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Abstract 

 The payments of dividends and interest to shareholders and lender inherently have 

different tax exposure. In a worldwide tax system, interest paid is typically treated as a 

deductible expense in the tax computation. To exploit such advantage, multinational 

enterprises would set up a company in a source country with excessive debt in order to shift 

profits derived therefrom in form of interest to be received in a low tax rate jurisdiction. This 

arrangement is called thin capitalization and has been abrasive to source country tax base for a 

long time. 

Many countries, especially developed countries, implemented ‘thin capitalization’ rules 

to protect their own tax bases and fit to their economic contexts. The rule generally determines 

to what extent the interest payment for corporate debt would be a deductible expense for tax 

purposes. Various implementation approaches have posed distinguishable consequences, also 

problem schemes, for discussion. 

However, Thailand, as a developing country, has no specific tax rule to properly govern 

thin capitalization. Some people points out that analogy with the existent provisions under tax 

law shows somewhat insufficient to deal with this kind of tax avoidance. Conversely, others 

are anxious that implementing such rules might cause the decrement of inducement to invest 

in Thailand, as any of developing countries may concern likewise. 



This article mainly focuses on tax matters regarding thin capitalization and the unfilled 

loophole of existent tax laws in Thailand – probably similar to in other countries where thin 

capitalization rules have not been enacted – used by a number of multinational enterprises, 

including potential problems of implementing the rules. It will also differentiate equity and 

debt financing and provide background of thin capitalization together with taxation implication 

thereon, in addition to occasionally proposing comments. 

 

Keywords: debt financing, thin capitalization, tax avoidance 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



I. Background of thin capitalization and taxation implication 

Financial resource for business formation basically is categorized into two fundamental 

types: debt financing and equity financing.1 Equity financing typically means a method of 

financing in which a company issues and buy shares of its stock to investors and, in return, 

receives funds from the investment. The investors will become its shareholders who obtain 

ownership interests in the company. On the other hand, debt financing means borrowing money 

for the company’s operation and the existing shareholders do not lose their proportion of 

ownership rights and interests. Debt financing normally requires the borrower or the debtor to 

adhere to strict conditions or covenants in addition to the obligation to pay debt, principal and 

interest, at specified dates and the failure thereto would lead to horrible consequences. In most 

countries, the interest payable by the debtor can be treated as a deductible expense in the 

corporate income tax computation. In other words, the effective interest cost is less than the 

stated interest in tax perspectives. An excessive level of debt, however, could decrease its 

creditworthiness. 

Further, the choosing of corporate financing, between equity and debt, may differently 

affect to the rights and duties of a company and its shareholders as follows: 

(1) The ownership, in case of equity financing, any shareholders are entitled to 

participate and vote in the General Meeting of the company for carrying on and 

propelling the company’s business, as part of the company owners. On the 

contrary, the lender or creditor, in case of debt financing, does not have rights to 

control the company but a mere right to claim for debt payment.  

                                                           
1 Nutda Chokbuntiyanont and others, Protecting the Source Country Tax Base: Transfer Pricing, Thin 

Capitalization and Earnings Stripping (2009), 28. 



(2) For distribution of profits rather than the increment of share value, in equity 

financing, any shareholders is entitled to obtain their ownership interests in form 

of dividends payable once the company incurred net profits and dividends are 

declared by a resolution passed in a general meeting or paid, from time to time, 

by the discretion of directors.2 On the other side, the lender is entitled to, and the 

borrower is liable to, the repayment of principal amount including interest at the 

fix due as agreed by the parties. 

(3) On consequences of financial failure, the liability of the shareholders is limited to 

the amount, if any, unpaid on the shares respectively held by them.3 Should the 

company incur loss and become bankrupt, the shareholders would have liabilities 

not excess their shares held. On the other hand, in aspect of debt financing, not 

merely does the lenders not have any joint liability with the company thereto, but 

they are also able to claim principal and interest once the company became 

bankrupt. 

In the tax viewpoints, a financial structure, heavily weighted toward debt and the main 

reason for having such a structure not based on economic efficiency or profitability of the 

company, is called low capitalization or thin capitalization, generally undertaken in order to 

gain the tax advantage of deducting interest as an expenses.4 In essential, tax rule in any 

countries allows a deduction for interest paid or payable in the tax computation of net profits, 

whereas dividends cannot be considered as deductible expenses, due to its function which it is 

distributed after calculation of Corporate Income Tax (“CIT”) and net profits. Shareholders 

tend to use debt financing rather than equity financing since the higher debt a company has, 

                                                           
2 Civil and Commercial Code, S 1201 (Thailand). 
3 Civil and Commercial Code, S 1096 (Thailand). 
4 Editors of the American Heritage Dictionaries, American Heritage Dictionary of the English Language (5th 

end, Houghton Mifflin Harcourt 2016). 



