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BEPS MONITORING GROUP 

Neutralising the Effects of Hybid Mismatch Arrangements 

This response is submitted by the BEPS Monitoring Group (BMG). The BMG is a group of 

specialists on various aspects of international tax, set up by a number of civil society 

organizations which research and campaign for tax justice including the Global Alliance for 

Tax Justice, Tax Justice Network, Christian Aid, Action Aid, Oxfam, Tax Research UK. This 

response has not been approved in advance by these organisations, which do not necessarily 

accept every detail or specific point made here, but they support the work of the BMG and 

endorse its general perspectives.  

This response has been prepared by Erika Barros Sierra, Jeffery Kadet, Francis Weyzig, 

Tomas Balco and Sol Picciotto , with comments from other members of the Group.  

We welcome the opportunity to comment on the Consultation Document on BEPS Action 

Plan point 2, Neutralise the Effects of Hybrid Mismatch Arrangements, and the Related Note 

on Tax Treaty Aspects of Hybrid Mismatches, published by the OECD on 19
th

 March 2014. 

We will begin with some general comments, and then address some (but not all) of the 

specific questions posed in the Discussion Drafts. 

1. GENERAL COMMENTS 

The problem of hybrid mismatch arrangements (HMAs) is probably the most technical and 

potentially complex issue to be addressed in the BEPS Action Plan, and hence one that might 

be neglected by those not closely involved. In our view, this would be a mistake, as we 

consider that it has as much importance as any of the BEPS issues. We commend the OECD 

for having produced a technically sophisticated analysis and proposed solutions which are 

carefully and elegantly designed.  

However, in our view it is important first to take an overview of the causes of the problem 

before evaluating these proposals. 

As we have pointed out in our other papers, the underlying cause of the problems of BEPS is 

the `separate entity’ principle in tax treaties. It is this which not only allows but encourages 

multinational corporate groups to develop complex structures using entities in suitable 

jurisdictions to hold assets and route payment flows in ways which minimize their overall 

global tax exposure and achieve double non-taxation, all of which is now described as base 

erosion and profit shifting. Many of the proposals now being considered in the BEPS project, 

including these relating to hybrids, attempt to counteract these techniques by overriding the 

separate entity principle, but only in specifically defined circumstances. Hence, they can at 

best hope to provide only temporary palliatives to a system which desperately needs a more 

fundamental cure. 

The tax treaty rules devised in 1928 aimed mainly to deal with portfolio investment, the then 

dominant form of international capital flows. They allocated to the country of residence of 

the investor the right to tax the income from foreign investment (interest, dividends), while 

the country where a business is located could tax its profits. This was adapted to deal with 

foreign direct investment (FDI) by multinational corporations (MNCs), by the `separate 

entity’ principle, which treats the affiliates of a multinational corporate group in each country 

as if they were independent. This assumes that the Parent company is in reality an investor, 

and that its foreign subsidiaries and branches (Permanent Establishments – PEs) are 

independently and locally managed, and make payments to the Parent of interest on loans and 
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dividends on equity capital contributions that are in the nature of arm’s length investments 

seeking merely a financial return. 

This no longer has any basis in reality. Since at least the 1950s, MNCs began to raise and 

allocate capital for their various operations worldwide in an integrated manner. Since the 

1960s, and especially after the liberalization of financial flows and markets in the 1980s, they 

have raised capital on global financial markets, using the `offshore’ system, which greatly 

reduces their cost of capital. Since the 1990s, investment banks and other tax planners have 

devoted enormous resources to devising complex structured financing arrangements, which 

reduce the cost of capital even more. Many of these arrangements are tax driven, i.e. 

primarily designed to minimize tax. Central among these techniques is the use of hybrid 

mismatches. 

