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Abstract 

In many different circumstances, hybrid financial instruments (HFIs) can be an appealing source of finance. 

At the same time, however, such instruments may also be used in tax planning. Its differential treatment in 

the affected jurisdictions can give rise to double non-taxation of a payment. Exploiting this allows for 

significant reductions in the corporate tax liability. 

In the aftermath of the recent financial crisis, such “tax arbitrage” has increasingly entered debate within 

the G20, OECD, EU and UN. As a result various concepts of how to engage with the problem were 

developed. Besides these, some states already rely on provisions that can be of relevance in this context.  

Starting from these developments, the objective of the monograph is to help those in charge of solving the 

problem to make a more educated decision. As such, it addresses tax policymakers around the world. For 

the sake of reaching its goals, the thesis applies the socio-legal method. This should acknowledge that tax 

policymakers design rules in a context that is broader than existing tax law. They have to consider the 

traditional principles of tax policy, including tax competition constraints, as well as legal dogmatic 

restrictions – and so does this thesis. Against this background, the dissertation is structured in the following 

way:  

In chapter 1, the reader is introduced to the topic and the design of the research. In chapter 2, HFIs are shed 

light on from the perspective of tax law, corporate finance and economics. The goal is to understand their 

role in reality. In chapter 3, the guiding principles for company taxation are reviewed. Contemporary tax 

research relies on the triumvirate: (i) equity, (ii) efficiency and (iii) administrability. So does this thesis. The 

literature on these issues is considered in sufficient depth, but with a strong focus on the research objectives.  

Chapter 4 builds the bridge between the above preparatory part and the core research. This happens by 

working out the non-legal concerns attached to tax arbitrage with HFIs. They include three from an inter-

taxpayer equity perspective, three from an inter-nation equity perspective and three from an efficiency 

perspective. This is the problem definition. Chapters 58 investigate how four approaches address these 

concerns. These are the “OECD approach”, the “low tax approach”, the “UN approach” and the 

“recharacterisation approach”. The focus will be on tax arbitrage transactions with HFIs that rely on a 

qualification conflict and substitute transactions with financial instruments that reach the same, or a similar, 

result. The research on these approaches also takes into account their administrability and legal dogmatic 

considerations. In doing so, the collateral damage caused by the rules is assessed as well. Also this happens 

from a multi-disciplinary perspective. In chapter 9, the author presents his own thoughts on what developed 

and developing countries may want to consider in dealing with the problem of tax arbitrage with HFIs.  
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The author is aware of tax arbitrage with HFIs only being a part of the challenges tax policymakers have to 

deal with. In an attempt to consider this, the discussion is put into a broader context. As a direct consequence 

thereof, the thesis also lacks a clear solution. Rather, it aims to provide information that should improve tax 

policymakers´ ability to address the issue. It is left up to them to trade-off equity, efficiency and 

administrability considerations, paying attention to what is possible de lege lata, and, notably, taking into 

account what fits their countries´ and tax systems´ needs best.  
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1. Introduction 

1.1. Setting the scene – tax arbitrage with hybrid financial instruments: What is it and what is done about 

it? 

The world´s tax law is not harmonised. Hence, states may treat transactions differently for tax purposes. 

Even though not necessarily, these differences can provoke inconsistent legal consequences in the affected 

jurisdictions – a so called “mismatch”.1 The impact such a mismatch can have for the taxpayer may be 

twofold. Either it can yield a result worse than achievable under a consistent treatment. On the other hand, 

it can also provide for an outcome better than that.2 Taxpayers can exploit these differences. This means 

that they seek for inconsistencies between tax systems and take advantage of them – a process referred to 

as tax arbitrage.3 

One, among many other,4 possibilities to engage in tax arbitrage is to structure a financial instrument 

towards triggering the desired tax consequences.5 Thereby its classification as debt or equity often plays a 

                                                
1 P. Harris, Neutralizing effects of hybrid mismatch arrangements, in United Nations Handbook on Selected Issues in Protecting 

the Tax Base of Developing Countries p. 216 (A. Trepelkov, H. Tonino & D. Halka eds., United Nations 2017) [hereinafter Harris 

UN Proposal]; compare also, e.g. H.D. Rosenbloom, International Tax Arbitrage and the “International Tax System”, 53 Tax L. 

Rev. 137, pp. 137-141 (2000) [hereinafter Rosenbloom International Tax Arbitrage]; R.S. Avi-Yonah, Commentary (Response to 

article by H. David Rosenbloom), 53 Tax L. Rev. 2, pp. 167-170 (2000) [hereinafter Avi-Yonah Commentary]; P.R. West, Foreign 

Law in U.S. International Taxation: The Search for Standards, 3 Fla. Tax Rev. 4, p. 171 (1996); D. Ring, One Nation Among 

Many: Policy Implications of Cross-Border Tax Arbitrage, 44 B.C.L. Rev. 1, pp. 81-89 (2002) [hereinafter Ring One Nation]; G. 

Fibbe, EC Law Aspects of Hybrid Entities ch. 1 (IBFD 2009), Online Books IBFD; M. Helminen, Classification of Cross-Border 

Payments of on Hybrid Instruments, 58 Bull. Intl. Taxn. 2, sec. 1 (2004), Journals IBFD [hereinafter Helminen Classification]; G. 

Kofler & H. Kofler, Internationale Steuerarbitrage, in Deutsches und Internationales Steuerrecht p. 382 (G. Brähler & C. Lösel 

eds., Springer 2009); G. Cooper, Some Thoughts on the OECD´s Recommendation on Hybrid Mismatches, 69 Bull. Intl. Taxn. 6/7, 

sec. 1 (2015), Journals IBFD [hereinafter Cooper Thoughts]; R. Russo, The OECD Report on Hybrid Mismatch Arrangements, 67 

Bull. Intl. Taxn. 2, sec. 1 (2013), Journals IBFD. 
2 Compare, e.g. and instead of many: OECD, Hybrid Mismatch Arrangement: Tax Policy and Compliance Issues paras. 3-11(OECD 

2012), International Organizations´ Documentation IBFD [hereinafter OECD Tax Policy and Compliance Issues]. 
3 See sec. 1.4. and especially the references provided for in supra n. 1, 91 and 157. Note that the term tax arbitrage is used also in 

other contexts, such as domestic tax arbitrage. The thesis will not deal with the latter, but focus on international tax arbitrage. For 

a discussion of domestic tax arbitrage see, e.g.; M.S. Scholes et al., Taxes and Business Strategy – a Planning Approach sec. 5.6. 

(Pearson Education 2016), who define it as :”tax arbitrage is the purchase of one asset (a “long” position) and the sale of another 

(a “short” position) to create a sure profit despite a zero level of net investment”. An example of a (normal) domestic tax arbitrage 

strategy is borrowing for investing into a tax-exempt bond. See D.J. Shakow, Confronting the Problems of Tax Arbitrage, 43 Tax 

L. Rev. 1, p. 1 (1987) who states that tax arbitrage concerns “transactions that, while not necessarily profitable before tax, are 

profitable after tax. This is the essence of tax arbitrage: an after-tax profit is possible only because the tax law treats income and 

deductions asymmetrically, allowing an immediate deduction for an expenditure (such as interest costs), but allowing complete or 

partial deferral or exemption of the income.” (footnotes omitted). See for more detail the discussion in: Ring One Nation, supra n. 

1, at pp. 106-109. 
4 See OECD Tax Policy and Compliance Issues, supra n. 2, at para. 10, referring to hybrid entities, dual resident entities and hybrid 

transfers. Similarly also: Kofler & Kofler, supra n. 1, at pp. 388-395; For a broader overview of possible hybrid mismatch situations 

see Harris UN Proposal, supra n. 1, at pp. 219-237. 
5 Which is to be distinguished from the bona fide usage of (hybrid) financial instruments. See in this regard the discussion and 

references provided for in, especially, sec. 2.2. 
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role.6 Whilst, de facto, all states make this distinction, they do so in a different way.7 Yet, depending on its 

classification, the tax treatment of the remunerations paid under the instrument is frequently different.8 

Whereas payments made under a debt instrument are usually deductible for the payer, this is generally not 

the case for payments made under an equity instrument.9 At the same time, a debt payment is typically fully 

taxed at the level of the receiver. However, this not similarly true for payments received out of an equity 

investment, which might face a more favourable tax treatment.10 An instrument that is qualified as debt in 

the payer state and equity in the payee state can, thus, give rise to a mismatch in tax treatment: A deduction 

at the level of the payer may not be matched by a corresponding inclusion at the level of the receiver. Tax 

arbitrage with “hybrid financial instruments” (HFIs),11 can also take other forms. Taxpayers may, for 

instance, exploit differences in the timing interest is recognised,12 or a disagreements in who is regarded 

the owner of an asset.13 

Without the world´s tax law being harmonised, tax arbitrage opportunities will not disappear.14 However, 

in the aftermath of the recent global financial crisis, such tax practices have entered debate at the level of 

                                                
6 OECD Tax Policy and Compliance Issues, supra n. 2, at para. 10: Russo, supra n. 1, at sec. 2; compare further, e.g.: M. Helminen, 

The International Tax Law Concept of Dividend ch. 9 (Kluwer Law International 2010) [hereinafter Helminen international tax 

law concept]; M. Helminen, The Dividend Concept in International Tax Law – Dividend Payments Between Corporate Entities ch. 

9 (Kluwer Law International 1999) [hereinafter Helminen Dividend Concept 1999]; Helminen Classification, supra n. 1, at sec 1; 

T. Fehér, Conflicts of Qualification and Hybrid Financial Instruments, in Conflicts of Qualification in Tax Treaty Law pp. 227-234 

(E. Burgstaller & K. Haslinger eds., Linde 2007); S.N. Menuchin, The Dilemma of International Tax Arbitrage: A Comparative 

Analysis Using the Cases of Hybrid Financial Instruments and Cross-Border Leasing ch. 6 (ProQuest 2005). 
7 See the discussion and references provided for in sec. 2.1.4. 
8 See broadly the discussion and references provided for in sec. 2.1. More comprehensively see, e.g. P. Brown, General Report, in 

The debt-equity conundrum International Fiscal Association (IFA), Cahiers de droit fiscal international vol. 97B, (Sdu Fiscale & 

Financiele Uitgevers 2012), Online Books IBFD [hereinafter Brown General Report]. 
9 See the discussion and references provided for in sec. 2.1.5.1. 
10 See the discussion and references provided for in sec. 2.1.5.2. 
11 See sec. 1.4. for the (different) meaning(s) or HFI for the purposes of this thesis. 
12 Interest may, for instance, be deductible for the payer as accrued, whilst being taxed at the level of the payee once paid. The 

inconsistency in the timing of the recognition gives rise to a tax deferral that taxpayers can exploit. See Kofler & Kofler, supra n. 

1, at sec. 2.2.; See on the original issue discount (OID) arbitrage transactions between the US and Japan: Ring One Nation, supra 

n. 1, at 90-91. 
13 See, e.g. OECD Tax Policy and Compliance Issues, supra n. 4, at para. 10 stating “Hybrid transfers: Arrangements that are 

treated as transfer of ownership of an asset for one country’s tax purposes but not for tax purposes of another country, which 

generally sees a collateralised loan.” This can cause a mismatch, e.g. when a dividend paying financial instrument is transferred 

and the transferor regards the dividend payments as deductible interest under the collateralised loan, whilst the transferee regards 

it as dividends received under the asset owned. See, with further references, e.g. Kofler & Kofler, supra n. 1, at sec. 2.4. For an 

example see OECD, Neutralising the Effects of Hybrid Mismatch Arrangements, Action 2 – 2015 Final Report Example 1.31 

(OECD 2015), International Organizations´ Documentation IBFD [hereinafter OECD Action 2]. 
14 Cooper Thoughts, supra n. 1, sec 1; See also Ring One Nation, supra n. 1, at 89, who, in presence of a broad variety of factors 

steering the drafters of tax rules, expects a further “steady supply” of conflicting rules to be exploitable. Into the same direction: 

P.R. West, supra n. 1 at p. 171; Rosenbloom, supra n. 1, at pp. 138-139; Avi-Yonah, supra n. 1, at p. 170; Menuchin, supra n. 6, 

at ch. 1. 
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the G20,15 OECD,16 EU,17 and UN.18 As a result, various concepts of how to engage with the issue were 

(further)19 developed:  

The leading player in this regard is the OECD, which dedicated Action 220 of the OECD/G20 Base Erosion 

Profit Shifting (BEPS) Action Plan21 to this matter. In it, the OECD recommends participating states to 

amend their domestic and tax treaty law in order to fight hybrid mismatch arrangements in a coordinated 

way. In addition to HFIs, BEPS Action 2 targets hybrid entities22 and branch mismatch structures as sources 

for hybrid mismatch arrangements.23 In order to tackle the undesired outcomes that are provoked by such 

hybrid vehicles, i.e. so called “deduction/no inclusion”24 (D/NI), “double deduction”25 (DD) and “indirect 

D/NI”,26 the OECD suggests the introduction of “linking rules”.27  

Likewise, the EU took action and – besides contributing to the work of the OECD – has set up its own 

“Action Plan to strengthen the fight against tax fraud and tax evasion”.28 Similar to the OECD, also the EU 

concentrates on HFIs, as well as on hybrid entities and hybrid permanent establishments29 in their efforts 

                                                
15 In Los Cabos: G20, G20 Leaders Declaration para. 48 (G20 2012); In St. Petersburg: G20, G20 Leaders´ declaration para. 50 

(G20 2013) [hereinafter G20 St. Petersburg]; In Brisbane: G20, G20 Leaders’ Communiqué para. 13 (G20 2014); In Antalya: G20, 

G20 Leaders’ Communiqué para. 15 (G20 2015); In Hangzhou: G20, G20 Leaders’Communique para. 19 (G20 2016).  
16 OECD, Addressing Base Erosion and Profit Shifting pp. 40-41, 52 (OECD 2013), International Organizations´ Documentation 

IBFD [hereinafter OECD Addressing BEPS]; OECD, Action Plan on Base Erosion and Profit Shifting p. 15 (OECD 2013), 

International Organizations´ Documentation IBFD [hereinafter OECD BEPS Action Plan]. 
17 See, e.g.: Proposal for a Council Directive amending Directive 2011/96/EU on the common system of taxation applicable in the 

case of parent companies and subsidiaries of different Member States, COM (2013) 814 final (25 Nov. 2013); Impact assessment 

Accompanying the document Proposal for a Council Directive amending Directive 2011/96/EU on the common system of taxation 

applicable in the case of parent companies and subsidiaries of different Member States, SWD (2013) 474 final (25 Nov. 2013); as 

well as: Proposal for a Council Directive amending Directive 2011/96/EU on the common system of taxation applicable in the case 

of parent companies and subsidiaries of different Member States - Political agreement, Council 16435/14 (5. Dec. 2014); Regarding 

the Anti Tax Avoidance Directive: Proposal for a Council Directive laying down rules against tax avoidance practices that directly 

affect the functioning of the internal market, COM (2016) 26 final (28 Jan. 2016); Proposal for a Council Directive Amending 

Directive (EU) 2016/1164 as Regards Hybrid Mismatches with Third Countries, COM (2016) 687 final (25 Oct. 2016), EU Law 

IBFD.  
18 See, e.g.: UN Committee of Experts on International Cooperation in Tax Matters, Report on tenth session p. 8 (2014); this was 

based on a the report: UN Committee of Experts on International Cooperation in Tax Matters, U.S. Approach to Application of 

Income Tax Treaties to Payments of Hybrid Entities – Note by Mr. Henry Louie (E/C.18/2013/CRP) (2013). 
19 Significant work on the topic can, e.g. already be found in: OECD Tax Policy and Compliance Issues, supra n. 2. 
20 OECD Action 2, supra n. 13. 
21 OECD BEPS Action Plan, supra n. 16.  
22 OECD Action 2, supra n. 13, at paras. 115-232. 
23 OECD, Action 2: Inclusive Framework on BEPS – Neutralising the Effects of Branch Mismatch Arrangements (OECD 2017) 

[hereinafter OECD Branch Mismatch Arrangements]. 
24 OECD Action 2, supra n. 13, at para. 6 lit a) defines this as “payments that are deductible under the rules of the payer jurisdiction 

and are not included in the ordinary income of the payee”. 
25 OECD Action 2, supra n. 13, at para. 6 lit b) defines this as “payments that give rise to two deductions in respect of the same 

payment.” 
26 OECD Action 2, supra n. 13, at para. 6 lit c) defines this as “payments that are deductible under the rules of the payer jurisdiction 

and that are set-off by the payee against a deduction under a hybrid mismatch arrangement.”  
27 These are rules that make the tax treatment in one country dependent on the tax treatment in another country. In more detail ch. 

5 and 6. 
28 Communication from the Commission to the European Parliament and the Council: An Action Plan to strengthen the fight against 

tax fraud and evasion, COM(2012)722 final (6 Dec. 2012).  
29 Similar to the OECD, also the initial outcome of the respective proceedings on EU level did not include rules on hybrid permanent 

establishments. The need for further work to be done in this regard was indicated in: Council Directive 2016/1164 of 12 July 2016 

Laying down Rules against Tax Avoidance Practices that Directly Affect the Functioning of the Internal Market, recital 13, OJ L 
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against hybrid mismatch arrangements. To begin with, the EU has amended30 the Parent-Subsidiary 

Directive (2011/96).31 Next to a General Anti Abuse Rule (GAAR),32 this legislative act now also contains 

a linking rule.33 After that, in July 2016, the “Anti Tax Avoidance Directive” (ATAD) (2016/1164) came 

into force.34 The hybrid mismatch rules included in this so called ATAD (2016/1164) were, however, 

limited to combat D/NI and DD outcomes arising from differences in the characterisation of financial 

instruments and entities within the EU. By means of the “ATAD 2” (2017/952) the scope of these provisions 

has been extended.35 Herewith “a framework which is consistent and no less effective than”36 the above 

mentioned Action 2 of the OECD/G20 BEPS Action Plan should be provided.37  

Furthermore, also the UN became active in this field. It published an UN handbook38 incorporating 

assistance for developing countries to evaluate their current situation with respect to – among other things 

– hybrid mismatch arrangements.39 The approach taken by the UN differs from the actions taken by the 

OECD and the EU. First, aside HFIs, the UN focuses on a broader setting of other hybrid mismatch 

situations.40 Secondly, there are considerable deviations in its recommendations. Rather than proposing 

linking rules, the UN discusses other possible solutions, such as comprehensive withholding taxes (WHT) 

or a separation of residence and source tax bases.41 Besides, the UN updated its UN Model Convention.42  

Tax arbitrage with HFIs can also be combatted through other means. Some of them, such as rules denying 

a deduction for no/low taxed intragroup interest payments to related parties, are similar to the OECD/EU 

regulations. They were also developed with a view to address earnings stripping into favourable tax 

                                                
193/1 (2016), EU Law IBFD [hereinafter ATAD (2016/1164)]. The amendment of this directive brought such, and other rules into 

its scope. See Council Directive (EU) 2017/952 of 29 May 2017 amending Directive (EU) 2016/1164 as regards hybrid mismatches 

with third countries, art. 1, OJ L 144/1 (2017) [hereinafter ATAD 2 (2017/952)]. 
30 The first time in: Council Directive 2014/86/EU amending Directive 2011/96/EU on the common system of taxation applicable 

in the case of parent companies and subsidiaries of different Member States, OJ L 219 (2014), EU Law IBFD; The second time in: 

Council Directive (EU) 2015/121 amending Directive 2011/96/EU on the common system of taxation applicable in the case of 

parent companies and subsidiaries of different Member States, OJ L 21 (2015), EU Law IBFD. 
31 Council Directive 2011/96/EU of 30 November 2011 on the common system of taxation applicable in the case of parent 

companies and subsidiaries of different Member States, OJ L 345 (2011), EU Law IBFD [hereinafter Parent-Subsidiary Directive 

(2011/96)]. 
32 Art. 1(2) Parent-Subsidiary Directive 2011/96.  
33 Art. 4(1)(a) Parent-Subsidiary Directive 2011/96. 
34 See for background, e.g. A. Rigaut, Anti-Tax Avoidance Directive (2016/1164): New EU Policy Horizons, 56 Eur. Taxn. 11, sec. 

1-2 (2016), Journals IBFD. 
35 See for background, e.g. T. Balco, ATAD 2: Anti-Tax Avoidance Directive, 57 Eur. Taxn. 4, sec. 2 (2017), Journals IBFD. 
36 Recital 7 ATAD 2 (2017/952). 
37 Id.  
38 UN, Handbook on Selected Issues in Protecting the Tax Base of Developing Countries 2nd ed. (UN 2017) [hereinafter UN 

Handbook] – including ten contributions dealing with different BEPS issues from the perspective of developing countries; an earlier 

version was published in 2015: UN, Handbook on Selected Issues in Protecting the Tax Base of Developing Countries 1st ed. (UN 

2015).  
39 Harris UN Proposal, supra n. 1. 
40 See the 13 hybrid mismatch situations discussed in id., at pp. 219-237. 
41 See the discussion and references provided for in sec. 7.1. 
42 UN, United Nations Model Double Taxation Convention between Developed and Developing Countries 2017 Update (United 

Nations 2017).  
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environments.43 Others, such as mitigating the problem by using GAARs and/or transfer pricing rules, are 

different. Latter types of regulations are widely existing and were not introduced for fighting tax arbitrage 

with HFIs.44 However, they appear to have some potential to do so. 

1.2. Motivation and research goals 

The thesis will analyse legislative action against tax arbitrage with HFIs. Having done so, it will propose 

relevant guidelines for developed and developing countries. The ultimate goal of the research is to provide 

tax policymakers with considerations that should help them to approach the issue in a more educated way. 

As such, the conceivable impact of the rules should be discussed. For that purpose, a multi-disciplinary 

perspective is required. The thesis, thus, (foremost) conducts socio-legal research.45 

Having shed light on financial instruments from the perspective of tax law, corporate finance and 

economics,46 and having elaborated on the guiding principles for company taxation, namely: (i) equity, (ii) 

efficiency and (iii) administrability,47 the following research path should help the thesis to achieve its aims:48 

− First, the non-legal problems of the legal phenomenon of tax arbitrage with HFIs will be 

investigated. This should display the concerns caused by (uncombatted) tax arbitrage with HFIs. 