the lower taxable profits will be. The advantages of debt financing, moreover, would be a lower 

risk assumption, a return on investment independent of the result of the company, possible 

exploitation of the leverage effect, and etc.5 

Multinational enterprises are normally in an endeavor to structure their financing 

arrangements to maximize these benefits. Not only can they establish a tax efficient mixture of 

debt and equity in borrowing countries, and also the arrangement influences the tax treatment 

of the lender receiving the interest profoundly. Tentatively, it may be structured in a way that 

allows the interest to be received in jurisdictions that do not tax the interest income, or which 

the interest is subject to tax at the low rate.6 Furthermore, tax systems of most countries 

typically collect tax on interest income at the rate lower than capital gains. It has persuaded 

multinational companies to change, through thin capitalization method, accruing the profits 

from business income to interest income paid by related company for the purpose of decrement 

of tax burden.7 This hidden equity capitalization commonly arises where the company is 

financed by the corporate group or the related company.8 Besides intercompany loan, it can 

also arise where a fund is provided to the company by third parties, especially financial 

institutions, with guarantees or other forms of comfort provided to the lender by affiliated 

companies or its overseas parent. 

Non-resident investors derive essential benefits from undertaking thin capitalization.9 

A subsidiary in source country would save a number of costs of tax compliance on income 

                                                           
5 Detlev J. Piltz, ‘International aspects of thin capitalization’ (1996) LXXXIb Cahiers de Droit Fiscal 

International 83. 
6 OECD, ‘Thin Capitalisation Legislation: A Background Paper for Country Tax Administrations’ [2012] Tax 

and Development.  
7 Andrew M.C. Smith, ‘International Transfer Pricing’ (1995) 2 Penaltiesp1994 OECD Draft Report (Part II), 

43-44. 
8 Tiwa Joanjoubsong, Thin Capitalization Provision (Master’s Thesis, Faculty of Law, Chulalongkorn 

University, 2000), p. 66. 
9 Andrew M.C. Smith, ‘International Transfer Pricing’ (1995) 2 Penaltiesp1994 OECD Draft Report (Part II), 

44. 



generation and mitigate tax levied upon remittance of profits to the oversea parent. Thin 

capitalization thereby diminishes economic double taxation on business revenue from the 

direct investment in foreign countries, i.e., CIT on business profits and withholding tax 

(“WHT”) from distribution of dividends to its parent. The advantages thereof to multinational 

investors however are uncertain depending on tax systems implemented in each country. 

Regardless of whether home country provides tax exemption on revenue derived from source 

country and whether its tax collection is applied to accrued or deferred basis, multinational 

investors tend to undertake thin capitalization due to the tax benefits therefrom. 

Thin capitalization means the capital with an ostensibly greater proportion of debt 

against equity. It is a favorable tool used for tax abuse through excessive interest deductions to 

reduce pre-tax income before tax computation. Many countries, especially developed 

countries, currently introduces their thin capitalization rules to against such excessive debt 

financing of companies and delegates tax authorities to detect disproportionate use of leverage 

and prevent a potential loss of tax income with regard to cross-border financing structures.10 

Nevertheless, rules of preventing excessive debt financing or thin capitalization rules in those 

countries presently are gradually not efficient since some types of thin capitalization are 

complicated and incompletely thwarted, such as, back-to-back loan method, disguised 

borrowings, horizontal Z, etc. Unable to prevent all types thereof, thin capitalization rules 

introduced by developed countries at least impede the convenience of such arrangement and 

fairly protect their own revenues from taxation and tax equality between foreign companies 

and domestic companies which have scarce benefits from the arrangement. 

                                                           
10 Kees Van Reed, Nondiscrimination in International Tax Law (Deventer: Kluwer Law and Taxation 1997), 

178. 



Conversely, in Thailand, there is no specific legal provision designed to resolve tax 

abuse from thin capitalization. Existing provisions of tax law, i.e., in Revenue Code, Royal 

Decree, Ministerial Regulation, Director-General Announcement, Departmental order, are not 

sufficient to effectively respond this kind of tax avoidance. Tax base erosion from this 

arrangement has not been solemnly resolved. 

 

II. Problems of the application of existent provisions on thin capitalization in 

Thailand 

In accordance with Civil and Commercial Code of Thailand (“CCC”), the minimum of 

authorized capital is not stipulated for company, and in addition, any three or more persons 

may promote and form a limited company.11 Further, every promoter must merely subscribe to 

at least one share12 of which the amount shall not be less than THB 5.13 Thus, even having only 

an authorized capital in amount of THB 15, a limited company in Thailand can be established 

and engage in its desirable business. For any foreigner who wishes to commence the operation 

of business in Thailand, the minimum capital shall not be less than THB 2,000,00014 or not less 

than THB 3,000,000 for the business which requires permission,15 and the ratio of the capital 

and loans to be used in the permitted business shall be 1:7.16 There is however no legitimate 

measure prescribed in Thailand Revenue Code (“TRC”) to counter the arrangement of thin 

capitalization. 

