings ratio test and requiring 
taxpayers to report only ‘material changes’ to their capital positions. None of these 
recommendations were implemented following a change in government in September 2013. 
 
The incoming Liberal-National Party government in 2013 issued a statement  that it intended to 
abandon most unlegislated tax policy announcements.  The tightening of the thin capitalisation ratio 
was maintained but the repeal of section 25-90 would be abandoned in favour of a more targeted 
anti-avoidance provision.  Provisions in relation to thin capitalisation and non-portfolio dividends 
came into effect in October 2014. 

Australia’s decision to retain a thin capitalisation balance sheet rule rather than choosing the earnings 
stripping approach based on EBITDA leaves the door open for MNEs to engage in earnings stripping 
by loading a subsidiary with debt and equity.  The decision to stick to the balance sheet approach may 
be justified on the basis that Australia is reliant on capital-intensive mining industries, as suggested in 
an inquiry of the Standing Committee on Economics (Australian House of Representatives) in 2017 
(Committee Hansard, 5 February 2016, p. 33).  OECD Corporate Tax Statistics reveal that Canada, with 
similar reliance on mining, has also retained the balance sheet approach and a 1.5:1 ratio. 
 
Administrative response  
 
The ATO has published a range of tax rulings and determinations in relation to the thin capitalisation 
rules.  Since the Action 4 recommendations, the ATO has published additional guidance on the arms-
length rule as follows: 

• TR 2020/4 Income tax: thin capitalisation - the arm's length debt test provides guidance on 
technical issues in relation to arm's length debt amounts and record-keeping. 

• PCG 2020/7 ATO compliance approach to the arm’s length debt  sets out the ATO’s risk 
assessment framework and compliance approach on thin capitalisation issues. 

 

http://taxboard.gov.au/consultation/thin-capitalisation-arms-length-debt-test/
https://ministers.treasury.gov.au/ministers/joe-hockey-2015/media-releases/restoring-integrity-australian-tax-system
https://www.ato.gov.au/law/view/document?docid=TXR/TR20204/NAT/ATO/00001#H106
https://www.ato.gov.au/law/view/document?docid=COG/PCG20207/NAT/ATO/00001#H8
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The ATO has also issued guidance on some kinds of debt deductions for cross-border dealings including 
TD 2016/6  which clarifies that a deduction is denied for interest on debt relating to exempt foreign 
income and TD 2019/12 on types of debt deductions. 
 
Giving evidence before the Australian Senate Inquiry into corporate tax avoidance (Final Report 
released in May 2018), the ATO stated that in response to the tightening of the thin capitalisation ratio 
in 2014, taxpayers revalued their assets to ‘highly optimistic’ levels. In response, the Australian 
Government announced two reforms related to thin capitalisation to commence in the 2019 tax year. 
The first reform tightened concessions for foreign investors in stapled structures, lowering the 
associate entity threshold from 50% to 10%, qualified by a principal purpose integrity rule.  The 
second proposal ensured that the valuation of assets for thin capitalisation purposes aligns with the 
values disclosed in a MNE’s financial statements. 
 

5     Impact 
 
The tax paid by MNEs reflects both the corporate tax rate and the definition of the tax base in the 
countries in which they operate. Corporate tax base erosion can arise from excessive deductions for 
interest expense, especially when these are cross-border payments that effectively shift profits from 
higher tax countries into low-tax countries or tax havens. Governments are concerned about BEPS but 
are also sensitive to the cost of capital for much-needed inbound investment.  
 
Thin capitalisation or earnings stripping rules adopted by countries around the world, and 
recommended in the BEPS Action 4 report, are a tax policy response to limit BEPS through excessive 
leverage. The long-standing existence of these rules in the corporate tax systems of many OECD 
member states and the highly political nature of modifications to them suggests that they do have an 
impact on corporate capital structure and are to this extent an effective tool in the BEPS policy toolkit 
of governments. There is some empirical evidence that interest limitation rules work to contain BEPS 
and change in MNE tax behaviour (e.g. Blouin et al, 2014; Buettner et al, 2018); however, they may 
also constrain real direct investment (de Muuij and Liu, 2021). For more on evaluation, see Policy Brief 
15/2021.  
 