                                                
43 On the rationale of such a rule, see sec.6.2.  
44 In broad terms on the rationale, see sec. 8.2.  
45 On socio-legal research in general see, concisely, e.g. the discussion in: P. Minkkinen, Oikeus- ja yhteiskuntatieteellinen 

tutkimus – suuntaus, tarkastelutapa, menetelmä?, Lakimies 7-8, sec. 3 (2017) as well as, further going, the contributions and 

references provided for in: Exploring the 'Socio' of Socio-Legal Studies (D. Feenan ed., Palgrave Macmillan 2013); Exploring the 

'Legal' in Socio-Legal Studies (D. Cowan & D. Wincott eds., Palgrave Macmillan 2016); See also B.Z. Tamanaha, A General 

Jurisprudence of Law and Society (Oxford University Press 2001); W. Twining, Law in Context. Enlarging a Discipline (Oxford 

University Press 1997). Minkkinen, supra n. 45, who provided for these and other references, states that the “broad notion of 

“socio-legal” is not limited to empirical approaches to law, but it embraces the idea of a multidisciplinary methodological 

pluralism that is required if one wishes to study law in its social, political, economic and cultural contexts.” The research goal of 

this thesis, i.e. assisting tax policymakers in overcoming the non-legal problems induced by tax arbitrage with HFIs in a way that 

is most suitable for their country, demands a socio-legal perspective. In simple terms this is so, as tax policymakers design rules 

in a context that is broader than existing tax law. Addressing their needs requires also this analysis to take place in this wider 

setting. That means that it has to consider the traditional principles of tax policy, including tax competition constraints. An 

outline of how the study intends to approach this inquiry will be provided immediately below. Legal doctrinal research, on the 

other hand, is not central to this thesis. Given the addressees of this research are tax policymakers around the world, an analysis 

of the rules against tax arbitrage with HFIs from the perspective of contemporary domestic tax systems is neither possible, nor 

required. See in this context also the discussion in sec. 1.5. It should, however, be noted that this thesis will reveal a pressing need 

for such research to take place. See especially in sec. 5.4.5., 6.4.5, 7.4.5. and 8.4.5. As such, scholars are called upon to analyse 

and systematise the respective domestic implementation legislation of what is discussed in this study from the perspective of their 

tax system. Notably, this does not mean that the thesis will be free of legal dogmatic research. In fact, its goals demand a 

discussion as to whether the relevant rules comply with higher-ranking law. If they do not, they cannot be implemented. In such 

case, they are not (practically) suitable. The below, and especially sec. 1.5., will outline this in more detail. Hence, in sec. 5.5., 

6.5., 7.5. in connection with sec. 2.1.5.3, and 8.5., the thesis will, metaphorically speaking, leave the tax policymaker´s office, 

and will – to the benefit of the former – move into the courtroom. In this context, legal dogmatic research methods will be 

employed. Thereby, all methods of interpretation (grammatical, historical, systematical and theological), will be given room. See 

on the methods of interpretation: F. Bydlinski, Juristische Methodenlehre und Rechtsbegriff (Springer 1982); See more generally, 

e.g. M. Van Hoecke, Legal Doctrine: Which Method(s) for What Kind of Discipline?, in Methodologies of Legal Research: 

Which Kind of Method for What Kind of Discipline? (Van Hoecke ed.,Hart Publishing 2011). 
46 See sec. 2.1.-2.3.  
47 See sec. 3.2.1.-3.2.3. 
48 As for concrete research questions, see below. 
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Chapter 4 will work out three concerns from an inter-taxpayer equity perspective, three from an 

inter nation equity perspective and three from an efficiency perspective. The nature of the problems 

is different. Some are triggered by tax arbitrage with HFIs.49 Others emerge in the course of taking 

legislative action against it.50  

− Four “approaches” against tax arbitrage with HFIs will be analysed. They are chosen with a view to 

reach a maximum of countries interested in legislative action against tax arbitrage with HFIs.51 These 

are the “OECD approach”,52 the “low tax approach”,53 the “UN approach”54 and the 

“recharacterisation approach”.55 The focus will be on tax arbitrage transactions with HFIs that rely 

on a qualification conflict and substitute transactions with financial instruments that reach the same, 

or a similar, result.56 

− The approaches under analysis will be assessed with a view to their potential to overcome the non-

legal problems worked out in chapter 4. Besides, additional considerations regarding inter taxpayer 

equity, inter nation equity and efficiency will be provided.  

− The analysis will take into account the administrability of an approach.57 This happens for two 

reasons. First, if an approach turns out not administrable, it cannot be implemented – regardless of 

how well it solves the concerns attached to tax arbitrage with HFIs. Secondly, if an approach is 

principally administrable, its implementation becomes less attractive in the presence of high 

administrative and compliance costs.  

− Also legal dogmatic questions will be elaborated on.58 Thereby, it should be inquired whether higher 

ranking law could, potentially, be an obstacle to the implementation of an approach.59  

− Having conducted the analysis of the four approaches, the author provides for his own solutions. 

Thereby, he will not propose a new approach. Rather, and building on the prior discussions, he aims 

to advice tax policymakers what acts can possibly – and sensibly – be taken. In doing so, tax 

policymakers in three different situations are addressed: (i) those who already decided to combat tax 

                                                
49 Such as, for instance, the increased perception of the tax system being unfair (which is the first inter taxpayer equity concern), 

or the possible horizontally inequitable taxation of a local subsidiary of a multinational entity and a domestic standalone entity 

(which is the second inter taxpayer equity concern) as both discussed in sec. 4.2.1. 
50 Such as, for instance, the different interest of jurisdictions to legislate against tax arbitrage with HFIs, which makes doing so 

more difficult in general (which is the first inter nation equity concern), or the potential for retaliation against legislative action 

against tax arbitrage with HFIs, which may lead to double taxation (which is the third inter nation equity concern), as both discussed 

in sec. 4.2.2. 
51 In more detail see sec. 1.3.  
52 See ch. 5. 
53 See ch. 6. 
54 See ch. 7. 
55 See ch. 8. 
56 As for the justification see sec. 1.3.; as to the terminology see sec. 1.4; as to the limitations going in hand with taking such a 

perspective see sec. 1.5. 
57 See sec. 4.4. 
58 See sec. 4.5. 
59 See sec. 1.3. As to the relevant limitations, see sec. 1.5. 
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arbitrage with HFIs through BEPS Action 2, (ii) those who consider combatting tax arbitrage with 

HFIs by means of targeted (and potentially simpler) linking rules and (iii) those who do not intend 

to combat tax arbitrage with HFIs through targeted rules.  

This can be translated into three research questions. First, what are the non-legal concerns caused by tax 

arbitrage with HFIs? Second, what are the effects of applying each of the four approaches against tax 

arbitrage with HFIs under analysis,60 and what concerns are raised by the (main)61 rules themselves?62 Third, 

what guidelines can be proposed for tax policymakers that want to combat tax arbitrage with HFIs, taking 

into account the limitations of reality?63 

1.3. Scope and research approach 

The scope and limitations of this thesis will be dictated by what is found in chapter 4.64 The concerns 

worked out there result from tax arbitrage transactions with HFIs that rely on a qualification conflict.65 

However, often it is not limited to that. When this is the case, tax arbitrage with HFIs exploiting a 

qualification conflict is only one way to reach an outcome that causes the respective concern. Every other 

transaction that provides for the same, or a similar, result does so as well. Thus, denying tax arbitrage with 

HFIs that relies on a qualification conflict is of little value, if the taxpayer can simply replicate the effects.66 

Therefore, where a broader perspective is required, the thesis has to consider substitute transactions as 

well.67  

Accurately doing so would require the study to look at any payment that gives rise to a deduction at the 

payer level and that is subject to no/low taxation at the level of the receiver. This is an impossible task.68 

To keep the scope controllable, the only kind of substitute transactions focused in this thesis are such that 

can be effected with financial instruments. Also here a simplification is made: only deductible interest 

payments that are, for a reason different than the tax treatment of the transaction, no/low taxed at the 

recipient level,69 are understood as substitute transactions to tax arbitrage with HFIs relying on a 

                                                
60 Thereby especially referring to their ability to overcome the concerns raised by tax arbitrage with HIFs, as worked out in sec. 

4.2-4.3. 
61 On its meaning see sec. 1.3.  
62 Thereby especially referring to what is discussed under the headings “additional considerations on”, as well as to the discussions 

held with respect to the administrability of an approach and legal dogmatic considerations. 
63 As to the relevant assumptions, see sec. 1.5. 
64 As to the limitations, see sec. 1.5. 
65 See sec. 1.4. on the understanding of this notion for the purposes of this thesis. 
66 Which, interestingly, was a reason for some literature to doubt whether addressing tax arbitrage makes sense at all. See 

Rosenbloom International Tax Arbitrage, supra n. 1, at p. 154. 
67 See in more detail sec. 4.6. 
68 As to the reasons that give rise to this perception see the discussion in sec. 1.5.  
69 I.e. the payment is not, e.g. tax-exempt because it is regarded as a dividend under the tax law of the receiver state, but because 

the recipient is, for instance, resident in a no/low tax jurisdiction. 
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qualification conflict.70 Derivatives are – for the sake of simplicity – not looked at in this context.71 This 

roughly corresponds to the “interest channel”72 referred to by the European Commission in its work on 

aggressive tax planning.73 The other two main channels, i.e. royalty payments and strategic transfer pricing, 

are not dealt with in this thesis.74 

Against this background, it seems sensible to work out so called approaches against tax arbitrage with 

HFIs in the research part of the thesis.75 They will be defined in a way that covers (i) tax arbitrage with 

HFIs relying on a qualification conflict and (ii) other rules explicitly proposed, or implicitly relied on, in 

combatting substitute transactions with financial instruments (excluding derivatives).76  

Within an approach, the rules addressing tax arbitrage with HFIs are referred to as “main rules”. Whenever 

a narrow perspective is needed, (only) these provisions will be paid attention to.77 Furthermore, only these 

rules will (primarily) be analysed separately from an equity, efficiency and administrability point of view.78 

The provisions supporting the main rules are referred to as backup rules. Depending on the approach under 

analysis, their role is different. Sometimes they are required to cover substitute transactions with financial 

                                                
70 See more precisely the working definitions made sec. 1.4. 
71 On the issue of derivatives in tax law, see e.g. A. Laukkanen, Taxation of Investment Derivatives (IBFD 2007), Online Books 

IBFD; O. Weidmann, Taxation of Derivatives (Kluwer Law 2015).  
72 The “hybrid entity” loan and the interest free loan are not covered under the “broad perspective”. Note that they were also not 

considered separately in Centre for European Economic Research (ZEW) GMBH, The Impact of Tax Planning on Forward-

Looking Effective Tax Rates, European Commission Taxation paper No. 64., sec. 3.2. (2016); see also European Commission, 

Aggressive Tax Planning Indicators, Working Paper No 71 – 2017, sec. 2.2. (2017) [hereinafter European Commission ATP] 
73 European Commission ATP, supra n. 72, at sec. 2.2, based on: Centre for European Economic Research (ZEW) GMBH, supra 

n. 70, at ch. 3; European Commission, Recommendation on Aggressive Tax Planning (2012-772-EU), EU Law IBFD [hereinafter 

EC Recommendation on ATP (C(2012) 8806)]. 
74 European Commission ATP, supra n. 72, at sec. 2.2.; see for an overview of empirical literature on profit shifting: R. Collier & 

N. Riedel, The OECD/G20 Base Erosion and Profit Shifting Initiative and Developing Countries, 72 Bull. Intl. Taxn. 4/5, sec. 2.3. 

(2018), Journals IBFD. They refer to: D. Dharmapala, What Do We Know about Base Erosion and Profit Shifting? A Review of the 

Empirical Literature, 35 Fiscal Stud. 4 (2014) [hereinafter Dharmapala Review]; J. Heckemeyer & M. Overesch, Multinationals. 

Profit Response to Tax Differentials: Effect Size and Shifting Channels, 50 Can. J. Econ. 4 (2017), as well as, to R. Davies et al., 

Knocking on Tax Haven’s Door: Multinational Firms and Transfer Pricing, Review of Economics and Statistics 100 (2018); T. 

Karkinsky & N. Riedel, Corporate Taxation and the Location of Patents within Multinational Firms, 88 J. Intl. Econ. 1 (2012); T. 

Tørsløv, L. Wier & G. Zucman, The Missing Profits of Nations, NBER Working Paper 24701 (2018); See also the references 

provided for in sec. 2.2.3., especially supra n. 603; See futher S. Beer, R. de Mooij & L. Liu, International Corporate Tax 

Avoidance: A Review of the Channels, Magnitudes, and Blind Spots, IMF Working Paper WP18/68/168 (2018), who refer to seven 

channels of international tax avoidance: “(i) transfer mispricing (stretching, violating or exploiting weaknesses in the arm’s length 

principle); (ii) strategic location of management of intellectual property (IP) to low-tax countries to reduce taxes on associated 

income; (iii) debt shifting through intracompany loans (excessive borrowing in high-tax countries and lending to low-tax 

countries); (iv) treaty shopping (exploiting treaty networks to route income so as to avoid tax); (v) risk transfer (conducting 

operations in high tax jurisdictions on a contractual basis to limit profits attributable there); (vi) avoiding PE status; and (vii) 

locating asset sales in low-tax jurisdictions (to avoid taxes on the capital gains).” In id., at pp. 7-10 relevant empirical evidence is 

discussed. 
75 See briefly already sec. 1.2. 
76 With respect to substitute transactions to tax arbitrage with HFIs that are effected with financial instruments (excluding 

derivatives), see just above, as well as, for a more precise working definition sec. 1.4.  
77 A “narrow” perspective is required when a concern caused by tax arbitrage with HFIs is explicitly connected to tax arbitrage 

with HFIs and cannot be caused by a substitute transaction. See sec. 4.2.1-4.2.2. and sec. 4.6 in more detail.  
78 Which happens in sec. 5.4.2.2.; 5.4.3.2; 5.4.4.2 and the corresponding sec. in ch. 6-8. Occasionally also back-up rules will be 

taken into consideration within these elaborations.  
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instruments.79 Sometimes, they need to ensure the integrity of the main rule.80 At another occasion, they are 

not required at all.81 Contrary to the main rules, the backup rules will not be subject to analysis themselves. 

They should only be mentioned in order to reflect that – in reality – legislative action against tax arbitrage 

with HFIs is embedded into a broader setting of legislative action against BEPS. It would be odd to ignore 

that, especially as the different pieces contained in these works are usually meant to interact.82 

The four approaches chosen for analysis are, as mentioned,83  

(i) the OECD approach,  

(ii) the low tax approach,  

(iii) the UN approach and  

(iv) the recharacterisation approach.  

By investigating (i) and (iii) all of the coordinated action against tax arbitrage with HFIs named in sec. 1.1 

is covered. For obvious reasons, studying them is mandatory for this thesis. Tax policymakers interested in 

combatting tax arbitrage with HFIs will have to consider this unprecedented work. Depending on their 

development stage, they will start either from considering the OECD approach, or the UN approach. EU 

Member States already decided to follow the former.84 For that reason, a separate discussion of the relevant 

parts of the OECD/G20 BEPS project and the relevant parts of EU law seems redundant.85 

Elaborating on (ii) and (iv) happens due to them being a potentially interesting alternative to (i) and (iii). The 

low tax approach will be a case study of Section 12(1)(10) of the Austrian Corporate Income Tax Act (KStG) 

and its backup rules. Being a linking rule it is, likely, unfeasible for less developed countries. However, it 

                                                
79 To give a short forecast, the main rule(s) of the “OECD approach against tax arbitrage with HFIs” will consist of the rules 

contained in BEPS Action 2 that are relevant for tax arbitrage with HFIs. They are backed up by BEPS Action 3 and 4, as well as 

by relevant domestic law rules applicable on interest payments that are no/low taxed at the recipient level. Furthermore, these rules 

are supported by BEPS Action 5, 6, 8-10, 12 and 13. See sec. 5.1. for the relevant references. When a broader view is required, 

these rules – sometimes differently – have to be taken into consideration. In ch. 6, dealing with the “low tax approach against tax 

arbitrage with HFIs”, the main rule is broader. It will be a case study of the Austrian Section 12(1)(10) KStG, which, generally 

speaking, denies the deduction for interest payments if they are taxed below 10% at the level of the related party recipient. Among 

the backup rules are such that apply on interest payments made to recipients that are taxed above 10% on the income. 
80 As it will be seen in ch. 7, the “UN approach against tax arbitrage with HFIs”, will be formed by comprehensive WHT on all 

outgoing payments. Such a rule does not differ between tax arbitrage with HFIs relying on a qualification conflict and substitute 

transactions with financial instruments. The backup rule will be the so-called Principal Purpose Test (PPT). The rationale to take 

this rule into account is the need to mitigate treaty shopping practices. The easier such behaviour, the harder a comprehensive WHT 

can be upheld. For sure, any rules targeting at tax treaty abuse back-up the UN approach. Choosing the PPT happened, however, 

for a reason. See in more detail the discussion and references provided for in sec. 7.1. 
81 Which will be the case in ch. 8. In simple terms this is so because the tax arbitrage element will not be attached a special meaning 

in determining whether a recharacterisation from debt into equity can take place. The approach, thus, applies onto (i) tax arbitrage 

transactions with HFIs and (ii) substitute transactions with financial instruments in the same way. See in more detail the discussion 

and references provided for in sec. 8.4.1.2. and 8.4.1.3. 
82 Compare especially the discussion in sec. 5.1. Yet, this does not seem to be the case with respect to the UN approach, which 

does not appear to be directly coordinated with other contributions in the UN Handbook, supra n. 38. See in this regard the relevant 

discussion and references provided for in sec. 7.1. 
83 See already sec. 1.2. 
84 In more detail, see the discussion and references provided for in sec. 5.1.  
85 Relevant deviations will be highlighted separately. See, especially, the discussion and references provided for in sec. 5.4.5. 
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could be an option for those willing to implement a targeted rule, but being unable (or unwilling) to rely on 

the highly complex linking rules contained in BEPS Action 2.86 This may, for instance, be the case for middle 

income countries.87  

The recharacterisation approach, on the contrary, is no means against tax arbitrage with HFIs that countries 

actively implement for this purpose. Rather, it is what they may get out transfer pricing provisions and/or 

GAARs – rules that typically exist in many countries. It is clear from the outset that the recharacterisation 

approach does not provide for strong protection – even though changes to the OECD transfer pricing 

guidelines flowing out of the OECD/G20 BEPS Project may lead to recharacterisations from debt into equity 

to become easier.88 After all, neither GAARs nor transfer pricing provisions are explicitly targeted against 

tax arbitrage with HFIs. Still, and that is the motivation to include it into the analysis conducted in this thesis, 

it could be an attractive solution for a certain set of countries.89 

1.4. Terminology 

In this thesis, tax arbitrage with HFIs will be understood as a transaction with a HFI that exploits 

inconsistencies in its tax treatment under two states´ tax law.90 The overall tax outcome is more favourable 

than what could be achieved, if the same transaction was effected in a purely domestic setting.91  

                                                
86 See, especially, the discussion and references provided for in id. 
87 Also less developed countries with sufficient resources dedicated to their tax authorities could consider the implementation of 

such a rule.  
88 See the discussion and references provided for in secs. 8.3.2. and 8.4.1.3. 
89 As revealed along the lines of ch. 8, this may especially be the case for countries that tolerate tax arbitrage with HFIs, but do not 

want to do so indefinitely.  
90 This understanding is, notably, similar to what is included in BEPS Action 2. See in this regard the discussion and references 

provided for in sec. 5.3.1.1. A difference between the OECD´s understanding and the understanding present in this thesis concerns 

tax arbitrage with HFIs occurring in a domestic setting. The OECD, apparently, also covers them. See OECD Action 2, supra n. 