                                                           
11 Civil and Commercial Code, s 1097 (Thailand). 
12 Civil and Commercial Code, s 1100 (Thailand). 
13 Civil and Commercial Code, s 1117 (Thailand) . 
14 Foreign Business Act B.E. 2542 (1999), S 14 para 1 (Thailand). 
15 Foreign Business Act B.E. 2542 (1999), S 14 para 2 (Thailand). 
16 Foreign Business Act B.E. 2542 (1999), s 18(1); Ministerial Regulation No. 2 B.E. 2516 (1973) issued under 

the Announcement of the Revolutionary Party No. 281 B.E. 2515 (1972) art 1(Thialand). 



In practice, investors normally cannot set up their companies or operate their businesses 

by complete or very high level of debt financing from financial institution without a guarantee, 

suretyship or collateral. An interrelated company debt financing would be made, instead. A 

limited company thereby does not need to be registered with high level of authorized capital, 

afterwards the directors may then makes a loan agreement with or receive debt financing from 

an interested entity or an affiliated company to borrow funds. From the legal point of view, 

even if the companies are separate legal entity for legal and tax purposes, those administrations, 

managing controls and interest enjoyments may remain undistinguished due to their 

relationship. Under the said arrangements, whether there is collateral would not matter to 

related companies. 

 In tax aspects, equity financing faces a 28 percent effective tax rate on business profit 

and distribution thereof. It is subject to 20 percent CIT on business profits17 and 10 percent 

WHT on payment of dividends.18 Suppose the company has business profits of THB 100, the 

amount is deducted THB 20 for CIT liability. The amount after CIT remains THB 80. Once 

the general meeting of shareholders has a resolution to pay dividends, THB 80 dividends 

further shall be subject to WHT at the rate of 10 percent. Therefore, total tax liability on the 

distribution of profit is 28 percent of the total amount of business profit.  On the other hand, 

debt financing has a mere 15 percent effective tax rate of interest. The borrower company shall 

be subject to pay WHT at the rate of 15 percent of the gross amount of interest when the 

payment of principal and interest to the lender company is made.19 On comparison, the equity 

financing have much more tax burden than debt financing. For tax mitigation, investors would 

                                                           
17 Royal Decree No. 530/2554 (Thailand). 
18Revenue Code, s 50(2)(e) (Thailand). 
19Revenue Code, s 50(2)(a) (Thailand). 



plan to use a high level of debt financing rather than equity financing. The following table 

demonstrates the difference between tax burdens thereon. 

Comparative tax exposures on remunerations for equity financing and debt financing:20 

Equity        

1,000,000 

Debt            

1,000,000 

Taxable Profit       150,000 Profit               

150,000 

Corporate Income Tax 

(20%) 

            

30,000 

Interest (7.5%)                 

75,000 

Net Profit After Tax           

120,000 

Taxable Profit                 

75,000 

Dividend           

120,000 

Corporate Income Tax 

(20%) 

                

15,000 

Withholding Tax (10%)             

12,000 

Net Profit After Tax                 

60,000 

Net Dividend       108,000 Interest                 

75,000 

  Withholding Tax (15%)                 

11,250 

                                                           
20 Arthit  Satthavorasit, ‘Thin Capitalization in Thailand’ (lecture taught at the Faculty of Law, Thammasat 

University, January 2014). 



  Net Interest                 

63,750 

    

  Dividend                 

60,000 

  Withholding Tax (10%)                   

6,000 

  Net Dividend                 

54,000 

    

Tax Paid in  

Source Country: 

 Tax Paid in  

Source Country: 

 

Corporate Income Tax             

30,000 

Corporate Income Tax 

Withholding Tax 

(Dividend) 

                

15,000 

                  

6,000 

Withholding Tax             

12,000 

Withholding Tax 

(Interest) 

                

11,250 

TOTAL             

42,000 

TOTAL                 

32,250 

 

As above demonstrated, debt financing or thin capitalization may reduce the effective 

tax rate and company’s costs. As a result, from lower incidence of tax, many developed 



countries have lost plenty of revenues from the taxation that they should gain. The developed 

countries thus introduce their own thin capitalization rules against the excessive debt financing. 

However, there is no provision of TRC stipulating a measure to control the amount of debt in 

company but solely the assessment of interest which may not be efficient to prevent thin 

capitalization. 