Through their in-house tax group and outside tax and legal advisors, MNCs create a complex 

network of legal entities and a convoluted web of intra-firm financing and other contractual 

arrangements. Since some of our members have been tax advisers, we know that taxation is 

the primary (though not the only) factor in deciding the form of legal entity, place of 

formation, and residence of legal entities. The use of hybrid entities is generally a deliberate 

device used in tax `planning’ for the sole purpose of achieving BEPS. The choice of financial 

structure and design of transactions may be affected by other regulatory concerns, but here 

again tax exposure is crucial. The point of course is that each country's tax authority can only 

see and tax the entity or entities that the taxpayer has consciously and carefully constructed to 

be seen by that tax authority. Through all the planned inter-company transactions and 

agreements, the taxpayer has defined what assets, activities and risks will be within each 

legal entity. This is a stacked deck. The tax authorities only see what the taxpayer (the MNC) 

wants them to see. The respect that is given under current tax rules to each legal entity, and 

its form as viewed under national laws, is at the heart of this situation.  

These various techniques exploit inadequate or ineffective coordination of tax rules between 

states, all of which are viewing each entity as if it were a truly independent legal person. 

From this perspective the problem seems to be caused by `loopholes’ between national laws, 

and the BEPS project proposes to resolve it by patching up existing rules. However, although 

there are disjunctures between national laws, they become `loopholes’ as a result of their 

deliberate exploitation for tax avoidance purposes. Under the combination of the territorial 

and deferral taxation system which most countries now employ, and existing accounting 

rules, tax savings from BEPS can be transformed into higher share prices and higher 

executive pay (due to equity-based compensation). This creates a strong motivation for MNC 

managements to push BEPS to whatever limit the laws allow. As long as this motivation 

remains, strong BEPS efforts will continue.  

For these reasons, even if the rules are patched up by states, the separate entity principle will 

continue to drive tax planning. Hence, this approach can only hope to be effective with much 

closer and continuous coordination between states. In our view, the current proposals on 

HMAs demonstrate this. Although they are put forward as proposals for changes only to 

domestic tax laws, on closer examination it is clear that they will need to be closely 

coordinated. We discuss this further below. 

In our view, a much more effective approach would be the replacement of the `separate 

entity’ principle with a `unitary’ approach to multinational corporate groups. This does not 

require a radical shift to a fully-fledged unitary taxation system with apportionment based on 

pre-fixed formulas. This should, however, be the long-term aim, beginning now with a clear 

recognition of the need for a unitary approach. Indeed, this is implicit in the mandate to the 
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OECD from the G20 world leaders, that reform of international tax rules should ensure that 

firms are taxed `where economic activities take place and value is created’. 

The financial structures of MNCs are the source of a large proportion of the problems of 

BEPS. Adopting a unitary approach could provide a comprehensive solution not only to 

HMAs, but also to other problems, notably base erosion via interest payments (Action Point 

4), and transfer pricing problems of allocation of capital (Action Point 9). OECD states have 

used various forms of proportionate allocation of joint costs, including financing costs. In our 

view, the BEPS project should build on and refine these. Such an approach would recognise 

the economic reality that the MNC operates as a unitary firm, and simply eliminate all the 

effects of the artificial corporate structures and contractual arrangements, including hybrids. 

This would provide the basis for a solution which would be more comprehensive, simpler, 

clearer, and easier to administer.  

Another version of a unitary approach would be for countries that are home-countries of 

major MNCs to abandon their territorial and deferral taxation systems and adopt a full-

inclusion approach. This could be accomplished either through implementing a new taxation 

system, or much more simply by merely strengthening considerably the CFC rules already 

found in these countries. This strengthening would be accomplished through inclusion in the 

home-country tax base of any profits in PEs or foreign subsidiaries that have been subjected 

to a tax rate that is less than the home country's statutory rate. The foreign tax credit 

mechanisms that already exist in these countries would prevent double taxation. 

The alternative chosen by the OECD will result in the elaboration of complex rules, 

attempting to deal with different aspects of the problem. This can clearly be seen from the 

proposals on HMAs, which entail intricate and detailed rules, in a system designed to be 

interactive. The response of tax planners will undoubtedly be to devise increasingly complex 

structures aiming to avoid those rules. Tax rules, like any regulatory arrangements, can only 

be effective on a sustainable basis if they work with the grain of the economic motivations of 

the persons whose conduct is being regulated, and not against them. The `separate entity’ 
principle creates perverse economic incentives which will continue to drive the creation of 

complex structures and use of elaborate transactions exploiting differences between national 

laws. The only effective way to end this pointless and wasteful game is to deal with the root 

of the problem, the strong motivation for BEPS created by the separate entity principle. 