13, at Example 1.21. This thesis does not. In the author´s view, it is up to tax policymakers to screen their domestic law for 

inconsistencies. If they exist, they will find a suitable way to deal with it. That could mean applying rules targeting at (international) 

tax arbitrage with HFIs (as done by the OECD). Alternatively, they could also take other action. Note, for clarity, that the OECD´s 

Example 1.21 is not targeted at domestic tax arbitrage as discussed in supra n. 3, but covers an (international) tax arbitrage outcome 

reachable in a domestic setting. For sure, not every country´s tax law shows such inconsistencies.  
91 As an incomplete overview of what has been brought forward in literature to define cross-border tax arbitrage as such (and not 

tax arbitrage with HFIs in specific) see Ring One Nation, supra n. 1, at pp. 85-86, who states: “Various definitions of cross-border 

tax arbitrage have been offered by government officials, tax scholars, and practitioners. Generally, these definitions encompass 

situations in which countries' tax rules governing a particular transaction or structure differ sufficiently that the conflict results in 

tax benefits that would not exist had the transaction or entity occurred entirely domestically in either country. In cases of cross-

border tax arbitrage, taxpayers avail themselves of conflicting rules and gaps between national tax systems to reduce their tax 

burden.”; or West, supra n. 1, at p. 171, , who states: “Jurisdictions often differ in their tax treatments of particular transactions 

or items. The tax treatments are sometimes so different as to be inconsistent. Where this inconsistent treatment produces tax benefits 

that would not be available if the transaction or item were treated consistently, it may be referred to as cross-border tax arbitrage”; 

or A.H. Rosenzweig, Harnessing the Costs of International Tax Arbitrage, 26 Virginia Tax Review, p. 560 (2007) [hereinafter 

Rosenzweig Harnessing], who states: “international tax arbitrage arises when taxpayers who are subject to tax in multiple 

jurisdictions exploit differences in the rules of the tax regimes (whether it be different international tax regimes, different tax bases, 

different timing rules, different definitional elements, or otherwise) to technically comply with the law of both jurisdictions but 

incur a lower total net tax liability than if the transaction had been subject solely to the laws of either jurisdiction.”; or Rosenbloom 

International Tax Arbitrage, supra n. 1, at p. 142, who states: “taking advantage of differences among country tax systems, usually 

differences in addressing a common tax question.” see broadly also: M.A. Kane, Strategy and Cooperation in National Responses 
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On the contrary, transactions with financial instruments that exploit the no/low taxation of the receiver 

itself92 are not seen as tax arbitrage with HFIs in this thesis.93 This is similarly true for transactions with 

financial instruments that exploit the circumstances in which the instrument is held.94 For instance, interest 

payments made to a no/low taxed permanent establishment (PE) that is tax-exempt in the receiver´s 

residence state are not considered tax arbitrage with HFIs in this study.95 Rather, and unless effected with 

derivatives, they will be regarded as “substitute transactions” to tax arbitrage with HFIs in the remainder of 

this work. By taking in this view, the essence of a tax arbitrage transaction with a HFI should be isolated, 

that is, reaching the same tax outcome as achievable via an interest payment to a tax haven, without being 

actually required to make a payment to a tax haven.96 

The term “hybrid” as used in this notion, consequently, aims to signal a difference in the way a jurisdiction 

taxes the transaction. It does, notably, not refer to a difference in the classification of the instrument.97 For 

sure, a different classification of an instrument (most importantly, as either debt or equity), often leads to a 

difference in the way a transaction is taxed. But also an agreement as to the classification (i.e. as debt), may 

go in hand with inconsistent tax consequences.98 This is important to stress, because in chapter 2 the 

adjective “hybrid” has – for methodical reasons – a different task.99 Due to this chapter primarily focusing 

on bona fide financing arrangements, the term HFI, as used there, describes an instrument that is not pure 

debt or pure equity, but something in between.100 

The term “qualification conflict” refers to inconsistencies resulting from how jurisdictions qualify a 

transaction for the purposes of their whole tax system.101 In other words, a qualification conflict occurs 

                                                
to International Tax Arbitrage, 53 Emory L. J. 89, pp. 102-112 (2005); as to domestic tax arbitrage, which is not looked at in this 

thesis, see the discussion and references provided for in supra n. 3. 
92 E.g. resulting from it being resident in a no/low, or lower, tax jurisdiction, it being a tax-exempt entity, or it being subject to any 

other special tax treatment. 
93 For authors that seem to regard such transactions to be tax arbitrage, see supra n. 105. 
94 So also: OECD Action 2, supra n. 13, at paras. 51, 97. Given this thesis starts from an understanding of tax arbitrage with HFIs 

similar to what is included in BEPS Action 2, the delimitations are, unsurprisingly, similar as well. 
95 Inspired by id., where, in para. 97, also other possible fact patterns are discussed. 
96 In the words of Harris UN Proposal, supra n. 1, at sec. 5: “At a fundamental and cynical level, hybrid mismatch arrangements 

are just a means by which tax planners use two countries with normal (and decent) tax systems to produce mismatches comparable 

to those achieved by routing investment through a tax haven.”; on secondary sheltering compare further, e.g. L. de Broe, 

International Tax Planning and Prevention of Abuse pp. 56-57 (IBFD 2007) [hereinafter de Broe Prevention of Abuse]. 
97 Which is important to stress, as readers may have especially such cases in mind.  
98 See already the relevant discussion and references provided for in sec. 1.1. As mentioned, apparently such outcomes may, 

sometimes, even occur in the same jurisdiction – see OECD Action 2, supra n. 13, at Example 1.21. 
99 See sec. 1.5. 
100 The Oxford dictionary defines the term hybrid as: “Of mixed character; composed of different elements” See Oxford dictionary, 

available at https://en.oxforddictionaries.com/definition/hybrid (accessed 29. Jan. 2019). Depending on the context used, the word 

hybrid describes different things. In ch. 2, when speaking about different forms of financing, “hybrid” refers to instruments that lie 

in between the two ends of the spectrum of possible financing forms. In ch. 4, when speaking about two possible consistent tax 

treatments, “hybrid” refers to tax treatments that lie in between them, i.e. inconsistent tax treatments.  
101 As opposed to conflicts in the qualification as debt or equity. 
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when differences in the tax treatment of the same circumstances are present.102 Naturally, the qualification 

conflicts primarily relevant in this thesis are such that lead to some sort of better treatment.103 Note for 

clarity that, with the above discussion in mind, it would be superfluous to separately refer to “tax arbitrage 

with HFIs that relies on a qualification conflict”. It would suffice to speak about “tax arbitrage transactions 

with HFIs” alone. Often this also happens. Yet, sometimes, for the sake of explicitly contrasting it to 

substitute transactions,104 it appears worthwhile to emphasise its reliance on a qualification conflict. After 

all, tax arbitrage has also been understood by some commentators as to encompass the exploitation of 

differences in the tax rate.105 As mentioned above, such transactions, if effected with financial instruments, 

belong to the group of substitute transactions in this thesis. It should not harm to underline differences at 

some occasions. 

When speaking about developed and developing countries, the author does not have specific countries in 

mind. Rather, the research will be based on some stylized characteristics that can be considered typical for 

developing countries. The literature review conducted in sec. 3.2.1.3.2.3 and 3.2.3.2. will work out them 

out.106 A summary is provided in sec. 7.1. Already at this stage, it seems noteworthy that the most relevant 

attributes will be a developing country´s inability and unwillingness to take targeted action against tax 

arbitrage with HFIs. Importantly, these characteristics will not be shown by every country that is on its way 

up. The BRICS (Brazil, Russia, India, China and South Africa), for instance, may well have better, and 

probably sufficient, resources and skills to implement more sophisticated rules.107 Less developed countries, 

on the other hand, may not. As such, the relevant assumptions made in this thesis may be considered to be 

more relevant to them.108 Readers will be able to judge on their own whether, and in as far, the analysis 

conducted in this study applies in the respective case at hand.  

Also the following terms should be briefly discussed. The thesis will refer to “country”, “state” and 

“jurisdiction”. In doing so, the author does not have a difference in mind. They are nations, to use another 

term, which can introduce the rules under analysis in this study. Besides, the thesis will refer to 

                                                
102 See C. Kahlenberg & A. Kopec, Hybrid Mismatch Arrangements – A Myth or a Problem That Still Exists?, 8 World Tax J., at 

FN 3 (2016), Journals IBFD [hereinafter Kahlenberg & Kopec Hybrid Mismatch Arrangements], who state: “Qualification conflicts 

occur generally where two or more jurisdictions apply a different treatment to the same situation (e.g. financial instrument).” 
103 As mentioned in sec. 1.1., qualification conflicts can also yield a worse treatment.  
104 On the understanding of substitute transactions for the purposes of this thesis, see just above. 
105 See T.D. Greenaway, International Tax Arbitrage: A Frozen Debate Thaws, 82 Tax Notes Int’l, p. 63 (2010), who states: “The 

term ‘‘international tax arbitrage’’ refers to arrangements that exploit meaningful differences between the tax consequences of the 

same item in two or more jurisdictions. For instance, one of the most basic tax law differences is the effective income tax rate.” 

(footnotes omitted); also R.S. Avi-Yonah, Tax Competition, Tax Arbitrage and the International Tax Regime, 61 Bull Intl. Taxn. 

4, sec. 5.3 (2007), Journals IBFD [hereinafter Avi-Yonah International Tax Regime] could be understood towards this end, due to 

stating: “Tax arbitrage can be defined as transactions that are designed to take advantage of differences between national tax 

systems to achieve double non-taxation.” 
106 See further going M. Keen, Taxation and Development – Again, International Monetary Fund (IMF) Working Paper (WP) No. 

12/220, pp. 4-9 (2012) [hereinafter Keen Taxation and Development]; See also Collier & Riedel, supra n. 74, at sec. 1.  
107 These countries may especially consider the discussion held in ch. 6. 
108 Inspired by Collier & Riedel, supra n. 74, at sec. 1. 
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“companies”, “firms”, “businesses” and “enterprises”. They are legal arrangements with which business is 

conducted.109 Partnerships and other vehicles play a minor role in this thesis. Where relevant they will be 

referred to as such. Furthermore, the thesis will use the term “tax avoidance”. The meaning of this notion 

seems to differ among jurisdictions,110 and also among disciplines.111 It appears that for economists, the 

(successful) act of tax planning constitutes tax avoidance behaviour.112 Lawyers, on the other hand, may 

use the term in connection with anti-avoidance rules and ask whether a behaviour qualifies as tax avoidance 

and triggers the rule.113 Readers should, simply, note the context in which it is used.  

Further, the thesis will sometimes merely refer to “BEPS Action 2”. Thereby, the author has the 

recommendations relevant for tax arbitrage with HFIs in mind, i.e. the “Hybrid Financial Instruments 

Rule”,114 the “Specific recommendations for the tax treatment of financial instruments – Recommendation 

2”115 and the “Imported Mismatch Rule”.116 Rules targeting at tax arbitrage with hybrid entities or branch 

mismatch structure are not in scope of this thesis. A plain reference to BEPS Action 2 does not cover them. 

1.5. Limitations, assumptions and remarks  

The most important limitation of the thesis is its narrow focus on tax arbitrage with HFIs relying on a 

qualification conflict, and under certain circumstances, substitute transactions that are effected via financial 

instruments (excluding derivatives).117 The rest is scoped out. This happened due to it being regarded 

impossible to take into account all transactions that are deductible at the payer level and that are subject to 

no/low taxation at the level of the receiver.118 The reason for that lies in the wealth of additional 

considerations a broader scope seems to require. Denying, for instance, the deduction for royalty, or service 

payments made to no/low taxed recipients may be similar with respect to tax outcomes. Yet, it may go in 

hand with different practical consequences than combatting tax arbitrage with HFIs that relies on a 

qualification conflict.119 Even more, the author thinks that tax arbitrage with hybrid entities is sufficiently 

different from tax arbitrage with HFIs.120 Also here somewhat diverging perspectives would have to be 

taken in. There is no room in the thesis for doing so.  

                                                
109 I.e. all of them are assumed to be intransparent from the perspective of all involved states.  
110 See the discussion and references provided for in sec. 8.1.  
111 See especially the discussion and references provided for in sec. 3.2.1.3. 
112 See id., and note especially the reference made in supra n. 895.  
113 See, e.g. the discussion and references provided for in sec. 8.2.1. 
114 See sec. 5.3.1.1. 
115 See sec. 5.3.1.2. 
116 See sec. 5.3.1.3. On the rationale, see sec. 5.2.2. 
117 See the discussion and references provided for in sec. 1.3. For the precise meaning of the terms, see sec. 1.4.  
118 See already sec. 1.3. 
119 Some very loose considerations are provided in sec. 9.3. 
120 On hybrid entities in the context of “double non-taxation” see comprehensively L. Parada, Double Non-taxation and the Use of 

Hybrid Entities: An Alternative Approach in the New Era of BEPS (Kluwer 2018) [hereinafter Parada Double Non-Taxation]. 
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The limited scope also strongly relativizes the results of this study. In the instances requiring the broader 

view,121 the approaches under investigation will, at best, close down the interest channel. Taxpayers may, 

however, enter into other substitute transactions not including interest payments.122 Where this happens, 

legislative action against tax arbitrage with HFIs would not have had an effect different from inducing the 

taxpayer to switch to another transaction that provides for the same, or a similar result. 

That being said, taking legislative action against tax arbitrage with HFIs (including substitute transactions 

with financial instruments, excluding derivatives) still seems to have a value on its own. After all, interest 

payments represent an important means of tax planning.123 It is unlikely that taxpayers can perfectly 

substitute restrictions by simply engaging in a different transaction not involving interest.124 Empirical 

literature supports that view.125 Given restrictions in the interest channel, indeed, matter, also the tax 

competition considerations presented throughout this thesis are real. The effective tax rate will rise and 

mobile capital may leave.126 Tax policymakers have to do a balancing exercise.  

Besides, it is worth emphasising that tax policymakers can get active themselves. Whilst the existence of 

transactions substituting those under investigation in this thesis will have to be passively accepted in this 

study – in reality they have not. Tax policymakers can, and should, assess in as far their efforts against tax 

                                                
121 See sec. 1.3. 
122 M. Keen, Competition, Coordination and Avoidance in International Taxation, 72 Bull Intl. Taxn. 4/5, sec. 3 (2018), Journals 

IBFD [hereinafter Keen Competition], stating that “there is evidence that when one avoidance route is tightened, companies react 

in part by exploiting others more intensively” after which he refers to: R. de Mooij & L. Liu, At A Cost: the Real Effect of Transfer 

Pricing Regulations on Multinational Investment, International Monetary Fund (2018); and K. Nicolay, H. Nusser & O. Pfeiffer, 

On the interdependence of profit-shifting channels and the effectiveness of anti-avoidance legislation, Zentrum für Europäische 

Wirtschaftsforschung Discussion Paper No. 17-66; see further M. Saunders-Scott, Substitution Across Methods of Profit Shifting, 

68 National Tax Journal 4 (2015).  
123 See European Commission ATP, supra n. 72, at sec. 2.2. and note the references provided there; see further, e.g. H. Meldgaard, 

J. Bundgaard & K.D. Weber, Study on structures of aggressive tax planning and indicators, European Commission Taxation Papers 

– Working Paper N. 61 – 2015, ch. 2 (2015).  
124 Compare also R. de Boer & O. Marres, BEPS Action 2: Neutralizing the Effects on Hybrid Mismatch Arrangements, 43 Intertax 

1, sec. 6.4. (2015), stating that: “Also D/NI elements may be achieved more easily through interest payments as compared with 

other types of payments.” 
125 T. Buettner, M. Overesch & G. Wamser, Anti Profit-Shifting Rules and Foreign Direct Investment, 25 Intl. Tax & Pub. Fin. 3 

(2018); Their statement: “The results indicate that introducing a typical thin-capitalization rule or making it more tight exerts 

significant adverse effects on FDI and employment in high-tax countries. Moreover, in countries that impose thin-capitalization 

rules, the tax-rate sensitivity of FDI is increased.” implies that a perfect substitution cannot take place. See also Keen Competition, 

supra n. 122, who states that “companies react in part” by switching to other tax planning strategies.  
126 See Buettner, Overesch & Wamser, supra n. 125; V. Merlo, N. Riedel & G. Wamser, The Impact of Thin Capitalization Rules 

on the Location of Multinational Firms’ Foreign Affiliates, CESifo Working Paper Series No. 5449 (2015); see also Beer, de Mooij 

& Liu, supra n. 122, at pp. 10-11 for a brief outline of empirical evidence on the impact of anti-avoidance legislation; see also N. 

Johannesen, Tax avoidance with cross-border hybrid instruments, 112 J. Public Econ. (2014) [hereinafter Johannesen 2014]; and 

C. Spengel et al., The Effects of Tax Reforms to Address the Debt-Equity Bias on the Cost of Capital and on Effective Tax Rates, 

European Commission Taxation Papers – Working Paper N. 65 - 2016, ch. 3 (2016) [hereinafter Spengel et al. Effects on Cost of 

Capital] who state: „Binding interest deduction limitation rules ensure financing neutrality between equity and debt. However, 

since the cost of capital and [effective average tax rate] increase as a consequence, binding interest deduction limitation rules 

might affect both the scale of investment and discrete location choices negatively.“; with respect to transfer pricing rules see de 

Mooij & Liu, supra n. 122; note that also compliance costs and uncertainty coming with anti-income shifting legislation were 

argued to, potentially, have detrimental effects on real investment. See the discussion in Collier & Riedel, supra n. 74, at sec. 2.5., 

as well as their reference e.g. to M.C. Durst, Making Transfer Pricing Work for Developing Countries, 60 Tax Notes Int´l, pp. 851-

854 (13 Dec. 2010). 
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arbitrage with HFIs are thwarted by taxpayers circumventing the relevant rules and decide whether this 

requires action as well.127 They should regard this thesis as a small piece in the much bigger puzzle they 

keep constantly building.  

The thesis aims to help tax policymakers to deal with tax arbitrage with HFIs in a more educated way. As 

such, it has to start from today´s realities. Further, it has to estimate the possibilities of certain reforms to 

take place. In this regard, it seems prudent to assume the following: First, a worldwide harmonisation of 

the relevant parts of tax law will not happen.128 Secondly, payments made under debt and equity instruments 

will not face the same tax consequences, but for some countries potentially introducing/relying on measures 

towards this end.129 Third, a comprehensive departure from the separate entity approach is not expected.130  

This implies that it is not assumed that the problem can be solved at its roots.131 Neither is there room for 

proposals made in literature, whose implementation would require a deviation from the above assumptions. 

In this context, the author has especially the work of Fleming, Peroni & Shay (2015) in mind. They “ 

                                                
127 Compare, not least, T. Edgar, Corporate Income Tax Coordination as a Response to International Tax Competition and 

International Tax Arbitrage, 51 Can. Tax J., p. 1149 (2003) who discusses the challenges attached to his proposal to combat tax 

arbitrage with HFIs via source taxation (taking the form of WHT, or the denial of the deduction). 
128 Already recognized in OECD Tax Policy and Compliance Issues, supra n. 4, at para. 10.; Regional attempts towards this end 

exist. See European Commission, Proposal for a Council Directive on a Common Consolidated Corporate Tax Base (CCCTB), 

COM(2011) 121 final (16 Mar. 2011), EU Law IBFD; European Commission, Proposal for a Council Directive on a Common 

Corporate Tax Base (CCTB), COM(2016) 685 final (25 Oct. 2016), EU Law IBFD; For demands raised by scholarship see (in an 

EU context) e.g. M. Lang, Direkte Steuern und EU-Steuerpolitik – Wo bleiben die Visionen?, 22 IStR 10 (2015). 
129 See also the discussion and references provided for in sec. 2.1.5.1. 
130 As to the political consensus see OECD BEPS Action Plan, supra n. 16, at p. 14; as well as OECD Transfer Pricing Guidelines 

for Multinational Enterprises and Tax Administrations paras. 1.14-1.15, 1.32 (OECD 2017), International Organizations’ 

Documentation IBFD [hereinafter OECD Guidelines]; there is a broad scholarly discussion on the issue. A helpful literature 

overview is provided in: C. Fleming Jr., R.J. Peroni & S.E. Shay, Getting Serious About Cross-Border Earnings Stripping: 

Establishing an Analytical Framework, 93 N.C. L. Rev., at pp. 698-700 (2015) [hereinafter Fleming, Peroni & Shay Earnings 

Stripping]; compare, with further references and instead of many others, also the elaborations in: W. Schön, International Tax 

Coordination for a Second-Best World (Part I), 1 World Tax J. 1, sec. 3.3.1.3. (2009) Journals IBFD [hereinafter Schön Tax 

Coordination Part I]; W. Schön, International Tax Coordination for a Second-Best World (Part III), 2 World Tax J. 10, sec. 4.7. 

(2010) Journals IBFD [hereinafter Schön Tax Coordination Part III]; T.A. Gresik, Assessing the Normative Differences Between 

Formula Apportionment and Separate Accounting, in Fundamentals of International Transfer Pricing in Law and Economics (W. 

Schön & K.A. Konrad eds., Springer 2012); W. Schön, Transfer Pricing – Business Incentives, International Taxation and 

Corporate Law, in Fundamentals of International Transfer Pricing in Law and Economics (W. Schön & K.A. Konrad eds., Springer 

2012) [hereinafter Schön Transfer Pricing]; R.J.S. Tavares, Multinational Firm Theory and International Tax Law: Seeking 

Coherence, 8 World Tax J. 2 (2016) Journals IBFD, who, in FN 7, names as examples of scholars expressing critique on the arm´s 

length approach: R.S. Avi-Yonah, The Rise and Fall of Arm’s Length: a study in the Evolution of U.S. International Taxation, 15 

Va. Tax Rev. (1995); Y. Brauner, Value in the Eye of the Beholder: The Valuation of Intangibles for Transfer Pricing Purposes, 

28 Va. Tax Rev. (2008); R.S. Avi-Yonah, Between Formulary Apportionment and the OECD Guidelines: A Proposal for 

Reconciliation, 2 World Tax J. 1 (2010), Journals IBFD; J.C. Fleming, R. Peroni & S. Shay, Formulary Apportionment in the U.S. 

International Income Tax System: Putting Lipstick on a Pig?, 36 Mich. J. Int’l (2015); On the drawbacks of formulary appointment 

see, e.g. Schön Tax Coordination Part III, supra n. 130, at sec. 4.7.2.3. 
131 If that was the first best solution (as seemingly assumed in, e.g. Russo, supra n. 1, at sec. 5) it cannot be reached. As such, the 

thesis may be regarded to be written in a second best world. This is especially important in ch. 9, where the author proposes his 

own guidelines. See briefly on the warnings of the second best theory: Schön Tax Coordination Part I, supra n. 130, at sec. 3.1.5.: 

see generally R.G. Lipsey & K. Lancaster, The General Theory of Second Best, 24 Review of Economic Studies (1959); see for a 

further discussion: R.W. Boadway, The Role of Second-Best Theory in Public Economics, Working Papers 910, Queen's University, 

Department of Economics (1994). The author of this thesis will not rely too strongly on this terminology. He can, simply, not say 

that a harmonization of tax law is, indeed, the first best solution to tax arbitrage with HFIs – even though it is, of course, not 

implausible to assume this. The theory, as understood by this author, still includes a very convincing call towards making the best 

out of what is available, i.e., in terms of this thesis, politically achievable.  
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examined various approaches to limiting earnings stripping interest deductions and concluded that the best 

promise lay in employing a proportionate allocation approach to distinguishing between interest expenses 

that are deductible as real costs and interest expenses that should be nondeductible because they are 

costless foreign related party payments that do not effect a proper inter-nation income allocation.” Their 

solution would make necessary giving up the separate entity approach.132 As such, it is deemed not to be 

realisable. However, the underlying logic of their proposals plays an important role throughout this thesis.133 

Furthermore, it is worth mentioning that recent OECD efforts made in the context of BEPS Action 1 may 

provide for a new impetus.134 The “gloabal anti-base ersosion proposal”135 forsees the development of two 

inter-related rules: an income inclusion rule,136 and a tax on base eroding payments.137 Due to the work 

being on a very early stage, it will not be considered in this thesis.138 Yet, it should be clear that a (potential) 

implementation of such rules at some point in the future would affect what is discussed in this study. 

Especially the back-up rules to tax aribtrage with HFIs might become stronger.139 

With the aims of the thesis in mind, it is possible (and necessary) to scope out from it a variety of topics, 

whose detailed analysis does not sufficiently promote the research goals defined in sec. 1.2.  