The existent TRC provision merely delegated an assessment official to assess interest 

that is lower than the market price without reasonable cause.21 Hence, the provision of lending 

with the higher rate of interest than the market price without reasonable cause is excluded. In 

practice, thin capitalization is undertaken by and between interrelated parties, i.e., a parent 

lends its subsidiaries, with interest higher than market price in order to shift business profits 

from the subsidiary in Thailand to the parent offshore in form of interest for the purpose of 

lower tax exposure. Consequently, in nearly all of thin capitalization, an assessment official 

has no power to assess the high amount of interest in accordance with the market price on the 

date of transfer. This provision therefore would be unable to prevent this arrangement. The 

assessment official however might apply the transfer pricing rules to cap interest deductibility 

where the interest is charged higher than market price that independent contracting parties 

determine in good faith.22 This is probably able to limit the rate of deductible interest but not a 

level of debt. 

 Additionally, in accordance with an accounting standard, expenses are recognized in 

an actual basis and for the purpose of making profits or for business. Tentatively, the payment 

for that purpose is also treated as deductible expense in the tax point of view. As the law stated, 

expenses expanded not for the purpose of making profits or for the business shall not be 

                                                           
21 Revenue Code, s 65Bis (4) (Thailand). 
22 Departmental Instruction No. Paw 113/2545 (Thailand). 



allowed as expenses in the calculation of net profits.23 Normally, interest paid on loan made to 

operate business activities is generally considered as expenses for business purpose and cost of 

making business profits. The payment of interest therefore shall be a deductible expense in the 

calculation of net profit and loss, pursuant to this provision of law. Furthermore, in Thailand, 

there was a case that the defendant, a subsidiary company, had allegedly unnecessarily 

borrowed funds from its parent in order for its business operation rather than carrying on the 

business with its own available equity which would be sufficient. The Supreme Court held that 

such loan was merely made improperly but legally. Hence, if interest was in accordance with 

the market price on the date of lending, any assessment official would have no authority to 

prohibit the recognition of interest payment as the expenses for the purpose of making profits 

or for the business. Accordingly, the payment of interest shall be a deductible expense in the 

calculation of net profits and loss of the company.24 

 Besides inter-company transaction, in case where assessment official applies measures 

responding transfer pricing, there is a bound since the provisions of law emphasize the 

calculation of remuneration that a company pays to its own equity. Moreover, existing law 

states that part of the salary of a shareholder or partner who is paid in excess of appropriate 

amount shall not be allowed as expenses in the calculation of net profits.25 This measure is for 

countering profit shifting from the company to its shareholders or partners. The remuneration 

for assets which a company or juristic partnership owns and uses,26 the payment of interest to 

equity, reserves or funds of the company or juristic partnership itself27 are restrict deductibility 

in the calculation of net profits for tax purposes. For instance, in situation that headquarter 

located in foreign country lends money to its branch in Thailand, the interest paid from the 

                                                           
23 Revenue Code, s 65Ter (13) (Thailand). 
24 Supreme Court Dika No. 6501/2534. 
25 Revenue Code, s 65Ter (8) (Thailand). 
26 Revenue Code, s 65Ter (10) (Thailand). 
27 Revenue Code, s 65Ter (11) (Thailand). 



branch to the headquarter is remuneration for own equity and the interest then cannot be a 

deductible expense for calculation of net profits subject to tax in Thailand.28 However, if both 

countries entered into double tax agreement (“DTA”), the interest paid would not be 

remuneration for their own equity as a result of separation of legal entities by effect of DTA. 

The mechanism of calculation of net profits also indicates that cost of purchase of asset 

and expense related to the purchase or sale of asset is a deductible expense, but only the amount 

in excess of normal cost and expense without reasonable causes shall not be permitted to 

deductibility for tax purposes.29 Considering interest paid for remuneration of loan agreement, 

this debt however is not the cost of purchase of asset or expense related to the purchase or sale 

of asset. But, the amount of interest paid unreasonably high may not be a deductible expense 

for calculation of net profits. For example, in case of loan taken to purchase equipment needed 

for the business, interest on such loan may be included as part of cost of purchasing asset but 

in practice, it may be difficult to prove the purpose. The interest for loan taken to normal 

operation of company, which even seems the remuneration for debt becoming equity, is a 

deductible expense. Tax authorities then cannot determine whether such equity is substituted 

by debt. TRC further stated that any expense payable from profits received after the end of an 

accounting period shall not be allow to deduct in calculation of net profits.30 The payment of 

interest is normally made at the time prescribed in the loan agreement; neither from business 

profits nor after a company receives profits, unless the parties agree otherwise. Interest thus is 

a deductible expense in the calculation of net profits. 