2. RESPONSES TO THE CONSULTATION DOCUMENT 

2.1 The Design of Hybrid Mismatch Rules 

Are the objectives and design principles of the hybrid mismatch arrangements clear? 

If further clarification is required, then where is this required and how could it best be 

provided? 

Our comments 

The proposals put forward for dealing with hybrids take the form of suggested changes in 

national tax rules. It seems therefore that they are entirely a matter for each state. However, 

the Design Principles of the proposals (para. 27) make it clear that what is needed and 

envisaged is a `comprehensive’ solution, which would `avoid double taxation through rule 

co-ordination’. Indeed, there are several mentions of `the advantages of dealing with hybrid 

mismatch arrangements on a multilateral and coordinated basis’ (e.g. paras. 44, 47).  

Thus, it seems that widespread and coordinated adoption of any rules designed to neutralise 

HMAs is essential. For the ‘domestic approach’ which the Draft on HMAs seems to be 
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suggesting to be effective, countries need to adopt parallel and consistent rules, using a 

common model and neutral language, adjusted to their particular situations. To make it less 

appealing for tax planners to devise strategies that involve the use of hybrids, a significant 

number of countries would need to have harmonious and coordinated HMA rules.  

Hence, our response to these two questions is:  

How is it intended to achieve this comprehensive solution, and what multilateral and 

coordinated basis is envisaged?  

The proposals are put forward in terms of primary rules and secondary rules, which in a sense 

seem to be reciprocal, but it is not made clear how this would be articulated. How would the 

system work if one or more major states did not enact appropriate domestic rules as 

envisaged in the proposal? Perhaps the intention is to provide coordination through the 

possible multilateral convention which is being investigated (Action 15). However, even this 

would be binding only on and between the states which ratify it, and accept the particular 

provisions. Without such a formal framework, it is not easy to see how coordination could be 

achieved. It also raises a host of questions about the multilateral instrument, in particular 

whether it would be open to all states, including non-G20 members. 

Even with a formal framework, there would be a need for continuing coordination to monitor 

implementation of the proposed system. Without this, the danger would be either under-

enforcement, in which case BEPS would continue, or over-enforcement resulting in conflicts. 

Perhaps the intention is to deal with these issues through the Mutual Agreement Procedure 

(MAP), which the intention is to strengthen (Action 14). Yet, as OECD data on the MAP 

demonstrate, tax authorities have been already been unable to cope adequately with the 

growth of MAP requests in recent years, leading to an average time for resolution of over two 

years.  

2.2. Hybrid Financial Instruments and Transfers 

Is it clear what elements need to be present in order for the rules neutralising hybrid 

financial instruments or hybrid transfers to apply? 

Our comments 

We support the view that a hybrid rule should be intended to act automatically whenever a 

payment comes across the border having been deducted at the paying end, without having to 

prove a tax avoidance motive. 

Is the outcome of the rules’ operation clear? 

Are there any arrangements which should be caught by the rules but are not addressed in the 

recommendations? 

Our Comments 

In our view there are already some arrangements that do not seem to be caught by the 

proposals, others could be devised, and this is very likely to happen. A case in point is 

Belgium’s notional interest deduction regime. This is used by many multinationals, which set 

up an entity in Belgium to provide loans to subsidiaries around the world. The assets of the 

entity consist of group loans, and the entity is financed with equity. The notional interest 

deduction system provides an allowance for corporate equity, that is, a deduction for the 

normal return on the book value of equity to reduce the difference in tax treatment between 

debt and equity. In 2013, the deduction rate was 3% for large companies. The deduction is 

available regardless of whether the entity pays out dividends. The result is that the intra-
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group interest income earned by the entity in Belgium is effectively taxed at a low rate or not 

taxed at all. This notional interest deduction is not a special regime, it applies to all 

companies, including small domestic ones. For purely domestic companies, without foreign 

assets or foreign owners, the notional interest deduction does not result in mismatches. Hence 

it is unlikely to be considered a harmful tax practice. It seems to us that these proposals 

would not cover this arrangement, because the mismatch arises even if the entity in Belgium 

pays no dividend. However, it is essentially still a hybrid mismatch issue because one country 

allows a deduction whereas the other does not tax the income.  