In this regard, it seems worth to start by explaining the legal dogmatic research in more detail.140 As 

mentioned above, it only aims at discussing potential legal obstacles to the implementation of an approach 

against tax arbitrage with HFIs. For obvious reasons this is an important part of its general suitability. If the 

main rule was found to violate higher-ranking law, it cannot be relied on. For that purpose, the thesis will 

inquire its compatibility with tax treaty law, recognising that a violation of it does not always mean that it 

                                                
132 Which they acknowledge (with respect to the US) in Fleming, Peroni & Shay Earnings Stripping, supra n. 130, at p. 701. 
133 See especially the discussion in sec. 4.2.1. 
134 OECD, Addressing the Tax Challenges of the Digitalisation of the Economy: Public Consultation Document (OECD 2019) 

[hereinafter OECD Addressing Tax Challenges].  
135 See id., at para. 88-111. 
136 See id., at para. 92, where this is outlined as: „an income inclusion rule that would tax the income of a foreign branch or a 

controlled entity if that income was subject to a low effective tax rate in the jurisdiction of establishment or residence”. For a 

further discussion, see id., at paras. 96-100. 
137 See id., at para. 92, where this is outlined as: „a tax on base eroding payments that would deny a deduction or treaty relief for 

certain payments unless that payment was subject to an effective tax rate at or above a minimum rate.” For a further discussion, 

see id., at paras. 101-108. 
138 The discussion draft was published in February 2019. The thesis was submitted in March 2019. Notably, id., does not yet 

include any rules, but rather discusses the proposal on a more general tax policy level.  
139 Whether this would alter the conclusions drawn in this thesis is, of course, hard to predict. At first sight it seems, however, 

unlikely. Foremost, this is so when: (i) the final rules will be implemented by the same countries that implemented also the 

OECD approach discussed in ch. 5 and (ii) the final rules will not replace what is currently included in (the relevant parts of) 

BEPS Action 2. In the author´s view, it is prudent to assume that this will happen. Given it does, the reader should read chapter 5 

having the (likely) stronger back-up rules in mind. Furthermore, she should consider such rules when reading, e.g. sec. 9.2. and 

9.3. It should also be noted that the low tax approach discussed in ch. 6 of the thesis shows strong conceptual similarities with the 

undertaxed payment rule of the GLOBE proposal. Hence, the elaborations may be of help for tax policymakers that consider the 

implementation of such a rule. This is similarly true for what will be discussed in sec. 9.3. 
140 See sec. 5.5., 6.5., 7.5. and 8.5. 
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is (legally) not implementable. Some countries allow treaty overrides.141 The latter, again, is an issue of 

domestic law. Whilst using country examples,142 the thesis is not written in a domestic law context.143 As 

such, (also other) Constitutional Law questions have to the scoped out.144 This is unsatisfactory, because 

rules against tax arbitrage with HFIs that are in conflict with Constitutional Law will, likewise, be 

unimplementable. The author regards the reader to be in the better position to make the relevant 

judgments.145 This is similarly true with respect to a systematisation of the rules in the light of domestic tax 

law.146 A thorough legal dogmatic analysis through the lens of the current legal system has a value, because 

it displays the systematic changes induced by the new rules. The author cannot do that himself.  

EU law issues, on the other hand, are discussed in this thesis.147 Thereby, albeit, another limitation is made. 

Only chapters 5 and 6 address EU Member States. The former because it analyses the OECD approach 

(which will, broadly speaking, be implemented by EU Member States).148 The latter because EU Member 

States may, potentially, be able to implement article 9(2) in connection with article 2(9)(1)(a) ATAD 

(2016/1164) with a rule like Sec. 12(1) No. 10 KStG.149 As such, only these chapters demand an analysis 

from the perspective of EU law. Chapter 7, does not address EU Member States, as they will not combat 

tax arbitrage with HFIs via comprehensive WHT.150 Chapter 8 does not focus on EU Member States either. 

This comes because it is targeted at countries that do not implement any of the approaches discussed in 

chapters 5-7, which is why they have to rely on rules that typically exist in a jurisdiction.151 EU Member 

                                                
141 See the discussion and references provided for in sec. 4.5.2. 
142 See ch. 6. 
143 Taking in the perspective of a single country would, obviously, be at odds with the research goals defined in sec. 1.2.  
144 I.e. not only the question whether treaty overrides are possible under a state´s domestic law is scoped out from this thesis (see, 

however, briefly supra n. 1452). Also an analysis of an approach against tax arbitrage with HFIs with a view to assess its 

compatibility with Constitutional Law will not happen. Besides, also burden of proof requirements that may come with the rules 

will not be analysed from the perspective of higher ranking law. 
145 Readers may be referred to L. Mechtler, Hybrid Mismatches im Ertragsteuerrecht pp. 101-126 (Lexis Nexis 2017) who analyses 

linking rules from the perspective of Austrian Constitutional Law and, generally speaking, regards them to be in line with it. In this 

context, he emphasizes the necessity of the rule to be proportional.  
146 Interested readers are, again, referred to Mechtler, supra n. 145, who analyses BEPS Action 2 and the relevant parts of the 

ATAD (2016/1164) from the perspective of Austrian tax law. In id., also an analysis from the perspective of EU law is provided. 

This will be reflected in secs. 5.5. and 6.6.  
147 See sec. 5.5.2. and sec. 6.5.2. 
148 See the discussion and references provided for in sec. 5.1.; note, for the sake of completeness, that the discussion as to whether 

the EU has the competence to enact the ATAD will not be entered into in this thesis. See on this issue I. Lazarov & S. Govind, 

Carpet-Bombing Tax Avoidance in Europe: Examining the Validity of the ATAD Under EU Law, 47 Intertax 10 (2019). Note that 

if the ATAD were, indeed, not covered by the Treaty on the Functioning of the European Union of 13 December 2007, OJ C115 

(2008), art. 115, Primary Sources IBFD – the relevant national Courts, and not the ECJ, would have jurisdiction. See further in this 

regard, J. Hey, Europäische Gesetzgebung – Binnenmarkt und Fiskalinteressen, in Europäisches Steuerrecht p. 29 (Lang ed., Otto 

Schmidt 2018). Yet, until their potential repealment, the rules would be normally in force.  
149 See as to the relevant discussion, and as to the potential obstacles, sec. 6.5.2.1. In short, the answer will be yes, but (potentially) 

requiring some adaption, noting, though, that the requirement to implement the Imported Mismatch Rule may render this attempt 

infeasible.  
150 Given the restrictions discussed in sec. 2.1.5.3. this would not seem straightforward. Apparently agreeing on the possibility for 

EU Member States to implement WHT to combat BEPS: G.M. Obermair & L. Jarass, Unilateral Withholding Tax To Counteract 

Base Erosion and Profit Shifting, 55 Eur. Taxn. 11 (2015). 
151 Countries not implementing any of the approaches discussed in ch. 5-7, nor having a GAAR or transfer pricing provisions in 

place should, if they want to combat tax arbitrage with HFIs, consider the elaborations made in sec. 9.3.3. 
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States, on the other hand, will implement special rules.152 Thus, they do not fit into the set of countries 

addressed in chapter 8. One may criticise this by arguing that also EU Member States have GAARs and 

transfer pricing provisions that may allow them to recharacterise debt into equity. This is would, of course, 

be correct. However, it will not be their way to address tax arbitrage with HFIs. Rather it will only be one, 

among many other, backup-rules that support the main rule against tax arbitrage with HFIs. As mentioned 

above, this thesis does not analyse back-up rules from a legal dogmatic point of view.153  

On similar grounds, the thesis will miss an elaboration upon the classification of HFIs for tax purposes. The 

brief remarks made along the lines of sec. 2.1. are considered enough. Interested readers are referred to the 

work of Helminen (2010),154 Bärsch (2012)155 or Bundgaard (2017).156 In the author´s view, this limitation 

is justified, since the tax treatment of the instrument is already known in a tax arbitrage context. 

Readers may note that international tax arbitrage has been subject to a considerable debate in – mainly US 

– literature.157 For obvious reasons this is of high value for this research. Less because it aims to answer 

whether tax arbitrage should be combatted,158 – for the purposes of this thesis this will (have to be) 

                                                
152 See sec. 5.1.  
153 See sec. 1.3. 
154 Helminen international tax law concept, supra n. 6, at ch. 9. 
155 S.E. Bärsch, Taxation of Hybrid Financial Instruments and the Remuneration Derived Therefrom in an International Cross-

border Context ch. 2.2 (Springer 2012).  
156 J. Bundgaard, Hybrid Financial Instruments in International Tax Law 59-215, 271-386 (Kluwer Law International 2016) 

[hereinafter Bundgaard Hybrid Financial Instruments]. 
157 See Kofler & Kofler, supra n. 1, at FN 2, who refer to West, supra n. 1, to be the first dealing with this issue. Further literature 

include: Rosenbloom International Tax Arbitrage, supra n. 1; Avi-Yonah Commentary, supra n. 1; Ring One Nation, supra n. 1; 

Menuchin, supra n. 6; Avi-Yonah International Tax Regime, supra n. 105; N. Feetham, Tax Arbitrage: The Trawling of the 

International Tax System (Spiramus 2011); G. Lopes Dias V.S., Tax Arbitrage through Cross-Border Financial Engineering 

(Kluwer Law International 2015); T. Rosembuj, International Tax Arbitrage, 39 Intertax 4 (2011); T. Rosembuj, Abusive 

Transactions on Financial Hybrids, 39 Intertax 5 (2011) [hereinafter Rosembuj Abusive Transactions]; H.D. Rosenbloom, Cross-

Border Tax Arbitrage: The Good, The Bad and the Ugly, 85 Taxes (2007) [hereinafter Rosenbloom Cross-Border Tax Arbitrage]; 

Greenaway, supra n. 105; Kane, supra n. 91; Rosenzweig Harnessing, supra n. 91; M. Boyle, Cross-border tax arbitrage - policy 

choices and political motivations, 50 Brit. Tax Rev. 5 (2005); Edgar, supra n. 127; A. Krahmal, International Hybrid 

Instruments: Jurisdiction Dependent Characterization, 5 Hous. Bus. & Tax L.J. (2005); J. Roin, Taxation without Coordination, 

31 J. Legal Stud. (2002) [hereinafter Roin Taxation without Coordination]; D. Shaviro, Money on the Table?: Responding to 

Cross-Border Tax Arbitrage, 3 Chi. J. Int’l L. 2 (2002) [hereinafter Shaviro Money on the Table]; D. Shaviro, More Revenues, 

Less Distortion? Responding to Cross-Border Tax Arbitrage, 1 N.Y.U. J. L. & Bus. (2004); G. May, Getting Realistic about 

International Tax Arbitrage, 85 Taxes (2007); see further, as referred to in Kofler & Kofler, supra n. 1, at FN 21: Harter, L. G., 

International Tax Arbitrage: Is It a Problem? Whose Problem Is It?, 41 Tax Management Memorandum, Apr. 24, 2000, S. 139; 

Dell’Anese, L., Tax Arbitrage and the Changing Structure of International Tax Law, Milano 2006. The author was not able to 

obtain the latter two contributions. See for a concise review: Bundgaard Hybrid Financial Instruments, supra n. 156, at pp. 217-

220. 
158 Commentators denying this, for instance, question the grounds for doing so. Ultimately, the taxpayer complies with the law of 

both states. See most importantly: Rosenbloom International Tax Arbitrage, supra n. 1, at p. 154 who states: “The objection to 

addressing international tax arbitrage is not merely limited to the difficulty of doing so in a rational and feasible way. The broader 

objection is that there does not appear to be any clear reason why U.S. tax policy should take account of the fact that the taxpayer 

or a related party enjoys benefits under the tax laws of another country with respect to income or activities not subject to U.S. 

taxation. The treatment of that income or those activities is not obviously our business, and there is no clear reason why we should 

make it our business- any more than the rules of that other country applicable to its own citizens and residents on its own soil with 

respect to anticompetitive behavior, corrupt practices, or the price of water.”; critical, e.g. also: Krahmal, supra n. 157, at p. 120, 

and p. 127 summarising his arguments as: “[W]hat the Treasury should do - and most likely will do - with respect to the proliferation 

of the tax arbitrage transactions, is nothing. It should do nothing because (1) they are not abusive from the tax point of view despite 

indications to the contrary, (2) they have positive business efficiency and economic effects, (3) they may not be deemed abusive 
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assumed.159 Rather, the discussion revealed important insights to be reflected from the perspectives relevant 

for this study.160 A further going and separate engagement in the debate does, however, not seem necessary 

for this thesis.  

For similar reasons, another interesting legal dogmatic question will not be dealt with in this thesis – the 

existence of the single tax principle.161 Literature deduced it from the similarity and proliferation of tax 

treaties, which should give rise to an international tax regime with definable principles.162 One of them (i.e. 

the single tax principle), demands that income should be tax once – not more, but also not less than that.163 

According to Avi-Yonah the international tax regime can be seen as part of customary international law.164 

If this was so, a state not combatting tax arbitrage with HFIs would violate it.165 Whether an international 

                                                
unless specifically targeted by a legislation or administrative determinations, and (4) over time they came to be relied upon by the 

taxpayers to seek and obtain higher returns and desired risks characteristics”; critically also, e.g. Greenaway, supra n. 105; May, 

supra n. 157; with more differentiating arguments: West, supra n. 1. Also tax competition considerations were brought forward as 

a reason to accept tax arbitrage. See, e.g. Greenaway, supra n. 105, at p. 638; Those supportive of combatting international tax 

arbitrage, on the other hand, mainly emphasise the different concerns associated with such practices. With different arguments, and 

to different extents, in this direction, e.g. Avi-Yonah Commentary, supra n. 1, at pp. 171-173; Edgar, supra n. 127, at pp. 1113-

1117; See further the work of Ring One Nation, supra n. 1; Shaviro Money on the Table, supra n. 157; for a short overview of the 

dispute see also Bundgaard Hybrid Financial Instruments, supra n. 156, at pp. 217-219. See further the discussion and references 

with respect to the single tax principle below.  
159 Which is a logical consequence of the research goals set out in sec. 1.2. It is not the goal of the thesis to answer whether tax 

arbitrage with HFIs should be combated or not. Rather, the ultimate inquiry concerns the rules usable by a state that wants to combat 

tax arbitrage with HFIs and their effects. It is, nevertheless, fair to disclose the author´s perception of good reasons for legislating 

against tax arbitrage with HFIs to be included in sec. 4.2.-4.3. Yet, id., also contains warnings for states not to forget tax competition 

considerations, even though it would – again in the author´s personal view – be welcomed if they could be forgotten, due to states 

finding adequate means of coordination. This is also reflected in sec. 9.3 and 9.4.  
160 Which happens, foremost, in ch. 4.  
161 See Avi-Yonah International Tax Regime, supra n. 105, at sec. 2. 
162 Avi-Yonah International Tax Regime, supra n. 105, at sec. 2. The latter author developed the argument over a longer period of 

time. Earlier contributions include: R.S. Avi-Yonah, The Structure of International Taxation A Proposal for Simplification, 74 Tex. 

L. Rev. (1996); R.S. Avi-Yonah, International Taxation of Electronic Commerce, 52 Tax L. Rev. 3 (1997); and most recently in 

R.S. Avi-Yonah, Full Circle? The Single Tax Principle, BEPS, and the New US Model, 1 Global Tax'n. (2016) including historical 

elaborations on the development of this principle. In this regard compare also H.J. Ault, Some Reflections on the OECD and the 

Sources of International Tax Principles, 70 Tax Notes Int´l, p. 1195 (2013) [hereinafter Ault Some Reflections], and his reference 

to: League of Nations, Double Taxation and Tax Evasion: Report; C. 216. M. 85 p. 23 (London 1927)[ [hereinafter League of 

Nations 1927] stating: “The most elementary and undisputed principles of fiscal justice, therefore, required that the experts should 

devise a scheme whereby all incomes would be taxed once and only once.”; see also the comprehensive discussion in Parada Double 

Non-Taxation, supra n. 120, at pp. 22-34.  
163 Avi-Yonah International Tax Regime, supra n. 105, at sec. 2, 4. stating that the rate should be determined by the benefits 

principle. The latter is the second principle that, according to id., underlies the international tax regime: It allocates the right to tax 

active income primarily to the source state, and the right to tax passive income primarily to the residence state.  
164 In more detail see R.S. Avi-Yonah, International Tax as International Law, 57 Tax L. Rev. 4 (2004); Avi-Yonah International 

Tax Regime, supra n. 105, at sec. 3. 
165 Compare Rosenzweig Harnessing, supra n. 91, at p. 588.  
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tax regime really exists has been doubted166 and supported167 in literature.168 Its discussion does not appear 

too relevant for this thesis. It does, after all, not matter why a state decides to take legislative action against 

tax arbitrage with HFIs – be it a perceived international law obligation or the willingness to overcome the 

concerns attached to it. The thesis only discusses approaches that states that decided to act may rely on.  

The thesis will also not conceptualise double non-taxation. The author recognises the attempts made in 

literature to explain this notion.169 For most parts of the thesis, this is of low relevance, though.170 To the 

extent legislative action against tax arbitrage with HFIs is taken, double non-taxation (and under-taxation) 

reached through it is made impossible. Whether or not it would be acceptable in absence of these rules is 

not relevant. Things are different with respect to the recharacterisation approach. A separate discussion will 

become necessary at this stage.171 This is, likewise, true for the notions of “tax evasion”, “tax avoidance” 

and “aggressive tax planning”.172 Whilst chapter 8 will require some elaboration,173 this definitely falls short 

of what could be said on these issues.174 However, the author does not see a reason to generally categorise 

tax arbitrage with HFIs as the one or the other.175 States that take legislative action against tax arbitrage 

with HFIs have expressed their view on its undesirability.  

For this thesis to be able to reach its goals, it has to take in a multidisciplinary perspective. It does, however, 

not conduct any empirical research itself. Rather the thesis directly, or indirectly, relies on studies that did 

so. Literature on these topics is vast. The author aimed to reflect it to the extent he regarded it to be necessary 

                                                
166 According to Avi-Yonah International Tax Regime, supra n. 105, at FN 1 they include: M.J Graetz, Taxing International 

Income: Inadequate Principles, Outdated Concepts, and Unsatisfactory Policies, 26 Brook. J. Int'l L. (2001); Rosenbloom Cross-

Border Tax Arbitrage, supra n. 157; Rosenbloom International Tax Arbitrage, supra n. 1; J. Roin, Competition and Evasion: 

Another Perspective on International Tax Competition, 89 Geo. L.J. (2000) [hereinafter Roin Competition]; T. Dagan, The Tax 

Treaties Myth, 32 N.Y.U.J. Int´l L. & P. (2000) [hereinafter Dagan Tax Treaty Myth]; Kane, supra n. 91; see further, Rosenzweig 

Harnessing, supra n. 91, at p. 588. 
167 According to Avi-Yonah International Tax Regime, supra n. 105, at FN 2 they include: Dell’Anese, supra n. 157; Ring One 

Nation, supra n. 1; Menuchin, supra n. 6; H.J. Ault, The importance of International Cooperation in Forging Tax Policy, 26 Brook. 

J. Int'l L. (2001); P.R. McDaniel, Trade and Taxation, 26 Brook. J. Int'l L. (2001); R.J. Vann, Chapter 18 International Aspects of 

Income Tax, in Tax Law and Design p. 8 (V. Thuronyi ed., IMF 1998) [hereinafter Vann International Aspects]; West, supra n. 1.  
168 The dispute still goes on. Agreeing, e.g.: Bärsch, supra n. 155, at ch. 3; critical, e.g. Parada Double Non-Taxation, supra n. 120, 

at pp. 22-34. 
169 Interested readers will find a comprehensive presentation in Parada Double Non-Taxation, supra n. 120, at pp. 15-22. He 

describes the main attempts to explain the notion as: “(1) double non-taxation as the reverse side of double taxation; (2) double 

non-taxation; under taxation and stateless income: (3) double non-taxation as an intended or unintended outcome; and (4) double 

non-taxation as a per se undesirable outcome.”  
170 See the discussion and references made in sec. 4.2.1. 
171 This is because a state does not implement a GAAR and/or transfer pricing rules for the sake of combatting tax arbitrage with 

HFIs. Still, they can be used in this context. Sec. 8.4.1.2. will – in abstract terms – discuss in as far the application of a GAAR on 

tax arbitrage transactions with HFIs may succeed taking into account the object and purpose of the law.  
172 See sec. 1.4. on how to read a reference to these notions in this thesis, taking into account the differences in the usage of the 

term among disciplines.  
173 See the brief discussion and further references provided for in sec. 8.2.1. and especially supra n. 3343.  
174 Interested readers are referred to the sources provided for in supra n. 3343. 
175 Opinions seem to diverge considerably. Bundgaard Hybrid Financial Instruments, supra n. 156, at p. 216, for instance, states: 

“Important to notice cross-border tax arbitrage does not involve any aggressive tax planning or abusive practices and cannot 

reasonably be seen as fiscal circumvention”. (footnotes omitted). The author of this thesis does not share this view. See especially 

the discussion and references provided for in sec. 8.2.1., 8.3.1. and 8.4.1.1. Yet, it indicates that comprehensively elaborating on 

tax arbitrage with HFIs in the light of the present discussion on these notions, likely, requires its own thesis.  
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for the purposes of the thesis. At occasion, he allows to refer the reader to existing literature reviews, instead 

of conducting a review himself. This limitation should prevent the annotations in this thesis from becoming 

too long. At the same time, this remark should tell the reader that – especially in chapters 2-3 – the iceberg 

is frequently bigger than the tip presented here would suggest.176  

As already indicated above,177 chapter 2 will use the term HFI in a different way than the rest of the thesis. 

This comes with the rationale of chapter 2, which is to make the reader aware of the context he/she acts in 

when engaging in legislative action against tax arbitrage with HFIs. As such, a brief discussion of financial 

instruments from the perspective of tax law, corporate finance and economics is required. Within these 

elaborations, also the term HFI will come up. It will be used to describe instruments that are not pure debt 

and not pure equity, but something in between.178 They have, per se, nothing to do with tax arbitrage 

transactions with HFIs. Rather, their design reflects business considerations.179 Readers should be made 

aware of this. For sure, due to them lying somewhere in the middle of the spectrum between pure debt and 

pure equity, these instruments are (also) prone to result in a tax arbitrage outcome. Besides, taxpayers may 

fulfill a financing need and exploit a qualification conflict at the same time. Thus, the relevance of chapter 

2 goes beyond showing the reader what legislative action against tax arbitrage with HFIs could potentially 

interfere with,180 towards providing for some non-tax considerations that might, but do not have to, be 

present within a tax arbitrage transaction with a HFI.  

1.6. Outline of the Study 

The work is divided in four parts. The first one, so chapters 2 and 3, aims to introduce the reader into the 

broader topic. Thereby, chapter 2 will – as just mentioned above – elaborate on financial instruments from 

the perspective of tax law, corporate finance and economics. The goal is to understand their role in reality. 

Chapter 3 will review the guiding principles for company taxation. Contemporary tax research relies on the 

triumvirate: (i) equity, (ii) efficiency and (iii) administrability. So does this thesis. The literature on these 

issues is considered in sufficient depth, but with a strong focus on the research objectives. 

Part two, so chapter 4, will define the problems related to tax arbitrage with HFIs from the perspective of 

equity and efficiency. Further, it will provide for initial considerations on the administrability of a rule and 

outline the dogmatic research.  

                                                
176 Particularly the literature on the capital structure of an enterprise is much broader than reflected in sec. 2.2. See in this regard 

supra n. 386. Also the literature on inter taxpayer equity is especially wide.  
177 See sec. 1.4. 
178 Id. 
179 See especially the discussion and references provided for in sec. 2.2.4. 
180 See id., and also sec. 2.3.2.3. 
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Part three, so chapters 5-8, will analyse existing approaches against tax arbitrage with HFIs. The structure of 

these chapters will always follow the same pattern. After an introduction (sec. 1), the rationale (sec. 2) and 

scope (sec. 3) of an approach will be worked out. Thereafter, in sec. 4., it will be inquired in as far it can 

overcome the concerns attached to tax arbitrage with HFIs as worked out in chapter 4. Besides, additional 

considerations on inter taxpayer equity, inter nation equity and efficiency will be provided. Thereafter each 

approach will be looked at from the perspective of administrability. Sec. 5 will conduct the legal dogmatic 

analysis. 

