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Abstract

Theory recommends aligning the tax treatment of debt and equity. A few countries,
notably Belgium, have introduced an allowance for corporate equity (ACE) to achieve
tax neutrality. We study the effects of adopting an ACE on debt financing, passive in-
vestment, and active investment of multinational firms, using high-quality administra-
tive data on virtually all German-based multinationals. We use two main identification
strategies, based on (1) synthetic control methods and (2) variations across affiliates
within the multinational group. Our results suggest that an ACE reduces the corporate
debt ratio of multinational affiliates. Additionally, an ACE increases intra-group lend-
ing and other forms of passive investment but has no effects on production investment
of multinational affiliates. The findings indicate that a unilateral implementation of
an ACE system generates a tax planning opportunity using a structure combining the
benefits from the ACE with interest deductions.
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