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Everybody knows that, as a matter of principle, financial expenses are deductible from the 
company's gross income, like business expenses generally. However, tax laws of various 
jurisdictions often provide that where the lender is associated with, controlled by or in 
control of, the borrowing company, unlimited deductibility of interest may be restricted by 
specific rules. Special considerations come into play in determining deductibility in relation to 
permissible debt-equity ratios. 

For example, French tax legislation provides that deductibility of interest paid to a 
company's associates for money advanced or  loaned to their company, is subject to three 
conditions. 

The first condition, which is also the easiest to understand, is that the company's capital 
must be entirely paid up. 

As for the second condition, a company taxed in France can only be granted an interest 
deduction on loans from shareholders to the extent that the interest rate does not exceed the 
average annual interest rate at issue of bonds issued by private companies in France. The tax 
administration determines this maximum rate, which is periodically published in the Oficial 
Guzette (8.95 per cent for 1989). 

The third condition concerns managing associates (Section 212 of the French Tax Code). 
Companies are able to deduct interests paid to associates who legally or  'de facto' manage the 
company only to the extent that their total loans or  advances do not exceed 1.5 times the 
company's share capital. However, this limitation does not apply to interests paid by French 
companies to their parent companies, this expression being defined by Section 145 of the 
Code which implies that they are subject to French corporation tax. 

Interests paid in excess of those limits are not deductible for corporation tax purposes and 
are treated as distribution of dividends. 

Many tax jurisdictions apply similar concepts, although not always so precisely defined by 
tax laws, whereby, in certain circumstances, part of interests paid to an associate are 
disregarded and treated as a distribution of dividends. When it comes to a foreign associate 
resident in a Treaty country, this raises the question of the compatibility of such treatment 
with the wording of the Treaty. If we consider the O E C D  1977 model convention, various 
articles have then to be considered. 

The first Article would certainly be Article 9 of the Model Treaty on associated enterprises, 
which gives to the State of residence of the company paying the interests the right to include 
in the profits of such company, and to tax accordingly, any income transferred to another 
company (the lender) by reason of commercial or financial conditions which differ from those 
which would be made between independent enterprises. Such provision may be interpreted as 
allowing the State of residence of the company paying the interest to apply its own rules with 
respect to thin capitalization, provided that it can be proved that the transaction is not arm's 
length. 

Once the adjustment is made, two other Articles have to be considered, 1.e. Article 10 on 
dividends and Article 11 on interest; in the OECD view, excess interests can be treated as 
dividends, giving therefore to the source country the right to levy a withholding tax. Such was 
not the attitude of the French Supreme Court (Conseil d ' k ta t ) ,  for example, which decided 
that the wording of the O E C D  definition was not precise enough to permit such assimilation, 
at least where the recipient is not a shareholder of the paying company. This is the reason 
why the most recent Treaties signed by France are based on a different definition, whereby 
the term 'dividends' means also income treated as a distribution by the taxation laws of the 
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