Part four, so chapter 9, will provide tax policymakers willing to take legislative action against tax arbitrage 

with HFIs with some additional considerations. Thereby a differentiation is made between countries that will 

implement BEPS Action 2, countries that intend to combat tax arbitrage with HFIs through targeted linking 

rules and countries that do not intend to combat tax arbitrage with HFIs through targeted rules.  

2. Financial instruments from a multi-disciplinary perspective 

2.1 Financial instruments – a tax law point of view 

2.1.1. Overview 

When it comes to the taxation of financial instruments it is, to begin with, worth noting that practically all 

jurisdictions with a developed tax system classify financial instruments as either debt or equity.181 

Depending on what an instrument is characterised as, its tax treatment will – typically – be different. This 

                                                
181 See on the issue: Brown General Report, supra n. 6, at sec. 3.2.3.1; W. Schön, § 1 Eigenkapital und Fremdkapital – eine 

steuerpolitische Analyse, in Eigenkapital und Fremdkapital (W. Schön ed., Springer 2013) [hereinafter Schön Eigenkapital und 

Fremdkapital]; W. Schön et al., Debt and Equity in Domestic and International Tax Law – a Comparative Policy Analysis, 59 Brit. 

Tax Rev. 2 (2014) [hereinafter Schön et al. Debt and Equity]; Helminen international tax law concept, supra n. 6, at ch. 9; Bärsch, 

supra n. 155, at sec. 3.2; Bundgaard Hybrid Financial Instruments, supra n. 156; J.A. Duncan, General Report, in Tax Treatment 

of hybrid financial instruments in cross-border transactions ch. 3 (IFA Cahiers vol. 85a, 2000), Online Books IBFD [hereinafter 

Duncan General Report]; Summarising the development of the tax research on debt and equity: S. Vanoppen, Deductible Equity 

and Hybrid Financing Instruments A Comparative Study in Tax and Non-Tax Classification Models for the Purpose of 

Distinguishing Debt and Equity part I p. 2-4 (KU Leuven 2009) [hereinafter Vanoppen Deductible Equity and Hybrid Financing 

Instruments] for origins and rationales of the classic distinction between debt and equity in the CIT see id., at part III; See further, 

e.g. L.D. McCullers, Debt/Equity Classification Standards, 48 Taxes, p. 483-487 (1970); P.H. Blessing, The Debt-Equity 

Conundrum – A Prequel, 66 Bull. Intl. Taxn 4/5, sec. 4.1.1. (2012), Journals IBFD; A.C. Warren, The Corporate Interest Deduction: 

A Policy Evaluation, 83 Yale L. J. 8 (1974). K. Pratt, The Debt Equity Distinction in a Second Best World, 53 Vand. L. Rev. 4 

(2000); W.T. Plumb, The Federal Income Tax Significance of Corporate Debt: A Critical Analysis and a Proposal, 26 Tax L. Rev 

369 (1971); I. Benshalom, How to live with a Tax Code with which you disagree: Doctrine, Optimal Tax, Common Sense, and the 

Debt-Equity Distinction, 88 N.C.L. Rev., pp. 1228-1237 (2010); A.O. Emmerich, Hybrid Instruments and the Debt-Equity 

Distinction in Corporate Taxation, 52 U. Chi. L. Rev. 1 (1985); A. Polito, Useful Fictions: Debt and Equity Classification in 

Corporate Tax Law, 30 Ariz. St. L. J. (1998); J.B. Shoven & J. Waldfogel, Debt, Taxes and Corporate Restructuring (The 

Brookings Institution 1990); M. Lang, Hybride Finanzierungen im internationalen Steuerrecht: Rechtsgrundlagen der 

Doppelbesteuerungsabkommen zur Beurteilung von Mischformen zwischen Eigen- und Fremdkapital (Orac 1991); T. Baums, 

Eigenkapital: Begriff, Aufgaben, Sicherung, Zeitschrift für das gesamte Handelsrecht und Wirtschaftsrecht 175, 160 (2011); OECD, 

Thin capitalisation, in OECD Model Tax Convention on Income and Capital Full Version Volume I and II para. 3 (OECD 2014), 

International Organizations´ Documentation IBFD [hereinafter OECD Thin Capitalisation Report]; O. Jacobs, D. Endres & C. 

Spengel, Internationale Unternehmensbesteuerung pp. 1269-1270 (Beck 2016); or Fehér, supra n. 6; J. Schuch, Hybride 

Finanzierungen im Recht der Doppelbesteuerungsabkommen, in Eigenkapital sec 1.2. (R. Bertl et. al., Linde 2004); M.A. Six, 

Hybride Finanzierung im Internationalen Steuerrecht p. 17 (Linde 2007); E. Eberhartinger & M. Six, Taxation of Cross-Border 

Hybrid Finance: A Legal Analysis, 37 Intertax 1 (2009); and, in a relevant context, also Menuchin, supra n. 6, at ch. 6.  



37 
 

section will start by asking why the distinction is made at all (sec. 2.1.2). It will be followed by an outline 

of the characteristics of debt and equity in their purest form (sec. 2.1.3). The concepts used in drawing a 

line between these extremes will be addressed in sec. 2.1.4. Thereafter, the most typical tax consequences 

attached to the classification as debt or equity will be discussed. In this regard, light is shed on the issuer 

(sec. 2.1.5.1.), the investor (sec. 2.1.5.2) and the international dimension (2.1.5.3.).182  

2.1.2. The binary distinction between debt and equity – where does it come from? 

The concept of income as a tax base does not demand a distinction between debt and equity.183 Ultimately, 

it does not matter whether the income tends to be more volatile,184 or to be more fixed.185 Neither is it 

relevant what rights an instrument sold grants to its holder.186 Rather, it is the only profit of the investor that 

counts.187 Its taxation already reflects any differences in the instrument.188  

That being said, there are notions in contemporary tax law that support a distinction between debt and 

equity.189 Most importantly this concerns the interplay between the realisation principle and the fact that 

taxpayers can participate in commercial entities.190 On the one hand, the realisation principle requires that 

income should not be subject to tax before the taxpayer can pay it. This presupposes that the latter has in 

her hands an asset that increases her financial position and that can be used to settle the tax liability.191 This 

is, on the other hand, not the case if the income is earned by or through a commercial entity.192 Under these 

circumstances, the realisation principle denies a taxation of the partner or shareholder, until the income is 

                                                
182 All of these chapters are written with a view to provide information needed at a later stage of the research. Readers interested 

in more generally applicable considerations regarding debt and equity are referred to the literature quoted throughout this chapter. 
183 Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.2; W. Schön, The Distinct Equity of the Debt-Equity Distinction, 

66 Bull. Intl. Taxn. 9, sec 2.1. (2012), Journals IBFD [hereinafter Schön The Distinct Equity of the Debt-Equity Distinction]; J. 

Lang, The influence of tax principles on the taxation of income from capital, in The notion of income from capital EATLP 

International Tax Series p. 3 et seq. (P. Essers & A. Rijkers eds., IBFD 2005), Online Books IBFD. 
184 Which tends to be the case with respect to equity instruments.  
185 Which tends to be the case with respect to debt instruments. See in both contexts the discussion and references provided for in 

sec. 2.2. 
186 Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.2.; as well as in brief: Schön The Distinct Equity of the Debt-

Equity Distinction, supra n. 186, at sec. 2.1.  
187 Id. 
188 Id. 
189 See comprehensively Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.1.-3.5; in brief see Schön The Distinct Equity 

of the Debt-Equity Distinction, supra n. 186, at sec. 2.1.; compare also the discussion in, e.g. Bärsch, supra n. 155, at sec. 3.2.1. 
190 Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.2., 3.3.1.1.1; W. Schön et al., Debt and Equity: What´s the 

difference? A Comparative View p. 3 (Max Planck Institute for Intellectual Property, Competition and Tax Law 2009); Schön The 

Distinct Equity of the Debt-Equity Distinction, supra n. 186, at sec. 2.2; Schön et al. Debt and Equity, supra n. 181, at pp. 147, 

165-166.  
191 Compare id.; for a discussion of the realisation principle see also R. Cassanos, A Tale of Two Subsidies: Realization and the 

Capital Gains Preference, Tax Notes, pp. 600-610 (2012); J.M. Dodge, Combined Mark-to-Market and Pass-through Corporate-

Shareholder Integration Proposal, 50 Tax L. Rev. 3, p. 267 (1995) [hereinafter Dodge Mark-to-Market]. For Austria, to use a 

country example, see, e.g. R. Beiser, Das Realisationsprinzip und die Besteuerung nach der Leistungsfähigkeit der 

Steuerpflichtigen, 76 SWK 26, pp. 640-642 (2001). 
192 E.g. Schön The Distinct Equity of the Debt-Equity Distinction, supra n. 186, at sec. 2.2; see further Schön Eigenkapital und 

Fremdkapital, supra n. 181, at sec. 3.2., 3.3.1.1.1, 3.4.1.1.; or Schön et al. Debt and Equity, supra n. 181, at pp. 147, 165-166, 179-

180. 
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distributed to the taxpayer or the participation in the entity is sold to someone else.193 This would also mean 

that the income could be shielded from taxation at the level of the commercial entity.194 Most, but not all,195 

countries intend to avoid such a deferral effect.196 The present value of a tax claim is (substantially) reduced, 

when the tax payment is made on a (substantially) later point in time.197,198  

Two major concepts have emerged to deal with this issue199 The first one is referred to as transparent 

taxation. This system is frequently applied with respect to partnerships.200 It attributes the income derived 

by the commercial entity to the partner. The way in which this is technically reached may differ.201 Under 

the so called “semi-transparency” system the income is, in a first step, computed at the level of the 

transparent entity. Thereafter it is attributed to the partners.202 Contrary to that, under the “full transparency” 

approach, also the calculation of the income is done at the level of the partner.203 A distribution, withdrawal 

or disposal of the funds is – principally speaking – of no relevance. Rather the taxation usually takes place 

as if the income was earned directly.204 Consequently, there is a breach of the realisation principle.205  

In this context, a jurisdiction has to determine the persons that are subject to this transparent tax regime.206 

Only those who own parts of the jointly operated enterprise have to suffer the direct attribution of their 

share of the entity´s income.207 Others, who merely have a single contractual relationship with the entity, 

                                                
193 Id. 
194 Id. 
195 For a discussion of the Estonian corporate tax system see, for instance, M. Herm, Estonia - Corporate Taxation ch. 1 Country 

Analyses IBFD (accessed 13. Nov. 2018). 
196 See supra n. 192, as well as: R. Shuldiner, A General Approach to the Taxation of Financial Instruments, 71 Tex. Law Rev. 2, 

p. 249 (1992); Cassanos, supra n. 191, at p. 601; see also, e.g. Dodge Mark-to-Market, supra n.191, at p. 270. 
197 E.g. Cassanos, supra n. 191, at p. 601; on the concept of present value see, e.g. R. Brealey, S. Myers & F. Allen, Principles of 

Corporate Finance ch. 2 (Mac Graw-Hill Irwin 10th ed. 2011). 
198 Besides, the taxpayer could try to align the realisation of the income with the existence of losses to be offset against it. Compare 

in this context, e.g. the similar discussion on deductible dividends in Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 

3.4.1.3. 
199 See consicely, e.g. Schön The Distinct Equity of the Debt-Equity Distinction, supra n. 186, at sec. 2.2. 
200 Special rules apply, e.g. in the United States. Subject to more detailed rules, an (eligible) business entity can elect its 

classification as corporation, partnership or disregarded entity for U.S. federal income tax purposes. Compare, e.g. Check-the-box 

regulations (US), in International Tax Glossary, Glossary IBFD (accessed 13. Nov. 2018). 
201 See for a broader overview about the different concepts used in partnership taxation: J. Hennrichs, Besteuerung von 

Personengesellschaften – Transparenz oder Trennungsprinzip?, 92 Finanz-Rundschau 16, 728 (2010); W. Schön, Die 

Personengesellschaft im Steuerrechtsvergleich, in Die Personengesellschaft im Steuerrecht (F. Dötsch et al. eds., de Gruyter 2011).   
202 See Hennrichs, supra n. 201, at 728, who names, e.g. Austria, Germany or Italy as examples. 
203 See id., who names Ireland, the Netherlands or Denmark as examples. 
204 E.g. Schön The Distinct Equity of the Debt-Equity Distinction, supra n. 186, at sec. 2.2; see further Schön Eigenkapital und 

Fremdkapital, supra n. 181, at secs. 3.2., 3.3.1.1.1.; Schön et al. Debt and Equity, supra n. 181, at pp. 147, 165-166. In some 

countries, differences may occur depending on whether the income is earned directly or through a partnership. Under the Finnish 

partnership taxation system, for instance, the character of the income changes. Compare in more detail M. Helminen, Finnish 

International Taxation ch. 4 (Alma Talent 2018). 
205 E.g. Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.2. and. 3.3.1.1.1; Schön et al. Debt and Equity, supra n. 181, 

at pp. 165-166; Schön The Distinct Equity of the Debt-Equity Distinction, supra n. 186, at sec. 2.2. 
206 Id. 
207 Compare id. 
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do not fall under this regime.208 Rather, the proceeds they derive from that relationship are taxed under 

general income tax rules.209 From the entity´s point of view, these expenditures reduce the income available 

to the partners.210  

Under the second concept, a tax deferral is avoided by taxing the profits at the level of the commercial 

entity.211 Typically, this happens with respect to corporations. Their income is subject to corporate income 

tax (CIT).212 In addition, some states apply this model also with respect to partnerships.213 More rarely, it 

may even be relevant for sole proprietorships.214 From a systematical point of view, a distinction between 

debt and equity for CIT purposes does not seem required.215 Rather, the legislator could decide to either 

allow, or deny, a deduction for payments made under both.216 Such systems have also been discussed among 

scholars.217 Furthermore, they partly exist in reality.218 Yet, many states treat members and non-members 

of corporations differently.219 One may disagree whether this is the better solution.220 However, once this 

decision has been made, a differentiation between such “insiders” and “outsiders” of the entity becomes 

necessary.221 Only the return on investment of the former can be subject to CIT.222,223 

                                                
208 Which includes employees, suppliers and also creditors. See Schön The Distinct Equity of the Debt-Equity Distinction, supra 

n. 186, at sec. 2.2; see further Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.2 and 3.3.1.1.1.; Schön et al. Debt and 

Equity, supra n. 181, at pp. 147, 165-166. 
209 Id. compare also Blessing, supra n. 181, at sec. 6. 
210 Id. 
211 Schön The Distinct Equity of the Debt-Equity Distinction, supra n. 186, at sec. 2.2; see further Schön Eigenkapital und 

Fremdkapital, supra n. 181, at sec. 3.2. and 3.4.1.1.; Schön et al. Debt and Equity, supra n. 181, at pp. 179-180. 
212 Notably the CIT has also different functions. It, for instance, enables legislators to regulate corporations through the CIT system. 

This happens by means of providing tax incentives and disincentives. See for that as well for a more detailed analysis of the issue: 

R.S. Avi-Yonah, Corporations, Society, and the State: A defense of the Corporate Tax, 90 Va. L. Rev. 5, pp. 1246-1255 (2004); 

see also R.S. Avi-Yonah & A. Chenshinski, The Case for Dividend Deduction, 65 Tax Lawyer 1, p. 8 (2011).  
213 As it is generally speaking the case for, e.g. Belgium, Greece, Portugal, Spain or Slovenia – see for that: Hennrichs, supra n. 

201, at p. 728; see further, e.g. C. Spengel, M. Schaden & C. Wehrße, Besteuerung von Personengesellschafen in den 27 EU-

Mitgliedstaaten und den USA – eine Analyse der nationalen Besteuerungskonzeptionen, StuW 1, pp. 46-47 (2010); Schön et al. 

Debt and Equity, supra n. 181, at pp 165-166; Schön Eigenkapital und Fremdkapital, supra n. 181, at secs. 3.4.1.2.; for an overview 

of different partnership taxation regimes see also Jacobs, Endres & Spengel, supra n. 181, at p. 121. 
214 Based on: Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.4.1.2.; Schön et al. Debt and Equity, supra n. 181, at p. 

180; this may be the case in Brazil. 
215 Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.4.1.3.; Schön et al. Debt and Equity, supra n. 181, at p. 180. 
216 Id. 
217 See the discussion and references provided for in secs. 2.1.5.1. with respect to the CBIT and ACE system.  
218 Id. 
219 Id. 
220 Compare the reference provided for in sec. 2.1.5.1.; see also sec. 2.3. and the discussion in Schön Eigenkapital und Fremdkapital, 

supra n. 181, at secs. 3.4.1.3.; Schön et al. Debt and Equity, supra n. 181, at pp. 180-182; Bärsch, supra n. 155, at sec. 3.2.1., who 

also includes arguments in favour of this distinction. 
221 To be more precise: Once it is decided that equity payments should not be deductible. See for reasons in support of doing so: 

Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.4.1.3.; Schön et al. Debt and Equity, supra n. 181, at pp. 180-182. 

The reverse, so the denial of the deductibility for debt, but not for equity, payments, will remain a theoretical possibility and will 

not be discussed here. This is, likewise, true for ensuring the equal treatment of debt and equity by means of disallowing a deduction 

for both. To date, also this opportunity is merely theoretical.  
222 See Schön The Distinct Equity of the Debt-Equity Distinction, supra n. 186, at sec. 2.2; see further Schön Eigenkapital und 

Fremdkapital, supra n. 181, at secs. 3.4.1.1.-3.4.1.5.; Schön et al. Debt and Equity, supra n. 181, at pp. 179-184. 
223 Besides, the different effect of international tax competition on fixed and contingent income was named as supporting the debt-

equity distinction. See Schön The Distinct Equity of the Debt-Equity Distinction, supra n. 186, at sec. 2.4, 6; and compare further 
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2.1.3. Characteristics of debt and equity in their purest form 

Some legal features are considered typical for debt and equity.224 Generally speaking225 these are for equity 

instruments: 

− The relationship between the company and the shareholder is based on company law.226 The equity 

shares involve a membership in the company.227 

− There is no entitlement to repayment for a shareholder during the lifetime of the company.228  

− In the event of a liquidation, the rights of equity investors are subordinated to the rights of debt 

investors. What remains after serving the creditors, is distributed among the equity investors.229 

− The investor is entitled to a return only if the company makes a decision to distribute the profits. 

The potential return on investment is unlimited.230 

− Shareholders have the right to control the company.231 

For debt instruments:  

− The relationship between the company and the debt holder is based on a loan contract, which does 

not give the creditor any entitlements under the corporate statute.232  

− The creditor has a right to repayment at the end of a fixed period of time.233 

                                                
Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.; Schön et al. Debt and Equity, supra n. 181, at pp. 203-210; this 

issue will be subject to a more detailed discussion in sec. 3.2.1.3.2.2. 
224 See, e.g. Helminen international tax law concept, supra n. 6, at sec. 9.2.1. and compare, in essence, the literature named in supra 

n. 181; as for relevant corporate finance literature see e.g. Brealey, Myers & Allen, supra n. 197, at ch. 14; P. Vernimmen et al., 

Corporate Finance ch 32 (Wiley 2014); A. Damodaran, Applied Corporate Finance 4th ed. ch. 7 (Wiley 2014).  
225 Nearly for every characteristic mentioned here, certain exceptions are available. See for some examples: Schön The Distinct 

Equity of the Debt-Equity Distinction, supra n. 186, at sec. 3.2.; in more detail: Schön Eigenkapital und Fremdkapital, supra n. 

181, at sec. 2.1-2.3, 3.3.2. and 3.4.2; Schön et al. Debt and Equity, supra n. 181 at pp. 149-162, 169-173 and 186-197. 
226 See, e.g. Helminen international tax law concept, supra n. 6, at sec. 9.2.1.; See further Schön Eigenkapital und Fremdkapital, 

supra n. 181, at sec. 3.4.2.2.1-3.4.2.2.3; Schön et al. Debt and Equity, supra n. 181, at pp. 188-190; Bärsch, supra n. 155, at sec. 

2.1.  
227 See, essentially, id.  
228 E.g. Helminen international tax law concept, supra n. 6, at sec. 9.2.1.; Duncan General Report, supra n. 181, at sec. 3; Schön 

Eigenkapital und Fremdkapital, supra n. 181, at secs. 3.4.2.3; Schön et al. Debt and Equity, supra n. 181, at pp. 190-191; Bundgaard 

Hybrid Financial Instruments, supra n. 156, at p. 23.; OECD Thin Capitalisation Report, supra n. 181, at para. 3.  
229 E.g. Helminen international tax law concept, supra n. 6, at sec. 9.2.1.  
230 E.g. id.; Duncan General Report, supra n. 181, at sec. 3.; Schön Eigenkapital und Fremdkapital, supra n. 181, at secs. 3.4.2.3; 

Schön et al. Debt and Equity, supra n. 181, at pp. 190-191. 
231 E.g. Helminen international tax law concept, supra n. 6, at sec. 9.2.1.; Duncan General Report, supra n. 181, at sec. 3; and 

further, Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.4.2.2.1-3.4.2.2.3; Schön et al. Debt and Equity, supra n. 181, 

at pp. 188-190. 
232 E.g. Helminen international tax law concept, supra n. 6, at sec. 9.2.1.; Bärsch, supra n. 155, at sec. 2.1.; see further Schön 

Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.4.2.2.1-3.4.2.2.3.; Schön et al. Debt and Equity, supra n. 181, at pp. 188-

190. 
233 E.g. Helminen international tax law concept, supra n. 6, at sec. 9.2.1.; Schön Eigenkapital und Fremdkapital, supra n. 181, at 

secs. 3.4.2.3; Schön et al. Debt and Equity, supra n. 181, at pp. 190-191; OECD Thin Capitalisation Report, supra n. 181, at para. 

3.  
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− In case of a liquidation, the proceeds are used to satisfy the creditors before equity investors are 

served.234 

− The return the creditor receives does not depend on the existence of a profit. Neither does the 

payment depend on a decision of the company. The return can be fixed. If not, at least the formula 

used in determining the return is known in advance.235 

− The creditor does not have control of the company.236  

2.1.4. How to draw the line between debt and equity 

Distinguishing debt and equity is an exercise not limited to the field of tax law. For different reasons, this 

dichotomy has also its relevance in financial reporting law, company law, regulatory law or insolvency 

law.237 A large number of jurisdictions have an own tax concept of debt and equity.238 This is, however, not 

necessarily independent from these fields.239 

The differentiation of debt and equity for tax purposes is a heavily discussed topic.240 The tax consequences 

attached to payments made under either kind of instrument can be heterogeneous.241 As such, the question 

of how, and especially where, to draw the line between debt and equity is of great importance.242 The 

                                                
234 E.g. Helminen international tax law concept, supra n. 6, at sec. 9.2.1.; Duncan General Report, supra n. 181, at sec. 3. 
235 E.g. Helminen international tax law concept, supra n. 6, at sec. 9.2.1.; OECD Thin Capitalisation Report, supra n. 181, at para. 

3; Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.4.2.5.-3.4.2.6.; Schön et al. Debt and Equity, supra n. 181, at pp. 

192-193. 
236 E.g. Helminen international tax law concept, supra n. 6, at sec. 9.2.1.; see further, Schön Eigenkapital und Fremdkapital, supra 

n. 181, at sec. 3.4.2.2.1-3.4.2.2.3; Schön et al. Debt and Equity, supra n. 181, at pp. 188-190.  
237 See, e.g. Baums, supra n. 181, at p. 160; see also Schön Eigenkapital und Fremdkapital, supra n. 181, at ch. 1-2; mentioning 

the relevance of the debt/equity distinction for the law of fees: C. Staringer, Eigen- und Fremdkapital im Steuerrecht, in 

Eigenkapital sec 1. (R. Bertl et. al., Linde 2004); Also in reorganisation tax law it is of importance, see e.g. K. Hirschler, 

Eigenkapitalveränderungen durch Umgründungsvorgänge, in Eigenkapital sec 1. (R. Bertl et. al., Linde 2004); Focusing equity 

reporting under IFRS see, e.g. A. Wagenhofer, Eigenkapitaldarstellung nach IFRS, in Eigenkapital sec 1. (R. Bertl et. al., Linde 

2004).  
238 Brown General Report, supra n. 6, at sec. 3.2.3.1. 
239 Compare id, who states that often the inquiry starts with the legal form of the transaction. 
240 See, for instance, Benshalom, supra n. 181, at p. 1224; D.A. Weisbach, Line Drawing Doctrine, and Efficiency in the Tax Law, 

84 Cornell L. Rev., pp. 1637-1639 (1999) [hereinafter Weisbach Line Drawing]; F.B. Laughlin, The debt-equity regulations 

(section 185), 28. Ann. Tax Conf. 9, p. 14 (1982); P.C. Canellos & D.L. Paul, Contingency and the Debt/Equity Continuum, 3 J. 

Tax'n Fin. Products, p. 29 (2002); R.B. Madision, The deductibility of “Interest” on Hybrid Securities, 39 Tax Law, p. 465 (1986); 

W.C. Bowers et. al, Debt-Equity Classification: Where are We Now?, 39 Tul. Tax. Inst., pp. 1-82 (1989); Helminen international 

tax law concept, supra n. 6, at ch. 9; Schön Eigenkapital und Fremdkapital, supra n. 181; Schön et al. Debt and Equity.  
241 See the discussion and references provided for in sec. 2.1.5. 
242 Referring to the “huge social costs” the debt-equity distinction imposes: Benshalom, supra n. 181, at p. 1222; similarly referring 

to the “enormous amounts of money at stake in the classification”: Emmerich, surpa n. 181, at p. 142; see also J. Becker & N. 

Dwenger, § 2 Die Besteuerung von Fremd- und Eigenkapital aus ökonomischer Sicht, in Eigenkapital und Fremdkapital 3. (W. 

Schön ed., Springer 2013), who discuss possible economic justifications for differing between debt and equity differently for tax 

purposes.  
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possibilities to structure financial instruments are sheer indefinite.243 Their binary classification for tax 

purposes can, hence, become a challenging task.244  

Most states agree on how to treat the extremes of the spectrum. A short term loan provided by a third party 

will be regarded as debt. Ordinary share capital will be seen as equity.245 However, with respect to anything 

lying in between, the outcome will be less clear.246 States may also come to deviating results.  

This was, not least, emphasised by the 2012 IFA Congress.247 Branch reporters had to elaborate on how 

their countries distinct between debt and equity. In the words of general reporter Brown: “[…] there were 

a variety of approaches to characterization that were conceptually quite different and that reflected the fact 

that how a jurisdiction approaches the debt–equity distinction reflects how it approaches its entire tax 

system.”248 

The branch reports reveal that most jurisdictions lack a comprehensive statutory or regulatory definition of 

debt and equity.249 There are, however, exceptions to this.250 Furthermore, the number of jurisdictions that 

                                                
243 See e.g.: Bundgaard Hybrid Financial Instruments, supra n. 156, at pp. 21-39; Schön Eigenkapital und Fremdkapital, supra n. 

181, at ch. 1-2; Schön et al. Debt and Equity, supra n. 181 at pp. 147-163; as well as the discussion and references provided for in 

sec. 2.2.4. 
244 Similarly: Pratt, supra n. 181, at 1079; Benshalom, supra n. 181, at 1232; Schön Eigenkapital und Fremdkapital, supra n. 181, 

at ch. 1; Schön et al. Debt and Equity, supra n. 181, at p. 148. 
245 Compare, broadly, e.g. Helminen international tax law concept, supra n. 6, at sec. 9.2.1. Duncan General Report, supra n. 181, 

at sec. 3. 
246 Compare, essentially, id.  
247 See for a summary: Brown General Report, supra n. 6. Parts of the topic were also already dealt with in the course of other IFA 

congresses – see for overviews: P. Hinny, General Report, in New Tendencies in tax treatment of cross-border interest of 

corporations International Fiscal Association (IFA), Cahiers de droit fiscal international vol. 93B (Sdu Fiscale & Financiele 

Uitgevers 2008), Online Books IBFD; R.J. Vann, General Report, in Trends in company/shareholder taxation: single or double 

taxation International Fiscal Association (IFA), Cahiers de droit fiscal international vol. 88A (Kluwer Law International 2003), 

Online Books IBFD [hereinafter Vann General Report]; F. Zimmer, General Report, in Form and Substance in Tax Law 

International Fiscal Association (IFA), Cahiers de droit fiscal international vol. 87A (Kluwer Law International 2002), Online 

Books IBFD; D. Piltz, General Report, in International Aspects of Thin Capitalization International Fiscal Association (IFA), 

Cahiers de droit fiscal international vol. 81B (Springer 1996), Online Books IBFD; C.T. Plambeck, D.H. Rosenbloom & D. Ring, 

General Report, in Tax Aspects of Derivative Financial Instruments International Fiscal Association (IFA), Cahiers de droit fiscal 

international vol. 80B (Springer 1995), Online Books IBFD; B. Arnold, General Report, in Deductibility of Interest and Other 

Financing Charges in Computing Income International Fiscal Association (IFA), Cahiers de droit fiscal international vol. 79A 

(Springer 1994), Online Books IBFD; E. Höhn, General Report, in The Tax Treatment of Interest in International Economic 

Transactions International Fiscal Association (IFA), Cahiers de droit fiscal international vol. 67A (Kluwer 1982), Online Books 

IBFD; Further, see for an overview about a similar investigation with respect to France, Germany, Netherlands and UK already 

conducted in 1996: C. David, General Introduction, in Tax Treatment of Financial Instruments sec 2. (C. David & G. Michielse 

eds., Kluwer 1996). 
248 Brown General Report, supra n. 6, at sec. 3.2.3.1. 
249 Brown General Report, supra n. 6, at sec. 3.2.3.1.  
250 I.e. some jurisdictions do use statutory provisions in the debt/equity classification process. See id. referring to South Korea, 

which lists a number of specific types of payments that will be regarded as debt or equity. The list, however, ends with a “catch-

all” provision. See in more detail: K. Jung & H. Park, Korea, in The debt-equity conundrum International Fiscal Association (IFA), 

Cahiers de droit fiscal international vol. 97B, sec 3.1. (Sdu Fiscale & Financiele Uitgevers 2012), Online Books IBFD; Similarly, 

Australia and Italy, to a certain extent, seem to rely on statutory provisions in the debt/equity distinction – see for that, again, Brown 

General Report, supra n. 6, at sec. 3.2.3.1. and in more detail: I. Stanley, Australia, in The debt-equity conundrum International 

Fiscal Association (IFA), Cahiers de droit fiscal international vol. 97B, sec 3.1. (Sdu Fiscale & Financiele Uitgevers 2012), Online 

Books IBFD; G. Mameli, Italy, in The debt-equity conundrum International Fiscal Association (IFA), Cahiers de droit fiscal 

international vol. 97B, sec 3.1. (Sdu Fiscale & Financiele Uitgevers 2012), Online Books IBFD. 
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have such rules is said to increase.251 Besides, some countries rely on an overall assessment of all facts and 

circumstances.252 If the instrument more closely resembles equity, then it will be regarded as such.253 Other 

countries focus on certain elements of an instrument.254 Their (in)existence tells whether it qualifies as debt 

or equity. Austria, for instance, generally considers an instrument to be equity if it cumulatively entitles its 

holder to participate in the current profits, as well as in the liquidation gain.255 If it does not it is debt.256 

Other jurisdictions, such as Germany, follow the financial accounting classification also for tax purposes.257  

The approach used for distinguishing debt and equity may also be different depending on whether the 

instrument was issued domestically or abroad.258 France, for instance, generally classifies French issued 

financial instruments based on its General Accepted Accounting Principles (GAAP). This does, however, 

not mean that it will also follow the classification of a foreign instrument under foreign law.259 Similarly, 

Germany does not adopt the foreign GAAP treatment in this regard. Rather, it relies on the civil law 

applicable to the instrument. Thereupon it is assessed whether the instrument has been a transfer of a 

shareholder to the entity that increases the entity´s capital.260 

                                                
251 Brown General Report, supra n. 6, at sec. 3.2.3.1. 
252 Brown General Report, supra n. 6, at sec. 3.2.3.1; referring to the United States and Norway. See: K.A. Fronsdal, Norway, in 

The debt-equity conundrum International Fiscal Association (IFA), Cahiers de droit fiscal international vol. 97B, sec 3.1. (Sdu 

Fiscale & Financiele Uitgevers 2012), Online Books IBFD; D. Ring, United States, in The debt-equity conundrum International 

Fiscal Association (IFA), Cahiers de droit fiscal international vol. 97B, sec 3.1. (Sdu Fiscale & Financiele Uitgevers 2012), Online 

Books IBFD; Generally on the debt and equity in US tax law see, e.g. A. Gerten, M. Haag & D. Kornack, § 13 Eigen- und 

Fremdkapital im Steuer- und Gesellschaftsrecht der Vereinigten Staaten von Amerika, in Eigenkapital und Fremdkapital (W. Schön 

ed., Springer 2013); B.I. Bittker & J.S. Eustice, Federal Income Taxation of Corporations and Shareholders ch. 8 (Thomson 

Reuters Tax and Accounting 2019). 
253 See, in essence, id. 
254 See Brown General Report, supra n. 6, at sec. 3.2.3.1., who calls it the one-element” approach. 
255 AT: Bundesgesetz über die Besteuerung des Einkommens von Körperschaften (Körperschaftsteuergesetz 1988 – KStG 1988) 

zuletzt geändert durch BGBl. I Nr. 62/2018 von 14.8.2018 [Corporate Income Tax Act (CIT Act 1988)] (amended 2018) sec. 

8(3)(1), National Legislation IBFD. The elaborations of G. Ressler, Austria, in The debt-equity conundrum sec. International Fiscal 

Association (IFA), Cahiers de droit fiscal international vol. 97B, sec 3.1. (Sdu Fiscale & Financiele Uitgevers 2012), Online Books 

IBFD. However, id., at sec. 3.3. is – generally speaking – relevant. 
256 It is held in Austrian literature that the criteria outlined by the Supreme Administrative Court in: AT: VwGH [Supreme 

Administrative Court], 26. Mar. 2006, 2005/14/0018 do not impose any additional requirements, but demand for a consideration 

of all facts and circumstances. See instead of many: M. Petritz-Klar, Abzugsfähigkeit von Kuponzahlungen aus dem Additional Tier 

1 Capital nach Basel III, RdW 1, sec. 4.4. (2014) [hereinafter Petritz-Klar Abzugsfähigkeit AT 1]; holding a different view: E. Titz, 

Die Abgrenzung von Eigen- und Fremdkapital im Ertragsteuerrecht, in Aktuelle Fragen der Konzernfinanzierung p. 34 (M. Lang 

et al. eds., Linde 2013). See for a more detailed analysis: S. Kirchmayr, § 8 KStG Einlagen, Entnahmen und 

Einkommensverwendung, in Köperschaftsteuergesetz para. 458 (M. Achatz & S. Kirchmayr eds., Facultas 2011); G. Mayr & M. 

Schilcher, 2. AbgÄG 2014: Neuerungen im KStG, RdW 1, sec. 2.3. (2015).  
257 See H. Fischer & A. Lohbeck, Germany, in The debt-equity conundrum International Fiscal Association (IFA), Cahiers de droit 

fiscal international vol. 97B, sec 3.1. (Sdu Fiscale & Financiele Uitgevers 2012), who note that this is true, unless specific tax rules 

stipulate otherwise.  
258 Brown General Report, supra n. 6, at sec. 3.2.3.1. 
259 See J. Hemery & S. Mostafavi, France, in The debt-equity conundrum International Fiscal Association (IFA), Cahiers de droit 

fiscal international vol. 97B, sec 3.1. (Sdu Fiscale & Financiele Uitgevers 2012). 
260 Brown General Report, supra n. 6, at sec. 3.2.3.1.; See in more detail: Fischer & Lohbeck, supra n. 257, at sec. 3.1. Belgium 

follows a similar approach – see for that S. Vanoppen, Belgium, in The debt-equity conundrum International Fiscal Association 

(IFA), Cahiers de droit fiscal international vol. 97B, sec. 3.3.1 (Sdu Fiscale & Financiele Uitgevers 2012) [hereinafter Vanoppen 

Belgium]. 
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2.1.5. Consequences of the classification as debt or equity 

2.1.5.1. Issuer 

Generally speaking, the tax consequences attached to the debt or equity classification at the level of issuer 

are the following:261 Payments made on debt instruments are deductible from the CIT base. Payments made 

on equity instruments are not.262  

That being said, there are a number of exceptions to this principle. One the one hand, they result from 

attempts to provide for a (more) neutral tax treatment of debt and equity. A limited number of jurisdictions 

rely263 (or relied)264 on an “allowance for corporate equity” (ACE) regime.265 Under it, a notional interest 

deduction based on an equity value can be made.266 Whilst not yet having a real world precedent,267 also 

the “comprehensive business income tax” (CBIT) is worth to be mentioned.268 It plays an important role in 

the relevant academic discussion.269 The concept foresees a general denial of the deduction for interest 

payments at the level of the debtor.270 

On the other hand, the differential treatment may remain, but the deductibility of interest may be restricted 

under specific circumstances. Such interest limitation rules can be different. They may deny the deduction 

                                                
261 See more comprehensively the discussion held in, e.g. Brown General Report, supra n. 6, at sec. 3.2.2.1; Bärsch, supra n. 155, 

at sec. 3.2.1.2; or the relevant elaborations within: Bundgaard Hybrid Financial Instruments, supra n. 156, at pp. 41-58.  
262 See id. and compare also e.g.: Blessing, supra n. 181, at sec. 2.1.; IMF, Tax Policy, Leverage and Macroeconomic Stability, 

IMF Policy Papers, para. 2 (2016) [hereinafter IMF Note 2016]. 
263 As listed by the IMF Note 2016, supra n. 262, at Annex V: by October 2016 variants of ACE systems were in place in Belgium, 

Cyprus, Italy, Liechtenstein, Portugal and Turkey. Also the Brazilian system has ACE elements. Yet, since the notional deduction 

is only granted for distributed equity returns, the IMF regards it to be a dividend deduction regime, rather than an ACE regime.  
264 Until 2004, also Austria applied an ACE system. For a detailed analysis of this see J. Fuchs , Sec. 11, in Die Einkommensteuer 

(EStG 1988) 53rd ed. (F. Hofstätter & K. Reichel eds., Lexis Nexis 2013). Also Latvia and Croatia had ACE systems in place – 

see IMF, Tax Biases to Debt Finance: Assessing the Problem, Finding Solutions, IMF Staff Discussion Note, p. 17 (2011) 

[hereinafter IMF Note 2011]; IMF Note 2016, supra n. 262, at para. 40. 
265 The ACE system was developed by Institute for Fiscal Studies, Equity for Companies: A Corporation Tax for the 1990s (1991), 

available at http://www.ifs.org.uk/comms/comm26.pdf (accessed at 13. Sep. 2016); See for that IMF Note 2011, supra n. 264, at 

FN 15; The concept was repeatedly proposed by the IMF as a reform option for mitigating the debt bias. See IMF, Debt Bias and 

Other Distortions: Crisis-Related Issues in Tax Policy, IMF, paras. 21-27 (2009); IMF Note 2011, supra n. 264, at pp. 16-19; IMF, 

Key Aspects of Macroprudential Policy, IMF, para. 24 (2013); IMF Note 2016, supra n. 262, at paras. 35-40; In some states the 

implementation of ACE was proposed to be part of a tax reform. See with respect to UK: J. Mirrlees et al., Tax by Design pp. 448-

450. (Inst. Fiscal Studies 2011) [hereinafter Mirrlees et al. Tax by Design]; with respect to Canada: R. Boadway & J-F. Tremblay, 

Modernizing Business Taxation p. 13, C.D. Howe Institute Commentary 452 (2016); with respect to the United States: K. Clausing, 

E. Kleinbard and T. Matheson, US Corporate Tax Reform and its Spillovers, IMF Working Paper 16/127 (2016); acknowledging 

the benefits of the ACE system, but not recommending it due to a lack of experience as to its practical impact: K. Henry et al., 

Australia´s Future Tax System, Report to the Treasurer, Commonwealth of Australia, pp. 164-165 (2009) [hereinafter Henry 

Review]. 
266 See, e.g. IMF Note 2016, supra n. 262, at para. 35-36; IMF Note 2011, supra n. 264, at p. 16; Blessing, supra n. 181, at sec. 

10.4. 
267 Yet, concepts showing some similarities are, or were, employed by some states. See IMF Note 2016, supra n. 262, at FN 23. 
268 It was first proposed in: US Department of the Treasury, Integration of the Individual and Corporate Tax Systems, Taxing 

Business Income Once (1992); see for that IMF Note 2011, supra n. 264, at FN 14.  
269 E.g. id., at paras. 32-34; IMF Note 2011, supra n. 264, at pp. 15-16; For a comparison of the ACE and CBIT Regime in terms 

of welfare effects see R.A. de Mooij & M.P. Deveraux, An applied analysis of ACE and CBIT reforms in the EU, 18 Int Tax Public 

Finance (2011). 
270 See, e.g. IMF Note 2016, supra n. 262, at para. 32; IMF Note 2011, supra n. 264, at p. 15; Blessing, supra n. 181, at sec. 10.2. 
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of certain illegitimate interest payments, interest payments made in relation to certain income, or – more 

generally – excessive interest payments.271 Recent international tax law developments will lead to a 

(further)272 proliferation of these rules.273 

Besides, differences may also emerge within a tax system. In the United States, for instance, dividends are 

generally not deductible, unless they are paid by a particular type of company, such as a real estate 

investment trust (REIT) or regulated investment company (RIC).274 Here a deduction is allowed.275 Apart 

from that, in some countries, the deduction of interest can also be denied or restricted for the purposes of 

other direct taxes.276 The determination of the German trade tax, for instance, principally builds on the CIT 

base, but neutralises financing costs.277 Similarly, also the Italian regional tax “IRAP”278 seems to restrict 

the deductibility of interest.279  

2.1.5.2. Investor 

What concerns the investor, the tax treatment differs more strongly.280 This is especially true for payments 

made on equity instruments. They are often subject to some kind of more favourable tax treatment.281 The 

design of these rules depends on several factors – most importantly the characteristics of the corporate tax 

system and the nature of the investor.282  

Given the equity investor is a company, dividends are frequently subject to a full, or at least a substantial, 

relief from CIT.283 In some states the applicability of such a regime is attached to the fulfilment of further 

criteria, especially a certain minimum shareholding requirement.284 In essence, an inter-company relief 

                                                
271 Hinny, supra n. 247, at sec. 1.5. 
272 A general overview is given in IMF Note 2016, supra n. 262, at annex III; For an overview and description of the interest 

deduction limitation rules in the EU 28: Spengel et al. Effects on Cost of Capital, supra n. 126, at ch. 6 and 8; see also C. Kahlenberg 

& A. Kopec, Unterkapitalisierungsvorschriften in der EU – eine Analyse im Vorfeld des OECD-Berichts zur Maßnahme 4 des 

BEPS-Aktionsplans, 24 IStR 3, pp. 84-92 (2015); For an overview compare further: Hinny, supra n. 247, at sec. 1.5. 
273 See, not least, sec. 5.1. of this thesis. 
274 Blessing, supra n. 181, at sec 2.1. 
275 Id. 
276 Brown General Report, supra n. 6, at 3.2.2.1. 
277 Fischer & Lohbeck, supra n. 257, at sec. 4.7; for a more detailed analysis, see F. Hofmeister, Sec. 8, in Gewerbesteuergesetz 

(GewStG) 123rd ed. paras. 35-149 (Blümich ed., Vahlen 2014); Subject to more detailed rules, parts of the interest costs may have 

to be added back to the prior CIT base to reflect the trade tax base.  
278 IT: Imposta regionale sulle attività produttive [regional production tax] 1997. 
279 Mameli, supra n. 250, at sec. 2.1 referring to the non-deductibility of “passive interest”.  
280 Brown General Report, supra n. 6, at sec. 3.2.2.1; Bärsch, supra n. 155, at sec. 3.2.1.2; or the relevant elaborations within 

Bundgaard Hybrid Financial Instruments, supra n. 156, at pp. 41-58. 
281 E.g. Blessing, supra n. 181, at sec. 2.2.  
282 See the discussion and references provided below. For an overview of the CIT-systems in the EU see Jacobs, Endres & Spengel, 

supra n. 181, at pp. 136-138.  
283 E.g. Vann General Report, supra n. 247, at sec. 3.1.; Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.4.1.4.  
284 See Vann General Report, supra n. 247, at sec. 3.1., who holds that in many countries the inter-company dividend relief system 

is either limited to direct investments, or more favourable to direct investments. What constitutes a direct investment is, usually, 

expressed as a percentage of the shareholding – whereby in some countries even 1% can be regarded as enough. For shareholding 

not considered a direct investment the term “portfolio-investment” is used. In Germany, for instance, the exemption for 

intercompany dividends requires a minimum shareholding of 10%. Dividends paid on shareholdings below 10% are taxable – see 

for that and a more detailed discussion on the German regime, e.g. S. Benz & J. Jetter, Die Neuregelung zur Steuerpflicht von 
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system targets at preventing the cascading taxation of income passing through a chain of companies.285 