6     What comes next?  
 
The method chosen in the thin capitalisation rule and the level of the safe-harbour thin capitalisation 
or earnings stripping ratio is a policy lever of governments to broaden or narrow the tax base in 
accordance with their fiscal and economic policy goals. A more generous (or less strict) thin 
capitalisation ratio reduces the cost of capital for investment in a less visible way than a reduction in 
the headline corporate tax rate. On the other hand, a reduction in the corporate tax rate could be 
financed by tightening the ratio. This was done in Australia during the 1990s, when it lowered the 
corporate tax rate from 49% to 30% funded, in part, by a tightening of the thin capitalisation ratio 
from 3:1 to 2:1. Consequently, the policy decision by governments in relation to interest limitation 
rules will depend on their specific economic and fiscal context in the global economy.  
 
Australia’s policy settings about thin capitalisation since the 1990s, and continuing after the BEPS 
project, reflect its corporate tax rate, which is high relative to many other countries, the need for 
large-scale infrastructure investment, its capital-intensive resource economy, and its position as a net 
capital importer keen to encourage foreign direct investment. Whether due to careful policy choices, 
or a political impasse, Australia ultimately did not adopt the Action 4 best practice recommendations 
for an earnings stripping interest limitation rule based on EBITDA. Australia is unlikely to further 

https://www.ato.gov.au/law/view/document?docid=TXD/TD20166/NAT/ATO/00001
https://www.ato.gov.au/law/view/document?docid=TXD/TD201912/NAT/ATO/00001
https://www.aph.gov.au/Parliamentary_Business/Committees/Senate/Economics/Corporatetax45th/Report
https://www.aph.gov.au/Parliamentary_Business/Committees/Senate/Economics/Corporatetax45th/Report
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reform its thin capitalisation rules at the present time.  The opportunity for future moves may be 
somewhat limited. There is little political appetite to reduce the headline corporate tax rate and the 
alternative of relaxing thin capitalisation requirements may also be off the table since the OECD’s 
Action 4 recommendations. 
 
Globally, it is likely that countries around the world will continue to review and update their interest 
limitation rules, taking into consideration the BEPs Action 4 recommendations. It is recommended 
that developing countries enact earnings stripping rules, although as with all such rules, they add to 
complexity and resources needed for tax administration. Another approach is a higher withholding tax 
on outbound interest payments, but this is likely just to push up the cost of capital for inbound 
investment, which developing countries seek. 
 
The BEPS project does not evince any intention to develop or strengthen the approach to interest 
limitation rules, but the OECD will continue to monitor and report on the adoption, and type, of 
interest limitation rules adopted by countries around the world in its Corporate Tax Statistics 
database.  

As noted in the Action 4 updated report (December 2016), the deduction allowed for interest and 
other financial payments is also affected by transfer pricing rules. Revisions to the transfer pricing 
rules following BEPS Actions 8 to 10 (see Policy Brief 8/2021) limit the amount of interest deductible 
by MNEs, where the payment lacks appropriate substance, to no more than a risk-free return on the 
funding provided. This work culminated in updates to the OECD Transfer Pricing Guidelines 
(February 2020), of significance because this is the first time guidance has been provided on the 
transfer pricing aspects of financial transactions. 
 
The BEPS policy focus has now shifted to the Inclusive Framework’s Two-Pillar Solution to update the 
international tax system for the global digital economy. Pillar Two provides a Global Base Erosion Rule 
(GloBE), or effective corporate minimum tax (see Policy Brief 17/2021). The GloBE will counter, to 
some extent, cross-border base-eroding payments of interest expense, including the ‘subject-to-tax’ 
rule which will apply a withholding tax to outbound payments including of interest expense where 
they are low-taxed elsewhere. However, the GloBE effective minimum tax rate of 15% is lower than 
the corporate tax rate of many countries, which determines the tax value of interest expense 
deductions. 
 

  

http://www.oecd.org/tax/beps/limiting-base-erosion-involving-interest-deductions-and-other-financial-payments-action-4-2016-update-9789264268333-en.htm
https://www.oecd.org/tax/beps/transfer-pricing-guidance-on-financial-transactions-inclusive-framework-on-beps-actions-4-8-10.htm
https://www.oecd.org/tax/beps/transfer-pricing-guidance-on-financial-transactions-inclusive-framework-on-beps-actions-4-8-10.htm
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