It should also be borne in mind that these proposals target only a specific aspect of BEPS 

structures. They will not deal with back-to-back arrangements, in which the receiving entity 

pays on the bulk of receipts to escape taxation in the intermediary country. Further extensive 

proposals will be necessary, under BEPS Action Plan point 4 to provide for limitation of 

deductions for payments to related entities not only of interest but also royalties and fees, and 

to deal with rental and leasing arrangements, which similarly exploit differences in treatment 

of financial, operating and hire-purchase leasing arrangements.  

Adopting a unitary approach as we suggest, e.g. by proportionate deduction of financing and 

other joint costs such as R&D, would provide a more comprehensive solution which would 

be much easier to administer, especially for developing countries.  

This document sets out two possible approaches to drafting a scoping rule and summarises 

the possible advantages and disadvantages. Are the advantages and disadvantages 

accurately described and are there any other advantages and disadvantages of the two 

approaches? 

a. What is the perceived impact of a bottom-up or top-down approach in terms of 

tax compliance and tax administration? 

Our comments:  

We believe this problem requires a top-down approach. One of the main barriers to 

international cooperation is the fragmented approach to taxation and the wide range of rules 

and measures devised to address tax issues across the globe. We believe that in order to 

effectively neutralise the effect of HMAs it is essential to adopt simple and comprehensive 

solutions that reduce the ability of taxpayers to exploit loopholes that would inevitably arise 

with a bottom-up approach. 

A ‘bottom-up’ approach would face tax authorities with the challenge of having to keep up 

with the ‘creativity’ that characterizes the tax planning industry. This approach, based on 

rules to deny non-inclusion/deduction/exemption/tax credit only in specific situations, would 

simply encourage the design of much more elaborate HMAs in order to circumvent the rules. 

In addition, rules designed under this approach would require constant monitoring to ensure 

proper application. Resolving the arbitrage questions raised by hybrid payments, entities, and 

transfers is easier said than done. The complexity comes from attempts to narrow the range of 

transactions covered, which is why we recommend a top-down approach. 

Nevertheless, it could be helpful to include specific examples as illustrations of how the 

general rules are intended to operate, in the Commentary to the treaty. This is a familiar 

technique, which in our view overcomes the apparent dilemma between inductive or 

deductive approaches to rule-making. 

1.1.This part includes a number of examples:  
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a. What commercial or legal difficulties might these examples give rise to where 

the parties to an arrangement are unconnected and have no knowledge of the 

counterparties position? 

b. In this context are there any examples or situations that are more problematic 

than others? If so please explain why problems arise and what constraints or 

restrictions the parties might face in obtaining relevant information on the 

treatment of the counterparty? 

c. To the extent that there are difficulties, do these apply equally to both the 

holder and issuer in the context of hybrid financial instruments? 

d. Are there any other situations or examples, not covered here that give rise to 

difficulties? In particular are there any specific problems for regulated 

businesses (see also Q. 8 below)? 

1.2.What definition could be used to capture the concept of widely-held or regularly 

traded whilst also addressing concerns that any exemption should not be available to 

related parties, parties acting in concert or parties to a structured arrangement (i.e. 

an arrangement designed to obtain the benefit of a mismatch). 

1.3.If the rule exempted certain traded instruments then how could it be drafted so that it 

still applied to structured arrangements? 

1.4.In relation to regulatory capital 

a. What are the regulatory requirements for banks' to issue/manage capital at top 

holding company level, and what arrangements are used to pass this down the group? 

For example, what use is made of identical and traceable instruments and under what 

conditions would the arrangement be funded by a market issuance at top holding 

company level? 

b. Are special provisions needed to create parity between a banking group issuing 

hybrid regulatory capital indirectly to the market through its holding companies and 

a banking group (or another industry group) issuing hybrid regulatory capital 

directly to the market? 

c. Are hybrid regulatory capital instruments sufficiently different as to justify a full 

carve-out from hybrid mismatch rules? Are there inherent safeguards in place against 

the use of these instruments for tax-planning purposes or what safeguards could be 

introduced to ensure that any exemption from the general hybrid mismatch rules 

could not be abused? 