Usually this happens via exempting the dividends at the level of the receiving corporation.286 In rarer cases, 

the CIT on the dividend can be credited against the CIT of the receiving corporation.287  

Intercompany interest, on the contrary, does not enjoy a special treatment at the level of the receiver.288 It 

is subject to tax.289 Thereby it does not matter whether the deduction at the level of the interest paying 

company has been denied by an interest limitation rule.290 

The situation is different if the investor is an individual. In such case, the tax consequences for received 

dividends depend on how the legislator takes into account the tax treatment of debt and equity payments at 

the level of the issuing company.291 Underlying – the practically predominant – deductibility of interest 

payments and the non-deductibility of equity payments,292 a different treatment of received dividends is 

necessary, given the economic double taxation of the equity return should be avoided.293 Most, but not all,294 

states have a system in place that is meant to fully, or partly, achieve this result.295 

Under a “full integration system” any double taxation of equity payments is avoided.296 Corporate profits 

are, hence, only subject to one level of taxation, usually in the hands of the company. This implies the 

neutrality of received dividends at the level of the shareholder. It can be ensured either through an 

exemption or a credit for the tax levied at company level.297 Partial integration systems seek to alleviate 

economic double taxation without eliminating it completely.298 This can, for instance, be reached by a 

                                                
Streubesitzdividenden, 51 DStR 11 (2013); D. Gosch, Sec. 8b, in Körperschaftsteuergesetz 3rd ed. paras. 287-289h (Gosch ed., 

C.H. Beck 2015); more generally see T. Beuchert & P. Redeker, § 6 Eigen- und Fremdkapital im Steuer- und Gesellschaftsrecht 

Deutschlands, in Eigenkapital und Fremdkapital (W. Schön ed., Springer 2013). 
285 E.g. Vann General Report, supra n. 247, at sec. 3.1.; in more detail see, e.g. P.A. Harris, Article 10: Dividends ch. 3, Global Tax 

Treaty Commentaries IBFD (accessed 29. Nov. 2016) [hereinafter Harris Article 10]; with respect to the Austrian participation 

exemption regime, see e.g. K. Fürsinn & C. Massoner, Sec. 10, in Körperschaftsteuergesetz 2nd ed., paras. 5-8 (M. Lang et al. eds., 

Linde Verlag 2016); including a description of the historic development and an international overview: E. Strimitzer & M. Vock, 

§. 10, in Die Körperschaftsteuer (KStG 1988) 27nd ed. paras. 1-21 (P. Quantschnigg et al. eds.,Lexis Nexis 2015).  
286 See, e.g. Jacobs, Endres & Spengel, supra n. 181, at p. 121.  
287 Id.  
288 E.g. Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.4.1.4.; Bärsch, supra n. 155, at sec. 2.3.1.2. 
289 Id. 
290 E.g. Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.4.1.4. 
291 Compare id. see, e.g. also Brown General Report, supra n. 6, at sec. 3.2.2.1. 
292 See already the discussion and references provided for in sec. 2.1.5.1. 
293 Similarly id.  
294 Some states apply a so-called “classical system”, which does not eliminate economic double taxation due to not treating (non-

deductible) dividends in any way different from other income. See for that: Jacobs, Endres & Spengel, supra n. 181, at p. 121; 

Helminen Dividend Concept 1999, supra n. 6, at sec. 2.1.; for a more detailed discussion see Vann General Report, supra n. 247, 

at sec. 3.1.; Belgium, for instance, principally has a classical system in place. See S. Geluyckens, Belgium – Individual Taxation 

sec. 1.5., Country Analyses IBFD (accessed 18 Mar. 2019). 
295 Brown General Report, supra n. 6, at sec. 3.2.2.1.; Jacobs, Endres & Spengel, supra n. 181, at pp. 137-138; Helminen Dividend 

Concept 1999, supra n. 6, at sec. 2.1.  
296 E.g. Brown General Report, supra n. 6, at sec. 3.2.2.1.; Jacobs, Endres & Spengel, supra n. 181, at pp. 137-138.  
297 Id. 
298 E.g. Jacobs, Endres & Spengel, supra n. 181, at p. 138. 
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partial exemption of dividends,299 a dividend taxation at a reduced rate,300 or an imputation of the CIT due 

on company level.301 Some states also apply mixed systems.302 

With respect to the taxation of interest at the level of the individual investor, the standard is a taxation at 

ordinary rates.303 Yet, some states treat interest and dividends in the same way at the level of the receiving 

investor, even though they are not subject to the same tax consequences at the level of the issuer. In Austria, 

for instance, deductible interest payments and non-deductible dividend payments are taxed equally at the 

level of the non-corporate investor.304 In either case the rate is 27,5%.305  

                                                
299 Examples for that can be found in Germany. This so called “Teileinkünfteverfahren”, however, applies only on participations 

held as business assest by individuals – see e.g. G. Erhard, Sec. 3 Nr. 40, in Einkommensteuer (EStG) 132nd ed., paras. 1-37 

(Blümich ed., Vahlen 2016); O. Jacobs, W. Scheffler & C. Spengel, Unternehmensbesteuerung und Rechtsform5 pp. 184-185 (C.H. 

Beck 2015); Beuchert & Redeker, supra n. 284, at sec. 4.1.1; Fischer & Lohbeck, supra n. 257, at sec. 2.2.2.; similarly, Switzerland 

employs such a system on federal level and in part also within cantonal taxation– see in more detail: D. Schafer, Switzerland, in 

The debt-equity conundrum International Fiscal Association (IFA), Cahiers de droit fiscal international vol. 97B, sec 2.3.2. (Sdu 

Fiscale & Financiele Uitgevers 2012); C. Hohmann & L. Müller, § 11 Eigen- und Fremdkapital im Steuer- und Gesellschaftsrecht 

der Schweiz, in Eigenkapital und Fremdkapital sec. 3.1.2.1.1.1.1. (W. Schön ed., Springer 2013).  
300 Such a system is, for instance, incorporated in German law. It is only applicable for individuals receiving dividends out of 

participations held as private assets. See in detail: E. Ratschow, Sec.20, in Einkommensteuer (EStG) 132nd ed., paras. 1-108 

(Blümich ed., Vahlen 2016); F. Werth, Sec. 32d, in Einkommensteuer (EStG) 132nd ed. paras. 60-99 (Blümich ed., Vahlen 2016); 

Jacobs, Scheffler & Spengel, supra n. 299, at pp. 181-182; Beuchert & Redeker, supra n. 284, at 4.1.1; Subject to a more detailed 

explanation below, also Austria employs such a system. 
301 Imputation systems apply, for instance, in Australia or New Zealand. See in more detail: for Australia, e.g. Stanley, supra n. 

250, at sec. 2.2.1; for New Zealand: A. Judge & C. Plunket, New Zealand, in The debt-equity conundrum International Fiscal 

Association (IFA), Cahiers de droit fiscal international vol. 97B, sec. 2.3.2. (Sdu Fiscale & Financiele Uitgevers 2012), Online 

Books IBFD; See also Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.4.1.5.; Schön et al. Debt and Equity, supra n. 

181, at p. 183. 
302 Such as, for instance, Finland. Under Finnish law, only 85% of dividends received by an individual out of a participation in a 

publicly listed company are taxable, whereas the remaining 15% are tax-free. The taxable part is subject to a special tax rate, which 

is 30% for the first EUR 30.000 and 34% above that. For the purpose of determining the EUR 30.000 limit the taxable portion of 

the dividend income has to be taken together with other investment income, such as interest and capital gains. Finland taxes 

investment income and earned income in different baskets. The marginal tax rate of the individual on earned income does not play 

a role in determining the tax rate on investment income; in more detail on the Finnish taxation of debt and equity at the investor 

level see R. Linnanvirta & T. Viitala, Finland, in The debt-equity conundrum International Fiscal Association (IFA), Cahiers de 

droit fiscal international vol. 97B, sec. 2.2. (Sdu Fiscale & Financiele Uitgevers 2012), Online Books IBFD (noting that the 

numbers have changed since 2012).  
303 Brown General Report, supra n. 6, at sec. 3.2.2.1.; Blessing, supra n. 181, at sec. 2.2.  
304 Based on Sec. 10(1) KStG – corporate investors usually benefit from a participation exemption on dividends. Received interest 

is taxable at the CIT rate of 25%.  
305 Unless the interest results from bank deposit, in which case it is taxed at 25%. Besides, for some types of capital income, such 

as e.g. certain privately placed debt instruments, loans not based on an act considered as a “banking transaction”, or income from 

a silent partnership the special rate does not apply – see AT: Bundesgesetz über die Besteuerung des Einkommens natürlicher 

Personen (Einkommensteuergesetz 1988 – EStG 1988), zuletzt geändert durch das Bundesgesetz BGBl. I Nr. 98/2018 von 

22.12.2018 [Income Tax Act (ITA 1988)] (amended 2018), sec. 27a(2) National Legislation IBFD; In more detail, see E. 

Marschner, Sec. 27a, in Jakom Einkommensteuergesetz 2016 9nd ed. paras. 11-18 (Kanduth-Kristen et al. eds, Linde 2016). 

Notably, these are maximum rates. The taxpayer can request the application his marginal tax rate. Germany, as mentioned, 

follows a similar approach, see e.g. Fischer & Lohbeck, supra n. 257, at sec. 2. and the sources quotes above in supra n. 300. See 

further, the Norwegian ´shareholder model´ as mentioned in Brown General Report, supra n. 6, at sec. 3.2.2.1.; and discussed in 

more detail in Fronsdal, supra n. 252, at sec. 2. 
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2.1.5.3. The international dimension 

Not all states tax outgoing dividends under their domestic law.306 Exemptions are sometimes granted – 

either generally or upon the fulfilment of certain circumstances.307 Still, it is rather common.308 Likewise, 

not all states tax outgoing interest payments under their domestic law.309 Also here general, or conditional, 

exemptions can be foreseen.310 Especially in developing countries, however, outgoing interest payments 

are often subject to tax.311 In either case, the tax is usually levied in the form of a withholding tax (WHT) 

on the gross amount.312  

A domestic law tax claim may be subject to several limitations. What concerns dividends, the Parent 

Subsidiary Directive (2011/96)313 (where applicable) forbids EU Member States to levy a WHT on a 

distribution by a subsidiary to its parent in another Member State, provided the latter holds at least 10% in 

the capital of the former.314  

                                                
306 See for an overview focusing EEA, EU and OECD Member countries in 2012: Bärsch, supra n. 155, at sec. 2.3.2.2.; See also 

the survey of Deloitte, Withholding Tax Rates 2018, available at: 

https://www2.deloitte.com/content/dam/Deloitte/global/Documents/Tax/dttl-tax-withholding-tax-rates.pdf (accessed on 6 Mar 

2018). It includes 156 jurisdictions and asks for the WHT treatment of payments to non-resident companies under domestic law, 

before the application of tax treaties. Based on the 2018 World Bank ranking, 93 of the surveyed jurisdiction can be classified as 

low or middle-income economies (gross national income (GNI) of $ 12,035 or less) and 63 as high-income economies (GNI of $ 

12,036 or more). Regarding dividends: 41 of the surveyed jurisdictions do not levy a WHT on dividends paid to non-resident 

companies under their domestic law. The majority of them (26) are high-income economies. 24 of the jurisdictions not levying a 

WHT on dividends are considered tax havens. 25 of the surveyed jurisdictions provide for an exemption from dividend WHT under 

certain circumstances. The majority of them (16) are high-income economies. Five of the jurisdictions providing for an exemption 

from dividend WHT under certain circumstances are considered tax havens. 90 of the surveyed jurisdictions do not foresee any 

exemption from WHT for outgoing dividends. The vast majority of them (69) are low or middle-income economies. Regarding 

interest: 32 of the surveyed jurisdictions do not levy a WHT on outgoing interest paid to non-resident companies under domestic 

law. The vast majority of them (27) are high-income economies. 19 of the jurisdictions not levying a WHT on interest are considered 

tax havens. 30 of the surveyed jurisdictions provide for an exemption from interest WHT under certain circumstances. The majority 

of them (19) are high-income economies. Seven of the jurisdictions providing for an exemption from interest WHT under certain 

circumstances are considered tax havens. 94 of the surveyed jurisdictions do not foresee any exemption from WHT for outgoing 

interest. The vast majority of them (77) are low or middle-income economies. The requirements of EU directives do not seem to 

have been taken into consideration in this regard (rather, EU Member States give the additional information that qualifying 

payments made to EU companies may be exempted under EU directives). For the sake of accuracy: Due to them not being 

separately classified in the World Bank ranking, but included in the Deloitte survey, Anguilla was counted as UK and the Cook 

Island as New Zealand (i.e. they were considered to be high income economies). See for the classification: World Bank, World 

Bank Country and Lending Groups 2018, available at: https://datahelpdesk.worldbank.org/knowledgebase/articles/906519-world-

bank-country-and-lending-groups (accessed on 6 Mar 2018); For the classification as tax haven, which is based on the jurisdiction 

appearing on “various tax haven lists”, see C.G. Gravelle, Tax Havens: International Tax Avoidance and Evasion, Congressional 

Research Service, p. 5 (2015) [hereinafter Gravelle tax havens].  
307 Compare, essentially, id. 
308 Compare, essentially, id.  
309 Compare with respect to EEA, EU and OECD Member countries in 2012: Bärsch, supra n. 155, at sec. 2.3.2.2; A. Jehlin, Die 

Quellenbesteuerungspolitik für grenzüberschreitende Zinszahlungen zwischen Industrie- und Entwicklungsstaaten – mit 

besonderer Betrachtung der BRIC Staaten, in Eigenkapital und Fremdkapital ch. 2 (W. Schön ed., Springer 2013). For an overview 

see also supra n. 306. 
310 Compare, essentially, id. 
311 Compare Jehlin, supra n. 309, at ch. 2; For an overview see supra n. 306. 
312 See, e.g. id.; R. Rohatgi, Basic International Taxation p. 248 (Taxmann 2007); UN, Manual for the Negotiation of Bilateral Tax 

Treaties between Developed and Developing Countries pp. 83, 92 (United Nations 2016) [hereinafter UN Manual 2016].  
313 Parent-Subsidiary Directive 2011/96. 
314 See in more detail, e.g. M. Helminen, EU Tax Law – Direct Taxation sec. 3.1 (IBFD 2017), Online Books IBFD [hereinafter 

Helminen EU Tax Law 2017]; H. Moshammer, Tax Treatment of Intra-Group Dividends in the EU - Parent-Subsidiary Directive 
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Besides, applicable tax treaties may reduce a source state´s tax on dividends.315 Article 10 OECD Model 

(2017) provides for a reduction to 5% of the gross amount, in case of a substantial shareholding, and to 

15% in case of a portfolio shareholding.316,317 Numerous (typically capital exporting) states negotiate rates 

below what is stated in the OECD Model.318 Further, the Commentary on Article 10 of the OECD Model 

(2017),319 as well as a number of tax treaties, foresee a lower source taxation, if the shareholder is a pension 

fund, or comparable.320  

Article 10 of the UN Model Convention (2011) does not provide for an explicit rate limit for source state 

taxation of dividends.321 Compared to treaties between developed countries, the dividend WHT collectable 

by the source state tends to be higher when one of the treaty partners is a developed, and the other a 

developing country.322 Modern treaties between developed and developing countries, however, also foresee 

lower rates.323 Besides, such treaties may also contain special features.324 This can, e.g. be an asymmetrical 

rate reduction in favour of the developing country, or the complete absence of any limitations.325 Regarding 

tax-exempt investors, the Commentary on Article 10 of the UN Model (2011) refers to its relevant 

counterpart in the Commentary on Article 10 of the OECD Model.326 Thus, source taxation can be lower.327 

                                                
and ECJ case Law, in International Group Financing and Taxes (C. Massoner & B. Stürzlinger eds., Linde 2012) and the relevant 

further references provided for in supra n. 1436.  
315 Frequently this is bound to the requirement of the receiver being the beneficial owner of the dividend. See OECD Model Tax 

Convention on Income and on Capital art. 10(2) (27 Nov 2017), Models IBFD; or OECD Model Tax Convention on Income and 

on Capital art. 11(2) (27 Nov 2017), Models IBFD. In more detail see Harris Article 10, supra n. 285, at ch. 3; This is also true for 

interest payments. See M. Helminen, Article 11: Interest ch. 3, Global Tax Treaty Commentaries IBFD (accessed 29. Nov. 2016) 

[hereinafter Helminen Article 11]; and generally UN Manual 2016, supra n. 312, at pp. 80-84, 88-92. For the purposes of this sec., 

it will be assumed that the relevant beneficial ownership requirements are fulfilled at the level of the receiver. 
316 Art. 10 OECD Model (2017) requires the holding of at least 25% in the capital of the company paying the dividends. Such 

shareholdings are also referred to as direct shareholdings. 
317 United States Model Income Tax Convention art. 10(2) (2016), Models IBFD, includes the same rates.  
318 Often focusing at a zero rate with respect to direct dividends and a rate below 15% for portfolio dividends. See for this and an 

overview: Harris Article 10, supra n. 285, at sec. 3.2.3.; compare also: C.H. Lee & J.H. Yoon, General Report, in Withholding tax 

in the era of BEPS, CIVs and the digital economy, in IFA Cahiers de Droit Fiscal International vol. 103b sec. 5.2. (Sdu Netherlands 

2018).  
319 OECD Model Tax Convention on Income and on Capital: Commentary on Article 10 paras. 13.1 and 13.2 (27 Nov 2017), 

Models IBFD. 
320 This is the case with respect to tax treaties of Australia, China, Switzerland, France, Singapore, the United States and the United 

Kingdom. See for this and an overview: hereinafter Harris Article 10, supra n. 285, at sec. 3.2.3. 
321 UN Model Double Taxation Convention between Developed and Developing Countries art. 10(2) (2011), Models IBFD; the 

minimum ownership requirement for qualifying for the limitation applying to direct dividends is only 10% in the UN Model.  
322 Model Double Taxation Convention between Developed and Developing Countries: Commentary on Article 10 para. 10 (2011).  
323 Id. Either the rates provided for in the OECD Model, or lower ones. 
324 See para. 11 UN Model: Commentary on Article 10 (2011) naming: ”(a) the tax rates may not be the same for both countries, 

with higher rates allowed to the developing country; (b) tax rates may not be limited at all; (c) reduced rates may apply only to 

income from new investment; (d) the lowest rates or exemption may apply only to preferred types of investments (e.g. “industrial 

undertakings” or “pioneer investments”); and (e) dividends may qualify for reduced rates only if the shares have been held for a 

specified period.”. 
325 See id. 
326 See para. 13 UN Model: Commentary on Article 10 (2011); UN Manual 2016, supra n. 312, at p. 81.  
327 Id. 
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What concerns domestic tax claims on outgoing interest, the Interest and Royalty Directive (2003/49)328 

(where applicable) eliminates any source taxes for payments made by a company resident in an EU Member 

State, or by an EU PE thereof,329 to an associated330 qualifying company,331 or to a PE thereof, in another 

Member State.332  

Besides, limitations occur under tax treaties: Article 11 of the OECD Model (2017) foresees a reduction to 

10% of the gross amount.333 Many actual treaties, however, do not grant the source state any taxation right 

for interest.334 The Commentary on Article 11 of the OECD Model (2017) also provides for more targeted 

approaches.335 Rather than waiving source taxation generally, the contracting states can agree to exclude 

from source taxation certain categories of interest.336 This concerns, for example, interest paid to financial 

institutions337 or tax exempt entities.338 Some actual tax treaties also include such provisions.339  

Article 11 of the UN Model Convention (2011) does not provide for an explicit maximum rate for source 

tax on interest.340 Tax treaties of developing countries include rates varying between full exemption and a 

limit to 25%.341 Yet, typically, source state´s interest WHT is limited to 10%-15%.342 Also the Commentary 

on Article 11 of the UN Model Convention (2011) lists certain categories of interest, which may be subject 

to a lower, or no, taxation in the source state, whilst a source taxation right for interest is generally upheld.343  

                                                
328 Council Directive 2003/49/EC of 3 June 2003 on a common system of taxation applicable to interest and royalty payments made 

between associated companies of different Member States, OJ L 157 (2003), EU Law IBFD [hereinafter Interest and Royalty 

Directive (2003/49)]. 
329 In more detail on the scope of the directive, see Helminen EU Tax Law 2017, supra n. 314, at sec. 3.2.2. 
330 Art. 3(b) Interest and Royalty Directive (2003/49) requires a 25% relation.  
331 So a company listed in the Annex to the directive, which is a tax resident in that Member State (and is not considered to be a 

tax resident under a tax treaty with a non-Member State), and which is subject to one of the taxes listed in Art. 3(a) Interest and 

Royalty Directive (2003/49). 
332 See for this, as well, as for a more detailed analysis: Helminen EU Tax Law 2017, supra n. 314, at sec. 3.2.; B.J.M. Terra & P.J. 

Wattel, European Tax Law 6th ed ch. 13 (Wolters Kluwer 2012); E. Tiyar, Tax Treatment of Intra-Group Interest in the EU – 

Interest and Royalties Directive and the European Court of Justice Case Law, in International Group Financing and Taxes (C. 

Massoner & B. Stürzlinger eds., Linde 2012).  
333 Art. 11(2) OECD Model (2017); Art. 11(1) US Model (2016), generally speaking, leads to exclusive taxation in the residence 

state. Art. 11(2) US Model (2016) contains provisions that may alter this result and cause a taxation in the source state. See in more 

detail: US Model Tax Treaty on Capital: Technical Explanation to Article 11 (15 Nov. 2006), Models IBFD. It is worth noting that 

the US exempts outgoing portfolio interest under its domestic law. This, essentially, concerns interest where the receiver holds not 

more than 10% in the capital of the paying company. See US: Internal Revenue Code of 1986, Pub. L. 99–514, §2, Oct. 22, 1986, 

100 Stat. 2095 (1986), § 881 (c), National Legislation IBFD; Bittker & Eustice, supra n. 252, at para. 15.03[2]. 
334 Unless the recipient has a PE or fixed based in the source state. See for that: Helminen Article 11, supra n. 315, at sec. 3.1.3.2.; 

see also Lee & Yoon, supra n. 318, at sec. 5.1. 
335 Paras. 7.2.-7.11 OECD Model: Commentary on Article 11 (2017). In more detail see Helminen Article 11, supra n. 315, at sec. 

