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Haven Indicator 8: 
Fictional interest deduction 

What is measured? 

This indicator measures whether a jurisdiction offers fictional interest 
deduction to lower corporate income taxes. Since the deduction is given 
even though no actual interest is paid, the interest deduction is referred 
to as ‘fictional’ or ‘nominal’. Fictional interest deduction allows a 
company with a capital structure with high equity (i.e. mostly financed by 
issuing shares instead of borrowing money) to deduct a certain sum of 
fictitious financial costs from its tax base. These fictitious costs are 
calculated as hypothetical interest expenses the company would have 
paid had it been financed with debt (i.e. a loan) instead of equity. 

The data for this indicator has been collected primarily through the 
International Bureau for Fiscal Documentation’s database (country 
analyses and country surveys)1, the Centre for European Economic 
Research’s 2017 Report2, the International Monetary Fund’s 2018 report3 
and the European Union Code of Conduct 2018 report4. In some instances, 
additional websites and reports of the Big 4 accountant firms have also 
been consulted. 

A jurisdiction receives a haven score of 100 points for this indicator if it 
has a fictional interest deduction regime. If there is no fictional interest 
deduction regime, a jurisdiction receives a zero haven score. The scoring 
matrix is shown in Table 8.1, with full details of the assessment logic 
presented in Table 8.3.  

 

All underlying data can be accessed in the Corporate Tax Haven Index 
database.5 To see the sources we are using for particular jurisdictions 
please consult the assessment logic in Table 8.3 and search for the 
corresponding info ID (ID 516) in the database report of the respective 
jurisdiction. 

https://cthi.taxjustice.net/cthi21/data-downloads
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Why is this important? 

The difference in the tax treatment of equity returns (i.e. dividends) and 
returns on debt (i.e. interest payments) is one of the key ways 
corporations and individuals can engage in tax avoidance. Companies can 
reduce tax liabilities by using hybrid financial instruments to restructure 
their finances internally, which often includes moving debt between 
affiliates from higher tax countries to tax havens.6  

Many tax systems around the world offer tax advantages for corporations 
to finance their investments by debt rather than through dividends 
(equity). Dividends are not deductible and are paid to shareholders only 
after tax has been paid, while interest payments on loans are one of the 
many deductible costs a company can make for corporate tax purposes. 
Thus the more debt a company takes on, the more interest it pays, and 
this lowers its tax bill and leads to a debt bias, i.e. tax-induced bias 
toward debt finance. Evidence show that debt bias creates significant 
inequities, complexities, and economic distortions.7 The 2008 economic 
crisis brought home the harmful economic effects of excessive levels of 
debt in the banking sector.8 

To mitigate the different tax treatments of debt and equity financing and 
to reduce the level of debt bias, some countries have introduced a 
fictional interest deduction regime. The term ‘fictional interest deduction’ 
refers to fictitious interest expenses that companies and sometimes also 
permanent establishments are entitled to calculate annually on the 
amount of their total equity and deduct for tax purposes, in the same 
way that interest on loans is tax deductible. The amount that can be 
deducted from the taxable base is equal to the fictitious interest cost on 
the adjusted equity capital.9 

Belgium was one of the first countries to introduce a fictional interest 
deduction regime in 200510 and since then, other countries like Italy, 
Cyprus  Malta,11 and recently Poland12 and Switzerland13 (currently only in 
force for companies resident in canton Zurich)14 have followed suit. Italy 
abolished the regime in the 2019 tax year, but reintroduced it the 
following year including with retroactive application to the 2019 tax year. 
The regime allows resident companies and permanent establishments of 
non-resident entities a 1.3% deduction on qualifying increases in equity.15 

Given that excessive debt in financial firms creates negative spillover 
effects in the rest of the economy16, countries should endeavour to 
prevent this bias towards debt. However, adopting a fictional interest 
deduction regime to neutralise the debt bias has significant drawbacks. 
First, the idea behind the fictional interest deduction regime is to apply 
an artificial interest deduction. Not surprisingly, such a fictitious vehicle 
may be vulnerable to tax abuse by multinational companies. And indeed, 
soon after the fictional interest deduction regime was introduced in 
Belgium, multinational companies used commonly applied techniques of 

http://www.taxjustice.net
http://newsletters.usdbriefs.com/2017/Tax/WTA/171027_5.pdf
https://www2.deloitte.com/content/dam/Deloitte/cy/Documents/tax/CY_Tax_NotionalInterestDeduction_Noexp.pdf
https://www2.deloitte.com/content/dam/Deloitte/global/Documents/Tax/dttl-tax-alert-malta-16-october-2017.pdf
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abuse. Through double dipping, companies end up receiving two tax 
benefits: the tax deduction of interest paid on a loan and fictional 
interest deduction based on the capital increase with the funds made 
available by the loan. The latter includes artificially increasing equity 
through specific intra-group reorganisation.17  

Second, since a company’s tax base can be reduced through fictional 
interest deductions, the tax bills of multinational companies will shrink. 
As a result, in aggregate, this significantly reduces government revenues 
and thereby governments’ ability to provide public services for the 
realisation of human rights, and it may also shift the tax burden to other 
segments of society, especially labour and less mobile businesses. 
Additionally, in response to fictional interest deduction, other countries 
may decide to lower their tax rates in an attempt to lure more 
multinationals to invest. This accelerates the race to the bottom in 
corporate taxation.  