Our comments 

In our view, the difficulties which are evident here result from attempting to deal with HMAs 

while still upholding the separate entity principle. The different treatment under different 

national laws of financial instruments occurs irrespective of whether they are used by MNC 

affiliates or independent companies. However, MNCs may choose to structure their financial 

arrangements using hybrid instruments for tax avoidance purposes. If tax authorities remain 

shackled to the `separate entity’ principle they will be obliged to apply the type of complex 

rules proposed here, to attempt to decide whether the choice of instrument is motivated by tax 

avoidance. 

As we have argued in section 1, more effective solutions should be based on adopting a 

unitary approach. Such an approach would entail treating a firm’s capital on a consolidated 

basis. This would be compatible with the preference of banking regulators, mentioned in 
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para.160 of the discussion draft, for treating regulatory capital on a consolidated basis, and 

either encouraging groups to issue such capital at top holding company level, and/or 

disregarding instruments issued at subsidiary level. 

2.3 Hybrid Entity Payments  

1.1.Is it clear what elements need to be present in order for the rules neutralising 

deductible hybrid entity payments to apply?  

1.2.Is the outcome of the rules’ operation clear?  

1.3.Are there any arrangements which should be caught by the rules but are not 

addressed in the recommendations?  

1.4.Are there any related party structures where the hybrid entity may have difficulty in 

knowing or obtaining information about the position of the investor?  

1.5.If so when would these arise and what difficulties or constraints would the hybrid 

entity face?  

2.4 Imported Mismatches and Reverse Hybrids  

Are there any arrangements which should be caught by the rules but are not addressed in the 

recommendations? 

Is it clear what elements need to be present in order for the defensive rule neutralising 

reverse hybrids and imported mismatches to apply?  

How could an anti – abuse provision be drafted so that it prevents otherwise unrelated 

parties from entering into arrangements to exploit mismatch arrangements?  

Our comments 

In the example described in paragraph 208, why would the intermediary country – Country B 

in the example – care about implementing rules to neutralize the effect of HMAs where that 

country’s tax revenue is unaffected. In other words, why would Country B – the intermediary 

jurisdiction in an ‘imported HMA’ – care about the effect that the HMA has in Countries A 

and C? We refer to our comments and question in section 2.1 above about how the 

coordination necessary for effective implementation of these proposals will be achieved. 

2.5 Further Technical Discussion and Examples  

Do these technical recommendations assist in understanding and applying the rules?  

Are there further technical recommendations that should be addressed in the final report? 

Our comments: 

With respect to intra-group financial transactions involving sale of shares (‘repos and sale-

leasebacks’) the Draft on HMA should contemplate in further detail the option of payment-

recharacterization. In most situations the recommendation is to deny the interest or rent 

deduction, and second, to force the inclusion of the payments in the subsidiary’s income. 

However, the OECD should analyse the extent to which changing laws to allow the 

recharacterization of repos and sale-leasebacks to treat them as loans could benefit countries; 
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these transactions are commonly used for financial purposes and should not be disguised as 

something other than the loans they represent.  

The expression `acting in concert’ should include any otherwise unrelated bank, financial 

institution, or other person that plays an intermediary role in any arrangement. The definition 

in the box on page 35 of `acting in concert’ does not clearly include such intermediary 

persons. Their inclusion should be made crystal clear. 

Comments related to Tax Treaty Issues 

Entity characterization 

Currently most countries characterize the foreign legal entities based on domestic corporate 

law rather than the characterization of the country of residence. This is the core enabler of 

HMAs. Therefore, consideration should be given to the tax treatment of these entities and 

whether they are liable to tax and effectively pay tax in their home jurisdictions. In this 

respect we welcome the recommendation to add paragraph 2 to the Article 1 of Model Tax 

Convention. Implementation of such a measure should be done through the proposed 

multilateral instrument, since relying on changes to bilateral treaties would lead to many 

years of delay. 

Non-Discrimination 

As indicated above, we are concerned that no specific proposals are put forward in respect of 

the application of the non-discrimination clause that obliges the countries of source to permit 

deductibility of payments, which may be payments made to HMAs. Similarly, 

implementation of such a measure should be done through a multilateral instrument. 