 In addition, the provision of law in Thailand stipulated that “a company or juristic 

partnership incorporated under foreign laws and not carrying on business in Thailand but 

                                                           
28 Supreme Court Dika No. 811/2519. 
29 Revenue Code, s 65Ter (15) (Thailand). 
30 Revenue Code, s 65Ter (19) (Thailand). 



receiving assessable income under Section 40 (2) (3) (4) (5) or (6) which are paid from or in 

Thailand, shall be liable to pay tax.  The payer of income shall deduct corporate income rate 

and remit it to the local district office together with the filing of tax return in the form prescribed 

by the Director-General within 7 days from the last day of the month in which such income is 

paid.”31 Since interest is an assessable income under Section 40 (4) and financing by loan is 

frequently made by interrelated parties, thin capitalization is inevitably subject to this 

provision. A borrowing company in Thailand thereby has a responsibility of deducting from 

the amount of interest paid to lending foreign company which is liable to pay tax. The latter 

typically is a taxpayer liable to pay tax but in this situation, Thai Revenue Department (“TRD”) 

could not impose the company situated outside Thailand territory to comply with TRC. The 

provision thus shifts a burden of remitting tax on such income to an income payer in Thailand. 

In case where the parent oversea lends to its subsidiary in Thailand, the subsidiary shall have 

an obligation to deduct 15 percent from a sum of the interest before paid to the parent. If the 

foreign company rendering service of lending to any company in Thailand has its branch office 

in Thailand, the former may be considered as carrying on its business in Thailand, under the 

force of attraction principle. Although, its branch office in Thailand does not concern with the 

loan agreement made between the offshore headquarter and another company in Thailand, the 

Court held that its headquarter has carried on business in Thailand, if the branch office in 

Thailand has engaged in the business of providing loan service.32 Nevertheless, if the 

headquarter in foreign country entered into the DTA with Thailand, this foreign company may 

not be considered as carrying on business in Thailand even its branch located in Thailand in 

accordance with the provision of DTA. Besides, a mere opening of a bank account in Thailand 

is not determined as having business operation in Thailand. 

                                                           
31 Revenue Code, s 70 (Thailand). 
32 Supreme Court Dika No. 1535/2520. 



 Moreover, TRC states that “for a company or juristic partnership incorporated under 

foreign laws which has an employee, an agent or a go-between for carrying on business in 

Thailand and as a result receives income or profits in Thailand, such company or juristic 

partnership shall be deemed to be carrying on business in Thailand and the person who acts as 

an employee, an agent or a go-between for the business, whether he is an individual or juristic 

person, shall be deemed to be the representative of the company or juristic partnership 

incorporated under foreign laws and shall have the duty and liability to file a tax return and tax 

payment, with respect to only the mentioned income or profits.”33 And, “a company or juristic 

partnership disposing its profits or other type of money that it set aside from profits or is 

deemed to be profits from Thailand shall pay income tax by deducting from such disposed 

amount of money in accordance with the corporate income tax rate for the company and juristic 

partnership and shall remit it to the local Amphur office together with the filing of tax return 

in the form prescribed by the Director-General within 7 days from the date of disposal.”34 The 

provisions also apply to a situation that a branch of foreign company generates and disposes 

income in Thailand to its offshore headquarter and a case where the latter borrows funds from 

a foreign financial institution for the business of its branch in Thailand. Regardless of whether 

the branch directly makes repayment of principal and interest to the financial institution or the 

headquarter advances the payment and the branch reimburses to its headquarter, the Court held 

that these transactions are the disposing of income in form of interest arising in Thailand to the 

lender located in foreign country35 and the branch of foreign company is liable to pay tax at the 

rate of 10 percent of the disposed amount. 

Furthermore, Thailand has rules against profits shifting from CIT high rate source 

countries to other countries which collect CIT at the lower rate or are free of CIT, or against 

                                                           
33 Revenue Code, s 76Bis (Thailand). 
34 Revenue Code, s 70Bis (Thailand). 
35 Supreme Court Dika No. 522/2536. 



profits shifting for the purpose of profit allocation in between their affiliated companies in 

order to reduce their tax burdens. Tax advanced pricing arrangement (“APA”) is a bilateral 

agreement made by and between the taxpayer and TRD to provide in advance with the transfer 

pricing issues for intra-group of companies’ transactions for a certain period with appropriate 

methodologies, terms and conditions. The objective of APA is to prevent any potential 

disputes, or problems of double taxation that may be caused by a transfer pricing re-

assessment.36 The taxpayer may enter into Bilateral APA with TRD so as to ensure that the 

APA is consistent with the TRC and to eliminate double taxation according to DTAs between 

Thailand and other jurisdictions. The execution of APA is also to counter tax avoidance and 

evasion and to enhance knowledge and understanding between the taxpayer and TRD together 

with indication of certain tax liabilities. Basically, problems incurred by transfer pricing and 

thin capitalization to source countries might be resolved by the APA. Nevertheless, APA is 

mainly provided to fix particular problems arising from transfer pricing. Shifting profit through 

the payment of interest can be committed even at market value or at the value fixed by APA. 