In terms of budgetary costs, some researchers suggest that narrowing the 
tax base through applying a fictional interest deduction regime or similar 
variants of allowances for corporate equity has a direct estimated 
revenue cost of approximately 15 per cent of corporate income tax 
revenue, or 0.5 per cent of GDP.18 Research into Belgium’s fictional 
interest deduction regime estimated that these allowances added up to 
approximately €6bn and reduced the corporate tax yield by slightly more 
than 10 per cent.19 Indeed, as the regime turned out to be too costly for 
the Belgian government, the government has since decided to reduce the 
rate of fictional interest deductions in phases in subsequent years.20 

However, in similar cases, other governments have chosen to recoup the 
costs of a fictional interest deduction regime through raising value added 
taxes or other indirect taxes.21 This worsens inequality in the distribution 
of the tax contributions and aggravates human rights deficits.   

Within the European Union, guidance on notional interest deduction was 
produced by the Group for the Code of Conduct for business taxation. 
Endorsed by the Council of the European Union in December 2019, the 
guidance aims to assist “Member States that would wish to implement a 
similar [notional interest deduction] regime to those already assessed as 
not harmful by the Group”.22 The guidance outlines a non-exhaustive list 
of the limitations of the scope of notional interest deduction and anti-
abuse measures that place the burden of proof with the taxpayer. 
Examples of limitations to minimise the vulnerability of a regime to tax 
abuse include exclusion of a company’s own shares, prohibiting the 
notional interest deduction from being applied where it would create or 
increase tax losses and limiting the regime to only new equity created 
after the starting date of the regime. Further, member states are required 
to maintain data to provide to the Code of Conduct Group on the number 
of taxpayers benefitting from the regime, how many of the companies 
benefitting are domestic or foreign owned companies, and the aggregate 
amount of income benefitting from the regime.23 Nevertheless, in the 

http://www.taxjustice.net
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Corporate Tax Have Index, the differentiation between harmful and non-
harmful notional interest deduction regimes by the European Union is 
considered as not sufficiently limiting the potential for tax abuse. In fact, 
the very existence of such regimes, even with all limitations and anti-
abuse measures advised by the European Union, companies can still 
within a specific scope deduct hypothetical interest expenses. As such, 
EU member states with this regime that are considered “not harmful” are 
still awarded a full haven score in this indicator.  

A possible solution for addressing the debt bias, supported by the 
International Monetary Fund and others,24 is by introducing an Allowance 
for Corporate Equity (often referred to as ACE). Here, the deduction for 
interest is typically retained and a similar deduction for the normal return 
on equity is added.25 Yet as indeed the Fund points out, ACE could induce 
tax planning similar to classical debt shifting spurred on by differences in 
CIT rates, creating yet another race to the bottom. Debt shifting would 
only be significantly curtailed if all countries were to adopt ACE, which is 
unlikely, while “an asymmetric adoption of ACE by only some countries 
can induce new forms of tax planning”.26 Rather than adopting the 
fictional interest deduction regime or an allowance for corporate equity, 
further alternative ways to mitigate excessive debt bias have been 
proposed by the International Monetary Fund, including “a partial denial 
of interest deductibility, only applied to intracompany interest [...]”.27 
Denying the deduction of interest on cross-border intra-company loans28 

would force multinational companies either to borrow funds and share 
the risks among their local domestic subsidiaries or instead to borrow 
directly from the independent debt market. The effect of this would be to 
increase competition in countries where multinational companies 
operate. It would create a level playing field between multinational 
companies and other companies that solely operate domestically and 
thus do not have access to the more advantageous conditions that 
multinational companies enjoy in the international capital markets.29  

In other words, constraining the deductibility of intra-group interest or 
allowing a fictional interest deduction are two solutions to address the 
debt bias. Yet, fictional interest deduction regimes incentivise tax abuse 
by multinational companies and accelerate the race to the bottom in 
corporate taxation. In addition, it may create tax arbitrage opportunities 
that add a substantial cost of administration and compliance, which in 
turn can have deleterious effects on corporate income tax.30 Instead, 
constraining deductibility of intra-group interest can assist host countries 
in protecting their tax base and facilitate fair market competition in 
domestic markets. 

http://www.taxjustice.net
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Results Overview 

 

Note: we conclude that fictional interest deduction is not applicable (N/A) for 10 jurisdictions because in 
Anguilla, the Bahamas, Bermuda, the British Virgin Islands, the Cayman Islands and the Turks and Caicos 
Islands no corporate income tax is imposed and in the Isle of Man, Jersey and the United Arab Emirates, the 
statutory tax rate is zero. 

http://www.taxjustice.net
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