
Page 1 of 5 
 

 

 

 

  
0BU.S. Tax Reform May Limit 
Interest Expense Deduction 
November 9, 2017 
No. 2017-52 

Canadian multinationals with U.S. subsidiaries may be affected by new U.S. tax reform 
proposals that limit the deduction of net interest expense by U.S. entities. These proposals, 
if enacted, could severely reduce the amount of deductible interest expense of all U.S. 
companies. A subset of the proposals specifically targets multinationals and, as such, may 
restrict interest deductions of leveraged U.S. subsidiaries of Canadian multinationals. 
Although these significant proposals included in the tax reform bill may still be amended as 
they proceed through the U.S. legislative process, Canadian multinationals may want to 
carefully review the existing leverage of all of their U.S. companies, including cross-border 
financing structures, to determine how their business may be affected.  

For multinationals, of particular interest are the proposals that include two approaches that 
generally work to:  

• Limit the deductible net “business interest” expense of all U.S. businesses (regardless 
of form) 

• Limit the deductible net interest expense of U.S. corporations that are members of an 
international financial reporting group. 

Multinationals would be subject to the approach that produces the lowest net interest 
expense deduction.  

Background 
The Ways and Means Committee of the U.S. House of Representatives released their 
tax reform bill on November 2, 2017 as the first step in enacting significant changes to 
the U.S. tax rules, including amendments affecting the deductibility of net interest 
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expense (see TaxNewsFlash-Canada 2017-51, “U.S. Releases Proposed Tax Reform 
Changes”). 

Under current U.S. tax law, businesses generally may deduct interest in the taxable year 
in which it is paid or accrued, subject to certain limitations. For Canadian multinationals, 
the most significant limitation is the U.S. earnings stripping rules. These rules limit the 
amount of interest that U.S. corporations can deduct, and are intended to limit tax base 
erosion through earnings stripping by non-residents, such as Canadian companies. 

Generally, if a corporation’s debt-to-equity ratio exceeds 1.5 to 1, then the earnings 
stripping rules limit the interest deduction to the extent the U.S. corporation pays or 
accrues “disqualified interest” (generally, interest paid or accrued to a related person if 
no U.S. income tax is imposed on that interest) and it has “excess interest expense” 
(generally, net interest expense in excess of 50% of “adjusted taxable income” (ATI)). 
ATI is intended to provide a measure of net cash flow from operations before interest 
expense, and is similar (but not identical) to earnings before interest, taxes, 
depreciation, and amortization (EBITDA). As such, ATI does not include net operating 
loss carryforwards, interest expense, depreciation, amortization and depletion. 

When a U.S. corporation triggers the earnings stripping rules, its deduction of 
disqualified interest is disallowed to the extent it has excess interest expense. Unlike the 
Canadian thin capitalization rules, which have a similar safe harbour debt-to-equity ratio 
of 1.5 to 1, the U.S. rules allow corporations to generally carry forward any non-
deductible interest indefinitely and deduct this interest in a future taxation year for U.S. 
tax purposes. Furthermore, in calculating its income tax liability under the earnings 
stripping rules, these corporations can carry forward any excess limitation (i.e., the 
excess, if any, of 50% of the payer’s ATI over its net interest expense) for three years. 

It is not yet certain when, or even whether, the limitation to net interest deduction rules 
in the tax reform bill will be passed into law. This bill is subject to further modification by 
the House Ways and Means Committee even before it moves to the floor of the U.S. 
House of Representatives. In the United States legislature, passing new tax rules can 
take considerably longer than in Canada. Before it can be enacted, U.S. tax legislation 
must generally move through the House, the Senate, and Congress as a whole before it 
is presented to the President for signing. At many of these stages, the bill is subject to 
debate and further amendments.  

 
Limitation of net “business interest” expense 

The first prong of the proposed interest limitation rules in the tax reform bill generally limits 
the net “business interest” expense of all U.S. businesses, effective for tax years beginning 
after 2017. Subject to certain exceptions, the bill proposes to repeal the existing earnings 

https://assets.kpmg.com/content/dam/kpmg/ca/pdf/tnf/2017/ca-us-releases-proposed-tax-reform-changes.pdf
https://assets.kpmg.com/content/dam/kpmg/ca/pdf/tnf/2017/ca-us-releases-proposed-tax-reform-changes.pdf
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stripping rules and make such businesses subject to a disallowance of net business interest 
expense in excess of 30% of the relevant business’ ATI.  

“Business interest” generally means interest paid or accrued on indebtedness properly 
allocable to a trade or business. The amount of disallowed net interest expense is 
determined at the level of the applicable business (e.g., at the partnership level rather than 
at the partner level). Additionally, where a group of affiliated corporations files a 
consolidated return, this determination is made at the consolidated tax return filing level. 