Thin capitalization may not be influenced from the constitution of APA. 

As aforementioned, the existent provisions and measures in accordance with Thai laws 

could not govern and efficiently prevent thin capitalization for purpose of tax avoidance. Those 

may be insufficient to protect the rights of source country to taxation on income derived from 

and in Thailand. Without a particular thin capitalization rule, there is an uncertainty in the 

enforcement of laws to resolve this kind of tax avoidance. Tax law in Thailand should be 

amended and added such rule to fill up the loophole therein and ensure the equality in taxation 

upon business profits in whatsoever forms. 

 

                                                           
36 Departmental Instruction No. Paw 113/2545 (Thailand). 



 

III. Thin capitalization rules and problems of implementation 

For the purposes of taxable profits calculation, thin capitalization rules generally limit 

the amount of debt that may enjoy interest expense deductibility. The payment of interest on 

the excessive limited amount of debt shall not be deductible in the calculation. Many countries 

implemented their own rules to counter thin capitalization ostensibly for tax avoidance. The 

rules implemented might be divided into various approaches and problem schemes incurred in 

respect of the implementation thereof might be discussed as follows: 

Arm’s Length Approach 

In some countries, i.e., South Africa and Australia, the maximum amount of allowable 

debt is limited to the amount of debt that an independent lender would be willing to lend to the 

company.37 For instance, the amount of debt that a borrower could borrow from an arm’s length 

lender or a lender unrelated to a borrower. Any borrowing cost on the excess arm’s length debt 

amount shall not be deductible for tax purpose. The arm’s length approach typically considers 

the specific attributes of the company in determining its borrowing capacity or the amount of 

debt that company would be able to obtain from independent lenders. An arm’s length approach 

requires the taxpayer company and tax authority to establish the amount of debt which a third-

party lender would be willing to lend to the company. This approach emphasizes the amount 

of debt that third party lenders, at arm’s length, would be willing to lend to the specific 

company in question and takes into account the specific attributes of that company. The 

                                                           
37 OECD, ‘Thin Capitalisation Legislation: A Background Paper for Country Tax Administrations’ [2012] Tax 

and Development, 9. 



approach can also take into consideration of the amount of loan which the borrower, at arm’s 

length, would be willing to borrow. 

A problem of the arm’s length approach is a difficulty in determination of an 

appropriate amount of debt.38 To what extent unrelated lenders should lend to others of which 

the conditions are extremely various may not be fairly specified by tax authorities. In Thailand, 

TRD might not be ready for this approach since there is no specific measure regulated for 

guideline and enforcement. This approach requires a high degree of tax authorities’ discretion 

to determine the proper treatment for each of factual situations. Due to the requirement of a 

mere discretion of tax authorities, one might also point out that the arm’s length approach could 

persuade to corruption and bribery. 

Ratio Approach 

 The maximum amount of debt on which interest may be allowed to deductibility for 

tax purposes is limited by a pre-determined ratio that is prescribed in tax laws or regulations. 

The ratio or ratios used regardless of whether it may or may not reflect an arm’s length position. 

This approach determines the amount of deductible interest expense by reference to a specified 

ratio, such as the ratio of debt to equity. The rules might allow interest payments on debt of up 

to two times of the total amount of equity invested in the affiliated company. Any additional 

interest would not be deductible for tax purposes. 39 The government authorities in China, for 

instance, jointly published a Circular on the Relevant Taxation Policies in connection with the 

Pre-Tax Deduction Standard for the Interest Expenses Paid to the Affiliated Parties of 

Enterprises which provides two ratios: first, a 5-to-1 debt-to-equity ratio for financial 

institutions and second, a 2-to-1 debt-to-equity ratio for others. The portion of interest on the 

                                                           
38 Sumet Sirikunchoat, International Tax Law (3rd edn, Faculty of Law, Thammasat University 2011), 248. 
39 OECD, ‘Thin Capitalisation Legislation: A Background Paper for Country Tax Administrations’ [2012] Tax 

and Development, 12. 



debt exceeding the thresholds shall not be deductible, unless the company can prove that 

financing was arranged at arm’s length.40 

Apart from the complicacy of considering a suitable ratio,41 problems with the fixed 

ratio approach are that it is not flexible and might not reflect economic reality. Developing 

countries, such as Thailand, have needed the investments from developed countries for job 

creation, technology transfer and economic development. This fixed ratio approach would 

probably reduce a number of incentive to invest in Thailand. It also may cause an unfavorable 

effect to the free trade market and deter the expansion of businesses which is growth potential 

but lack of their own funds. A fixed ratio approach may not consort with the capability of 

taxpayers in Thailand and may render unacceptability. 

