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Neutralizing effects of hybrid mismatch arrangements 

Peter Harris 
 
Introduction 
 
* Explain problem in terms of double non-taxation, double deductions, i.e. 

essentially a tax base issue. 
* Results comparable to use of tax havens, but can involve two states party to a 

tax treaty and not three (as is usual with the use of tax havens). 
* Simultaneous erosion of source state taxation as well as residence state 

taxation, so related to other papers in this project. 
* Problem is essentially two or more countries disagreeing on one or more of the 

fundamentals of income taxation not comprehensively regulated by tax 
treaties. 

 
6.1 Scoping the Problem: Identifying Income Tax Fundamentals 
 
* Identify the structural features of an income tax, i.e. the things that all income 

tax laws must deal with. 
* Describe 'payments' as the building blocks of the tax base of a realisations 

based income tax. 
* Define 'payments' as bestowals of value and describe the various forms a 

payment may take, linking these forms to the well understood area of 
employee fringe benefits. 

* Most mismatches involve countries disagreeing as to the fundamental features 
of a payment. Although there can be other types of mismatches between two 
countries, the paper will focus on payments as the primary problem area where 
mismatches arise across borders. 

* Tax laws must be capable of identifying the fundamental features of a 
payment including- 
- Allocation: Who made the payment and who received the payment? In 

allocating the payment, it is necessary to identify who are allocation 
entities ('persons') for tax purposes. This is particularly problematic 
when artificial persons are involved. It may also be necessary to 
identify certain characteristics of the person, including as to residence. 
It may also be necessary to allocate the payment to certain activities of 
the person, e.g. a business, employment or investment. 

- Quantification: What is the monetary amount allocated to the payment 
for purposes of recognising it under the tax law? Quantification is 
particularly a problem with in-kind payments and payments in foreign 
currency. It is also a problem with payments between related parties 
although such payments can also raise difficult questions as to the 
existence of a payment and the other fundamental features. 

- Timing: At what time should the payment be recognised by the payer 
and by the recipient? In particular, due to the periodic nature of the 
income tax, payments must be allocated to or across particular tax 
years. Tax laws use various rules for allocating payments to time 
periods, e.g. when the payment accrues, when the payment is paid, 
linked to events with respect to a particular asset (allocation to cost 
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base) or apportioned across various years (such as in the case of a 
payment for a depreciable asset). 

- Characterisation: What label should be attached to the payment? 
Irrespective of the form of payment (e.g. cash or in-kind), should the 
payment be labelled as sales proceeds, dividends, interest, royalties, 
rent, capital, revenue, private, return of capital, gift, etc. Usually, the 
label is determined by asking 'why was the payment made?' A related 
characterisation issue is identifying the geographical source of the 
payment. A further issue considers whether a payment should be 
characterised the same way for the payer as it is for the recipient. At 
least for some questions of characterisation, this is often not a 
necessary requirement. 

 
6.2 Agreeing to Disagree: Mismatches of Income Tax Fundamentals 
 
* The structural features of an income tax determine the scope for disagreement 

between countries, i.e. identify the scope of possible mismatches. 
* Identify how mismatches of the fundamental features of a payment may give 

rise to tax planning opportunities (or double taxation) in a cross-border 
scenario. 

* Identify the extent to which mismatches as to the fundamental features of a 
payment are reconciled in whole or in part by tax treaties. 

* Identify within this framework the mismatches identified in OECD BEPS 
Action 2 and give a limited number of simple examples (perhaps three or 
four). 

* Identify other mismatches not covered by the OECP project and whether 
attention is also needed with respect to these. 

 
6.3 A Step Too Far? OECD BEPS Action 2 Proposals 
 
* Briefly consider OECD BEPS Action 2 proposals in the context of the 

examples given at 6.2 
* Identify problems with the definitional aspects of the OECD work including: 

- 'Hybrid financial instrument', 'hybrid transfer', 'related persons', 'acting 
in concert', 'non-standard investment vehicle', 'structured arrangement', 
'widely-held and traded instrument', 'hybrid regulatory capital'. 

- 'Hybrid entity', 'hybrid payment', 'disregarded payment', 'dual inclusion 
income', 'duplicate deduction'. 

- 'Imported mismatch', 'reverse hybrid', 'control group'. 
* Identify the difficulties of implementing the OECD proposals for a tax 

administration and tax community with limited resources. 
* Assess the utility of some of the OECD distinctions and the fact that they 

require (in an unprecedented fashion) a source state to adjust its tax depending 
on the tax treatment in the residence state. This is largely a result of a 
hierarchy of rules to be applied between countries in specific cases ('primary 
rule', 'secondary rule', 'linking rule') and because of the interaction between the 
various rules proposed. 

* Assess whether the OECD approach is administratively feasible or necessary 
* Assess whether it is possible to adopt the OECD proposals in a limited or 

adjusted fashion that may overcome the implementation difficulties. 
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6.4 Two Steps into the Future: Reinforcing and Redefining Source State 

Taxation 
 
* Consider a more fundamental response to mismatches and base erosion that is 

facilitated by the focus of the UN Model on source state taxation (rather than 
the OECD's presumption of applying the OECD Model). 

* Rule 1- A payment made (e.g. expense) with a foreign source may only be 
deducted in calculating foreign source income. Foreign losses are strictly 
quarantined. Need for consistency with the approach to the foreign tax credit 
limitation. 

* Rule 2 - Full and comprehensive withholding tax on all outbound payments. 
Rule 2 does not apply to payments received by permanent establishments 
(source state taxes on a net basis), but Rules 1 and 2 apply to payments made 
or deemed made by permanent establishments. 

* Consequences for non-residents with domestic source income, with examples. 
* Consequences for non-residents with domestic and foreign source income, 

with examples. 
* Apply these rules to the examples given at 6.2 and compare the complexity of 

and ability to administer the rules with the OECD proposed response. 
* Compatibility of rules with tax treaties; restrictions on source state taxation 

(definition of 'permanent establishment', limits on withholding tax especially 
for service fees) including Article 24(4). 

 
6.5 Responding as a Residence State 
 
* Need for controlled foreign company or other anti-deferral rules. 
* These rules need information from source states, but that is consistent with the 

general requirement of providing foreign tax relief. 
* Demonstrate need for such rules by reference to examples given at 6.2. 
* Assess the potential for any conflict with rules discussed at 6.4. 
 