The bill provides that businesses with three-year average annual gross receipts of $25 
million or less would be exempt from this interest limitation rule. Further, the provision 
would not apply to real property trades or businesses, among others. However, these latter 
businesses are ineligible for the full expensing of certain “qualified property” that the U.S. 
tax reform bill also introduces. 

KPMG observations 
This proposed new limitation is much more severe than existing tax law because it 
applies to all interest, not just disqualified interest, and it does not provide for a “safe 
harbour” debt-to-equity ratio of 1.5 to 1. Thus, a key change is that the proposed 
limitation would apply to third-party debt. Further, the proposals reduce the threshold for 
limitation to 30% of ATI (from 50%).  

The proposed new tax rules also have less generous carryover provisions than the 
current earnings stripping rules. First, businesses would not be able to carry forward 
excess limitation, and any disallowed interest expense may only be carried forward for 
five years (determined on a first-in-first-out basis) rather than indefinitely, as currently 
allowed.  

Also, the proposed rules provide that these carryforward amounts are an attribute of the 
applicable business, not of its owners. However, the provisions include special rules that 
apply to pass-through entities to ensure that owners may use the excess limitation in the 
calculation of their own income tax liability for a taxable year (as described above). 
Additionally, to prevent double counting, the bill provides special rules for determining 
the ATI of each owner of a pass-through entity.  

 
Limitation to the deductible net interest expense for IFRG members  

The second prong of the interest limitation rules, which will apply in more limited 
circumstances, generally limits the deductible net interest expense of a U.S. corporation 
that is a member of an international financial reporting group (IFRG), effective for tax years 
beginning after 2017. The expense will be limited to the extent that the U.S. corporation’s 
share of the IFRG’s total net interest expense exceeds 110% of the U.S. corporation’s 
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share of the IFRG’s total EBITDA. This rule also allows disallowed interest expense to be 
carried forward for up to five tax years. 

An IFRG is a group of entities that:  

• Includes at least one foreign corporation engaged in a U.S. trade or business, or at 
least one U.S. and one foreign corporation;  

• Prepares a consolidated financial statement (i.e., an accounting or financial statement 
provided to shareholders, creditors or governmental agencies for non-tax purpose); and 

• Has global gross receipts of more than $100 million annually.  

Partnerships are included in the worldwide group and are treated as separate entities for 
these purposes. Members of an affiliated group of corporations that file (or are required to 
file) a consolidated income tax return are treated as a single corporation for purposes of 
applying the interest disallowance rule.  

KPMG observations 
This multinational interest limitation rule could significantly limit a U.S. corporation’s 
deductible interest, particularly if it has related-party debt. The proposed rule essentially 
limits U.S. interest deductions to reflect the U.S. company’s relative share of the IFRG’s 
external borrowings, determined based on EBITDA.  

For example, consider a successful Canadian multinational with excess cash that 
decides to finance its growing U.S. subsidiary using internal debt. If these new rules 
were to apply, the U.S. subsidiary’s interest deductions could be severely limited, 
especially if the IFRG does not have significant external debt. This limitation applies 
even if the U.S. subsidiary on its own could support similar leverage with a third party.  

 
Next steps 

In addition to the House tax reform bill released on November 2, 2017, the U.S. Senate is 
expected to release its own tax bill very soon. In order to meet the timeline of having the bill 
signed by the President by Christmas, the Republicans hope that the House and Senate 
will pass the first draft of both these bills by November 23, 2017.  After that, the two bills will 
go to a joint committee to be developed into a single bill, which will be voted on in each 
chamber. 

KPMG observations 
If enacted, the proposed limitations on the deduction of net interest expense would 
significantly expand the scope of the existing earnings stripping rules. Combined with 
the lower U.S. corporate tax rate proposed under the U.S. tax reform bill, these 
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proposals may make debt financing of U.S. operations much less attractive for many 
Canadian multinationals. 

The proposals are also unclear about whether they apply to interest that is deferred 
under various provisions of the Internal Revenue Code. For example, under the existing 
law, interest owing to non-U.S. related parties is generally deductible only when it is 
actually paid. Presumably, the proposed limitations would also apply to limit the 
deductibility of such interest once it is actually paid, but this is not clear in the proposed 
bill.  

Finally, it is unclear if the proposed IFRG interest limitation provisions may signal the 
demise of the recently released U.S. debt-equity regulations (i.e., Regulation 385), since 
the proposed limitations on interest deductibility in the multinational context may make 
these regulations redundant.  

 
We can help 

Your KPMG adviser can help you assess the effect of the U.S. tax reform legislation, 
including any limitation to net interest deduction on your business and personal tax 
situations. For more details on potential U.S. tax reforms and their possible impact, contact 
your KPMG adviser. 
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