Dividend Deduction or Zero Rate Approach 

Tax benefit is considerably one of main factors having impact on investors’ decisions 

to use debt financing rather than equity financing. The payment of interest is considered as 

expense deductible over net profits, while the declaration of dividends cannot be deductibility 

in calculation of the net profits for tax purposes. The limitation of thin capitalization by 

considering dividends as deductible expenses would replace traditional economic double 

taxation elimination at a level of shareholder, through tax credit or exemption, with the 

deductibility of dividends distribution from the net profits at a level of company. In accordance 

with this approach, dividends are treated as expense similar to interest and there is no corporate 

tax charged on the profit distribution, as implemented in Spain and Greece.42 This approach is 

                                                           
40 OECD, ‘Thin Capitalisation Legislation: A Background Paper for Country Tax Administrations’ [2012] Tax 

and Development, 12. 
41 Sumet Sirikunchoat, International Tax Law (3rd edn, Faculty of Law, Thammasat University 2011), 248. 
42 Anthonie Knoester, Taxation in the United States and Europe: Theory and Practice (St. Martin’s Press 1993), 

169. 

 



called “Dividend Deduction” or “Zero Rate”. Net profits thereby not distributed to shareholders 

and kept for business operation have CIT burden at the rate of 20 percent at the level of 

company, pursuant to Thai tax system. In the meantime, net profits distributed to shareholders 

have no tax burden at a level of company but are subject to personal income tax (“PIT”) at 

progressive tax rate, the highest of which is 35 percent. 

Problems of “Dividend Deduction” or “Zero Rate” approach are as follows: the 

company which most of its shareholders liable to PIT at the marginal rates of 20 percent or less 

would be persuaded to distribute its net profits to shareholders in order to reduce tax burden on 

its business profits. Conversely, the company of which the shareholders pay PIT at the marginal 

rates of 20 percent or more would prefer not to distribute its business profits in form of 

dividends but keep it with the company in order to increase its capital and be subject to CIT at 

the rate of 20 percent, so as to keep away from the higher rate of PIT. Therefore, the incidence 

of tax between interest and dividends would still be different. Instead, investors may select to 

be derived business profits in form of interest which is subject to WHT at the fix rate of 15 

percent for the purpose of tax burden deduction. Moreover, in the eyes of the TRD and Thai 

government, the amount of revenue received from taxation through “Dividend Deduction” or 

“Zero Rate” approach would be lower than a current measure of taxation through the dividend 

tax credit method. 

Reclassification as Dividends Approach 

Rather than denying interest deductibility, some countries, e.g., Germany, Russia and 

Switzerland, reclassify the excess interest as dividends.43 In accordance with this approach, tax 

liability on interest payment is changed to be similar to dividends. For instance, if it is 
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implemented in Thailand, interest payment will not be liable to mere WHT at the 15 percent, 

but instead, the payment will be included in the PIT computation at the progressive rate. 

However, in this approach, interest would still be an expense deductible in calculation of net 

profits and loss for the paying company, while the declaration of dividends cannot be 

considered as a deductible expense. The approach might not pivot the incentive from the 

arrangement of excessive debt financing to equity financing due to the difference in their tax 

exposure. 

Earning Stripping Rule 

This rule was introduced by the United States of America and was enacted under the 

Internal Revenue Code. In accordance with the provision,44 a tax deduction may not be allowed 

for an U.S. company’s interest paid, if the company’s debt-to-equity ratio exceeds 1.5 to 1. 

Any amount disallowed is however limited to the amount of the company’s excess interest 

expense which is greater than 50 percent of the business’s earnings before interest, tax, 

depreciation and amortization (“EBITDA”).45 The amount of interest disallowed is carried over 

and treated as disqualified interest paid in the next succeeding tax year. Moreover, if a company 

has excess limitation carry forward in a tax year, the excess limitation is carried forward and 

used to offset excess interest expense in the next 3 succeeding tax years. A special rule applies 

to loans issued through a partnership in which the company holds an interest to prevent 

avoidance of the interest limitation rules. In addition, to prevent avoidance through affiliated 

group members, all members of an affiliated group are treated as one taxpayer.46  
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This rule has been criticized by many of U.S. large companies that it is excess 

restrictive. The U.S. Internal Revenue Service (“IRS”) issued new proposed regulations to 

make the rule soften by many of transaction exemptions.47 

 

There currently are many approaches implemented across countries and even if one 

approach of thin capitalization rule was implemented in one country, the same can be adopted 

by other countries with adjustment thereof so as to be properly fit with their own economic 

contexts. For instance, the fixed ratio approach is implemented differently among countries, 

Canada uses a debt-to-equity ratio of 1.5-to-1,48 whilst a developing country like Kenya uses a 

debt to equity approach and employs a 3-to-1 debt-to-equity ratio.49 Due to the differences in 

economic system and society of each country, thin capitalization provisions have been 

variously implemented. Whenever Thailand desires to adopt thin capitalization provision for 

the purpose of tax avoidance prevention, government and tax authorities would have to 

research economic system and society prior to design and implement its own thin capitalization 

rule in order to resolve problem schemes efficiently and productively. 

Thai tax system currently does not adopt any of aforementioned thin capitalization rules 

to solve the tax base erosion and profit-shifting (“BEPS”) problems. One might argue that the 

1-to-7 ratio of the capital and loans in accordance with Ministerial Regulation No. 2 B.E. 2516 

(1973) is sufficient to counter thin capitalization and there is no need to implement a specific 

rule in tax law. Nevertheless, such an existing ratio is just a condition for foreign companies 

carrying on businesses requiring permission to comply with. It was not designed for tax 
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purposes of limiting expense deductibility and would not govern this complicated matter.  In 

comparison with one of ASEAN Economic Community’s country which is similar to Thailand, 

Indonesia regulated thin capitalization rule to essentially limit the amount of tax deductible 

borrowing cost arising from the debt to a maximum debt-to-equity ratio of 4-to-1, which has 

become effective since the fiscal year 2016. The rule was implemented to limit the erosion of 

an Indonesian company’s tax base through the payment of excessive interest on debt from 

related parties.50 

The implementation of rules even might reduce the incentive to invest in the source 

countries, especially developing countries. Thin capitalization however should be countered to 

protect source country tax base and domestic companies. Should any country seek the 

investment from foreign company, it would be better if the specific promotions can be officially 

provided by its government rather than ignorance to this conduct of tax avoidance. 

Conclusion 

From the tax policy aspects, it is found that multinational enterprises tend to set up 

subsidiaries rather than a branch for the separation of entity and in order to allocate or shift 

profits between related companies. The formed company financed by debt would be able to 

enjoy interest expense deductibility in the tax computation, while equity financing generally 

has more tax burden, once the profits have been distributed to investors. The formation of 

company with an ostensibly greater proportion of debt against equity, not based on economic 

efficiency or profitability of the company, would be assumed that it was arranged for the 

exploitation of tax loopholes. This is called thin capitalization which has been corroding the 

source countries tax base for a long time. 
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Many countries, e.g., the United States, China, Indonesia and etc., implemented their 

own rules to counter this kind of tax avoidance. There are various approaches being 

implemented across countries. Even if a rule was implemented in one country, it could be 

deviated to properly fit to the specific economic context and used in another country. 

Nonetheless, the problems each scheme incurred in respect of the implementation thereof can 

be raised and criticized from time to time, i.e., inducement to bribery or excessive 

restrictiveness. Moreover, one might argue that the implementation of the rules can reduce the 

incentive to the investment from foreign company in the developing countries and an investor 

whose business actually lacks of funds and need to be financed by loan would be suffer from 

non-allowance of expense deductibility under the rule which may be implemented. These 

would be principal reasons of why developing countries, such as Thailand, Vietnam, Malaysia 

and etc., are not eager to counter thin capitalization. Thin capitalization rule however is 

inherently adjustable and should be implemented to mainly protect source country tax base. 

In the consequence of Thai law which has no specific provision regarding thin 

capitalization rule, the problem the schemes incurred from thin capitalization has never been 

solved effectively and properly. Not only does such a matter stimulate tax base erosion but also 

render tax authorities and taxpayers to get confused of the application and enforcement of the 

existing unclear provisions to govern thin capitalization. Any person in tax system may not 

desire to deal and comply with such kind of law. Double standard of law enforcement would 

further occur from time to time and probably ignites bribery and corruption. 

Hence, Thailand should design or adopt suitable thin capitalization provision in order 

to counter and resolve the problems that will be incurred or have been incurred. Even 

impossible to perfectly fix all of those, the implementation of thin capitalization rule in 

whatsoever approaches would be better than analogy to the unclear existing provisions of law 

most nearly applicable. There would not be the best approach as long as there still is difference 



in taxation system across countries.  A fit approach however could be found and implemented 

so as to fill the loopholes in Thai tax law. In accordance with the basic criteria of good tax, the 

proposed thin capitalization rule should at least satisfy the following: the equity to taxpayers, 

the efficiency to be complied by taxpayers, the convenience for taxpayers to pay, and the 

economy of tax collection that the amount of administrative costs should be or less than 5 

percent of the revenue gained. This will be the great challenge for legislators and tax authorities 

to make the change happen. 
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