3.2.1. 
336 Id. 
337 Para. 7.7 OECD Model: Commentary on Article 11 (2017). 
338 Para. 7.10 OECD Model: Commentary on Article 11 (2017).  
339 See for examples: Helminen Article 11, supra n. 315, at sec. 3.2.1.  
340 Art. 11 UN Model (2011).  
341 UN Manual 2016, supra n. 312, at p. 88. 
342 Id.  
343 Para. 12 UN Model: Commentary on Article 11 (2011). Many states exempt, for instance, governmental interest from source 

taxation, although the scope of this exemption differs. See para 16 UN Model: Commentary on Article 11 (2011); UN Manual 2016, 

supra n. 312, at p. 89. 
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HFIs require separate attention in the international setting. To start with, their domestic law classification 

as either debt or equity is also relevant in a cross-border context.344,345 Thus, outgoing payments on HFIs 

classified as debt will, in principle, face the same tax consequences as payments made on pure debt.346 

Correspondingly, remunerations on equity like HFIs are, generally, treated in accordance with the rules for 

pure equity.347  

Deviations therefrom, nonetheless, exist.348 Frequently, this concerns profit dependent instruments treated 

as debt under domestic law.349 Some states, which usually renounce on taxing outgoing debt payments, do 

not do so here. Instead, they levy a WHT.350 The U.S., for instance, waives its taxation right on outgoing 

portfolio interest.351 At the same time, however, it taxes contingent interest payments made to foreign 

investors.352 Germany, to name another example, subjects interest paid on profit participating loans (PPLs) 

and silent partnerships to limited tax liability.353 Normal interest paid to foreigners, on the other hand, is 

not.354 Conceptually somewhat similarly, outgoing interest on perpetual debt may be in the scope of limited 

tax liability.355 In the U.S., for instance, such instruments are generally treated as equity.356 Thus, a WHT 

will be levied.357 Likewise, the UK taxes interest on “equity notes”358 paid to an associated enterprise 

abroad.359 Technically this is achieved by the denial of the deduction for such payments at the issuer level.360 

                                                
344 Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.3.2.1; Schön et al. Debt and Equity, supra n. 181, at p. 208.; see 

further also: Helminen international tax law concept, supra n. 6, at sec. 9.2.2; in fair detail on the classification of HFIs under 

domestic law see, e.g. Bundgaard Hybrid Financial Instruments, supra n. 156, at pp. 61-136 and FN 239 for a wealth of references 

to literature dealing with this question in a domestic law context. See also Bärsch, supra n. 155, at pp. 93-239. 
345 A bifurcation into a debt part and an equity part is not common. See Helminen international tax law concept, supra n. 6, at sec. 

9.2.2; similarly: Bundgaard Hybrid Financial Instruments, supra n. 156, at p. 136. 
346 Compare, with respect to the jurisdictions under investigation: id. 
347 Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.3.3; Schön et al. Debt and Equity, supra n. 181, at p. 210. 
348 See in more detail: Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.3.3; Schön et al. Debt and Equity, supra n. 

181, at pp. 208-210. 
349 Comprehensively, see id. 
350 Id. 
351 See supra n. 352.  
352 Sec. 881(c)(4) and 871(h)(4) IRC 1986 (amended 2015); see Bittker & Eustice, supra n. 252, at para. 15.03[2].  
353 DE: Einkommensteuergesetz in der Fassung der Bekanntmachung vom 8. Oktober 2009 (BGBl. I S. 3366, 3862), das zuletzt 

durch Artikel 9 des Gesetzes vom 14. August 2017 (BGBl. I S. 3214) geändert worden ist [Income Tax Act (ITA Act 2009)] 

(amended 2017), sec. 49(1)(5) in connection with sec. 20(1)(4), National Legislation IBFD.  
354 See also J. Lüdicke, Überlegungen zur deutschen DBA-Politik pp. 136-139 (Nomos 2007); Schön Eigenkapital und 

Fremdkapital, supra n. 181, at sec.3.5.3.2.2.; Schön et al. Debt and Equity, supra n. 181, at p. 209. 
355 E.g: Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.3.2.1.; Schön et al. Debt and Equity, supra n. 181, at p. 208. 
356 L. Parada, Is It Debt or Is It Equity? The Problem With Using Hybrid Financial Instruments, 74 Tax Notes Int´l, p. 355 (2014) 

[hereinafter Parada Debt or Equity]. 
357 So Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.3.2.1.; Schön et al. Debt and Equity, supra n. 181, at pp. 208-

210. 
358 These are notes having a term of more than 50 years. See Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.3.2.1.; 

Schön et al. Debt and Equity, supra n. 181, at p. 208. 
359 Schön et al. Debt and Equity, supra n. 181, at p. 208 under reference to: UK: Corporation Tax Act, 2010, ss.1000(1)F, 1015(6), 

1032(1) (amended 2017), National Legislation IBFD; see also Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.3.2.1. 
360 Compare id. 

https://1-next-westlaw-com.libproxy.helsinki.fi/Link/Document/FullText?findType=L&pubNum=1012823&cite=26USCAS881&originatingDoc=Ic57faea1c01011da8725eac5fdcb2c2d&refType=RB&originationContext=document&transitionType=DocumentItem&contextData=(sc.Category)#co_pp_0c120000563a1
https://1-next-westlaw-com.libproxy.helsinki.fi/Link/Document/FullText?findType=L&pubNum=1012823&cite=26USCAS871&originatingDoc=Ic57faea1c01011da8725eac5fdcb2c2d&refType=RB&originationContext=document&transitionType=DocumentItem&contextData=(sc.Category)#co_pp_bd100000313c1
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The domestic classification of the HFI is independent from the tax treaty classification.361 Hence, the 

qualification of a payment made under a HFI must happen separately for tax treaty purposes.362 In this 

regard, the most relevant provisions are articles 10 and 11 of the OECD Model (2017).363 Both provide for 

definitions in para. 3.364 Overlaps are resolved in favour of the dividend article.365 In case the HFI does not 

fall under any of these provisions, the income generated under it may be covered by article 7, or article 21 

of the OECD Model (2017).366 With respect to the alienation of an HFI, article 13 of the OECD Model 

(2017) is relevant.367,368 

Actual treaties may well deviate from the OECD Model (2017) in this respect.369 Some literature observed 

an extension of the dividends article, towards covering HFIs not otherwise covered.370 In other cases, the 

provisions limiting source state WHT are not applied on certain HFIs.371 Take, to stay with the above 

                                                
361 Instead of many: Helminen international tax law concept, supra n. 6, at sec. 9.2.4.1; Helminen Classification, supra n. 1, at sec. 

3.1.  
362 Id. 
363 See in more detail, e.g. Bundgaard Hybrid Financial Instruments, supra n. 156, at pp. 137-157; Helminen international tax law 

concept, supra n. 6, at sec. 9.2.4; Schuch, supra n. 181; K.E.M. Kopp, § 14 Eigenkapital, Fremdkapital und hybride Finanzierungen 

im internationalen Steuerrecht, in Eigenkapital und Fremdkapital (W. Schön ed., Springer 2013); W. Tischbirek & G. Specker, 

Art 10. Dividenden, in Doppelbesteuerungsabkommen 6th ed. paras. 183-203 (K. Vogel & M. Lehner eds., Beck 2015); R. Pöllath 

& A. Lohbeck, Artikel 11. Zinsen, in Doppelbesteuerungsabkommen 6th ed. paras. 55-78 (K. Vogel & M. Lehner eds., Beck 2015); 

J. Avery Jones et al., The Definitions of Dividends and Interest in the OECD Model: Something Lost in Translation?, 54 Brit. Tax 

Rev. 4 (2009) [hereinafter Avery Jones et al. Dividends]; Harris Article 10, supra n. 285, at sec. 5.1.; Helminen Article 11, supra 

n. 315, at sec. 5.1; Parada Debt or Equity, supra n. 356, at pp. 352-354. 
364 Art. 10(3) OECD Model (2017) reads: “The term “dividends” as used in this Article means income from shares, “jouissance” 

shares or “jouissance” rights, mining shares, founders’ shares or other rights, not being debt-claims, participating in profits, as 

well as income from other corporate rights which is subjected to the same taxation treatment as income from shares by the laws 

of the State of which the company making the distribution is a resident.”; Art 11(3) OECD Model (2017) reads: “The term 

“interest” as used in this Article means income from debt-claims of every kind, whether or not secured by mortgage and whether 

or not carrying a right to participate in the debtor’s profits, and in particular, income from government securities and income 

from bonds or debentures, including premiums and prizes attaching to such securities, bonds or debentures. Penalty charges for 

late payment shall not be regarded as interest for the purpose of this Article.”; compare in this regard, Helminen Classification, 

supra n. 1, at sec. 3.1., who states that very few tax treaties refer to domestic law provisions for classifying payments on HFIs. 

Hence, the general definitions referred to above must be relied on. Note further going, e.g. AT: ECJ, 12 Sept. 2017, Case C-

648/15, Republic of Austria v. Federal Republic of Germany, ECJ Case Law IBFD.; for an analysis see, e.g. H. Jirousek, EuGH 

entscheidet im Schiedsverfahren zugunsten Österreichs, 92 SWK 28 (2017); S. Angsten, ECJ Decision on Arbitration between 

Germany and Austria Regarding Taxation from Profit Participation Certificates under the Austria-Germany Tax Treaty, 20 

Derivs. & Fin. Instrums. 1 (2018), Journals IBFD; B. Michel, Austria v. Germany (Case C-648/15): The ECJ and Its New Tax 

Treaty Arbitration Hat, 58 Eurn. Taxn. 1 (2018), Journals IBFD.  
365 Para. 19 OECD Model: Commentary on Article 11 (2017); referring thereto: para. 19 UN Model: Commentary on Article 11 

(2011); Article 11(4) of the US Model (2016) explicitly excludes from the interest article such income that is dealt with under the 

dividend article; see Helminen Classification, supra n. 1, at sec. 3.1., an further Harris Article 10, supra n. 285, at sec. 5.1.3.1. 
366 See in more detail and with further references: Bärsch, supra n. 155, at sec. 4.2.1.1; Bundgaard Hybrid Financial Instruments, 

supra n. 156, at pp. 137-158. 
367 Compare, e.g. id; As Art. 13(5) OECD Model (2017) catches all capital gains not covered by Art. 13 (1-4) OECD Model (2017), 

there is no room for applying Art. 21 OECD Model (2017) in this respect. See, including references to deviating opinions: A. Rust, 

Article. 21, in Klaus Vogel on Double Tax Conventions 4th ed. para. 13 (E. Reimer & A. Rust eds., Kluwer L. Intl. 2015).  
368 For an overview of the treatment of some common HFIs under the OECD Model (2010), see Kopp, supra n. 363, at ch. 4. 
369 In fair detail see Helminen international tax law concept, supra n. 6, at sec. 9.2.4.2.  
370 Kopp, supra n. 363, at ch. 5. With a focus on Germany see Lüdicke, supra n. 354, at pp. 139-140; See also Helminen 

Classification, supra n. 1, at sec. 3.3., who notes that many tax treaties do not use the term “corporate rights” in the third part of 

the dividend definition (which is the one referring to source state classification). Thus, when the source state treats the income from 

the HFI as a dividend, it will also be qualified as a dividend generating instrument under these tax treaties; See, including examples 

from the US, Australian, Japanese and UK treaty practice, also Harris Article 10, supra n. 285, at sec 5.1.2.4.2. 
371 See, e.g. Kopp, supra n. 363, at sec. 5.2; Lüdicke, supra n. 354, at pp. 140-141. 
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examples, article 10 para. 6372 of the Germany-United States Income and Capital Tax Treaty (1989).373,374 

Pursuant to it, the source state can fully tax a payment if it is made under a profit participating instrument 

and deductible at the level of the debtor.375  

2.2. Financial instruments – a corporate finance point of view 

2.2.1. Overview 

If a firm´s internal cash flow is not high enough to cover for its spending needs it has, essentially, two 

options: First, it can cut back on dividends and increase the retained earnings. Secondly, it can raise money 

from the outside.376 Given the firm does so, it has to decide what kind of promises, or claims, it sells to the 

investors – pure debt, pure equity or something in between.377 The so resulting financing mix is called a 

firm´s capital structure.378,379  

In a perfect market setting,380 the capital structure does, according to Modigliani & Miller (1958), not 

influence the value of a firm.381 Whereas the expected returns of debt and equity securities change in case 

the capital structure changes, the company´s weighted average cost of capital (WACC)382 stays the same.383 

If their assumptions held true, debt policy would be irrelevant, i.e. debt ratios would simply vary randomly 

                                                
372 The provision reads: “Notwithstanding the first sentence of paragraph 2 of this Article, paragraph 3 of this Article and 

paragraph 1 of Article 11 (Interest), income from arrangements carrying the right to participate in profits (including in the Federal 

Republic of Germany income under a sleeping partnership (Stille Gesellschaft), a participating loan (partiarisches Darlehen), or 

“Gewinnobligation", or "jouissance" shares or "jouissance" rights and in the United States contingent interest of a type that would 

not qualify as portfolio interest) that is deductible in determining the profits of the payor may be taxed in the Contracting State in 

which it arises according to the laws of that State.” 
373 Convention between the Federal Republic of Germany and the United States of America for the Avoidance of Double Taxation 

and the Prevention of Fiscal Evasion with respect to Taxes on Income and Capital and to Certain Other Taxes (29 Aug. 1989), 

Treaties IBFD. 
374 As noted by Helminen Article 11, supra n. 315, at sec. 3.2.2.2.3.2. this is rather typical for German treaties. Also other states 

include similar provisions into their tax treaties. See for instance the Convention between the Government of the United Kingdom 

of Great Britain and Northern Ireland and the Government of Canada for the Avoidance of Double Taxation and the Prevention 

of Fiscal Evasion with Respect to Taxes on Income and Capital Gains art. 11(4) (8 Sept. 1978), Treaties IBFD.  
375 Consider, as another example, the Agreement between the Republic of Belarus and the Federal Republic of Germany for the 

Avoidance of Double Taxation with respect to Taxes on Income and on Property art. 10(3) (30 Sept. 2005), Treaties IBFD, including 

the protocol thereto. For the references and further examples see: Kopp, supra n. 363, at sec. 5.2; Lüdicke, supra n. 354, at pp. 140-

141. 
376 E.g. Brealey, Myers & Allen, supra n. 197, at ch. 14. 
377 E.g. Id., at ch. 1 and 17; I. Welch, Corporate Finance – An Introduction ch. 15 (Prentice Hall 2009).  
378 Instead of many, see, e.g. id., at ch. 17; or M. Helbaek, S. Lindset, B. McLellan, Corporate Finance p. 93 (Mc. Graw Hill 2010).  
379 Notably, also (non-financial) claims that arise in the course of a firm doing business, e.g. accounts payable, pension obligations 

or income taxes due form part of the capital structure of the firm. See for that Welch, supra n. 377, at ch. 15.  
380 Which means that there are ”no opinion differences, no transaction costs, no taxes, and no important buyers or sellers“ See for 

that, again instead of many, Welch, supra n. 377, at ch. 16. 
381 F. Modigliani & M.H. Miller, The Cost of Capital Corporation Finance and the Theory of Investment, 48 Am. Econ. Rev. 3, p. 

268 (1958) [hereinafter Modigliani & Miller Cost of Capital]. For a more detailed discussion of their famous propositions see, e.g. 

Welch, supra n. 377, at ch. 16; J. Berk & P. DeMarzo, Corporate Finance 2nd ed. ch. 15 (Pearson 2011); ; Brealey, Myers & Allen, 

supra n. 197, at ch. 17; D. Watson & A. Head, Corporate Finance – Principles and Pratices ch. 9 (Prentice Hall 2007). 
382 See on the concept of the WACC, e.g. Vernimmen et al., supra n. 224, at ch. 33; Welch, supra n. 377, at ch. 16; Brealey, Myers 

& Allen, supra n. 197, at ch. 19. 
383 E.g. Brealey, Myers & Allen, supra n. 197, at ch. 17; Berk & DeMarzo, supra n. 381, at ch. 15; Also the marginal cost of capital 

and the average cost of capital are the same. See Welch, supra n. 377, at ch. 16. 
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among firms and industries.384 In reality, this is not the case.385 In fact, there are reasons available for 

companies to choose certain forms of financing.386  

The following sections will review corporate finance theories that explain – at least some of – the drivers 

behind financing decisions.387 Note upfront, that these elaborations are generally based on a dichotomous 

division of debt and equity and do not explicitly focus HFIs.388 This should, however, not matter too much 

at this stage. The objective here is to highlight certain circumstances, or, better, market imperfections, that 

have to be paid attention to in this process. 

This will be done via a short discussion of the two main capital structure theories, namely the trade-off 

theory (sec. 2.2.2.) and the pecking order theory (sec. 2.2.3.). Neither of them can itself fully describe 

financing decisions.389 Still, both have elements of truth that explain parts of them.390 Generally speaking, 

it is the firm´s assets, operations and circumstances as well as the relative importance of the factors worked 

out below that is of relevance.391 Besides, capital structure decisions can be influenced by dynamics beyond 

management control and interact with other dimensions of a firm.392 Further, changes to capital structure 

incur transaction costs. This makes adaptions unlikely, unless it is significantly suboptimal.393 Also, e.g. 

                                                
384 E.g. Brealey, Myers & Allen, supra n. 197, at ch. 18.  
385 E.g. id. 
386 Thorough explanations of these issues can be found in corporate finance textbooks such as, e.g. Brealey, Myers & Allen, supra 

n. 197, at ch. 18; Berk & DeMarzo, supra n. 381, at ch. 15; Welch, supra n. 377, at ch. 17, 18, 21 and 22; Damodaran, supra n. 

224, at ch. 7; Vernimmen et al., supra n. 224, at ch. 32-36; Watson & Head, supra n. 381, at ch. 9; In the below, the author of this 

thesis will often refer to these textbooks, noting that their content is based on empirical findings. References to empirical literature 

will occur, but remain underrepresented. Readers interested in a broad (theoretical and empirical) literature review on the issue are 

warmly referred to R. Petruzzi, Transfer Pricing Aspects of Intra-Group Financing pp. 17-47 (Kluwer 2016). Boiling down this 

wealth of information, as done by the authors of the textbooks quoted in this thesis, has a value on its own. In the same way as 

these textbooks, also this thesis tries to explain the topic to the reader. As such, and in recognition of them having worked out what 

is included in this thesis, these textbooks, instead of the underlying empirical literature, will primarily be quoted.  
387 For factors that were found to influence the financing decision in practice, see Petruzzi, supra n. 386, at pp. 31-38; for a review 

of surveys conducted in this context, see id., at pp. 39-45; for a discussion of capital structure theories, see id., at pp. 22-30. In each 

case, a wealth of further references is provided. 
388 For that, as well as for an investigation of the applicability of certain capital structure theories on preference shares and 

convertible debt in the UK, see S. Laurent, Capital Structure Decision: The Use of Preference Shares and Convertible Debt in the 

UK (2000), available at https://papers.ssrn.com/sol3/papers.cfm?abstract_id=251648 (accessed 9 Mar. 2018). HFIs are usually 

incorporated as part of debt (such as convertible debt), or part of equity (such as preference shares). See id., at p. 2.  
389 See Brealey, Myers & Allen, supra n. 197, at ch. 18, who answer the question whether there is a theory of optimal capital 

structure with: “No. That is, there is no one theory that can capture everything that drives thousands of corporations´ debt vs. 

equity choices. Instead there are several theories, each more or less helpful, depending on each particular corporation´s asset, 

operations, and circumstances” (emphasis in the original). 
390 See, e.g. id., or E.F. Fama & K.R. French, Financing decisions: who issues stock, 76 Journal of Financial Economics 3, pp. 549-

582 (2005); M. Leary & M. Roberts, The Pecking Order, Debt Capacity and Information Asymmetry, 95 Journal of Financial 

Economics 3, pp. 332-335 (2010).  
391 Brealey, Myers & Allen, supra n. 197, at ch. 18; See comprehensively also: Petruzzi, supra n. 386, at pp. 22-46. 
392 See for that and for more detail, e.g. Welch, supra n. 377, at ch. 21. 
393 Berk & DeMarzo, supra n. 381, at ch. 16. 
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market timing effects394 and the personality of the management395 can influence the financing decision.396 

Yet this will not be dealt with here.  

2.2.2. The trade-off theory 

2.2.2.1. Overview 

The following sections will briefly analyse costs and benefits attached to debt financing. This will include 

taxes (sec. 2.2.2.2.), bankruptcy costs and cost of financial distress (sec. 2.2.2.3.), agency costs (2.2.2.4.), 

agency benefits (sec. 2.2.2.5.) and the reduction in financial flexibility (2.2.2.6.). They have to be traded 

off against each other. Their importance may vary across firms.397 Essentially, the optimal debt level lies 

where the marginal benefits of debt just offset the marginal costs of it. This is referred to as the trade-off 

theory.398  

2.2.2.2. The influence of taxes on the financing decision 

Taxes are perceived as a rather important market imperfection.399 Payments made on (tax)400 debt 

instruments are, usually,401 deductible from the tax base. This is, usually,402 not the case for payments made 

on (tax) equity instruments.403 Through this tax advantage, the after tax WACC decreases as leverage 

increases.404 Taken in isolation, this would suggest the optimal level of debt finance to be a 100%.405  

As stated above, also this cannot be observed in reality.406 In fact, and remaining in the tax perspective, 

there are several factors that can alleviate, or even eliminate, the advantage of the deductibility of debt at 

the corporation level.  

                                                
394 In detail: M. Baker & J. Wurgler, Market Timing and Capital Structure, 57 J. Finance 1 (2002) as referred to in Brealey, Myers 

& Allen, supra n. 197, at ch. 18.  
395 M. Bertrant & A. Schoar, Managing with Style: The Effect of Managers on Firm Policies, 118 Q. J. Econ. 4 (2003) as referred 

to in Brealey, Myers & Allen, supra n. 197, at ch. 18. 
396 Brealey, Myers & Allen, supra n. 197, at ch. 18. For many further practical influencers, including a wealth of references, see: 

Petruzzi, supra n. 386, at pp. 31-45. 
397 E.g. Brealey, Myers & Allen, supra n. 197, at ch. 18. 
398 E.g. Damodaran, supra n. 224, at ch. 7, whose contribution forms the basis for the costs and benefits to be dealt with in this 

chapter. Other textbooks partly use a different structure, but do not seem to differ in the general idea. As noted by Vernimmen et 

al., supra n. 224, at ch. 34, traditional trade-off theories concentrate on taxes and bankruptcy cost; For a detailed overview of the 

evolvement of the trade-off theory, see M.Z. Frank & V.K. Goyal, Trade-off and Pecking Order Theories of Debt, available at 

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=670543., sec. 2.3. (2007) (accessed 12. Feb. 2019).  
399 E.g. Welch, supra n. 377, at ch. 17.  
400 For clarity, the classification of an instrument as debt or equity, or something in between, also happens in other fields, such as 

especially accounting law and regulatory law.  
401 As already briefly mentioned in sec. 2.1.5.1., the deductibility of interest expenses may be limited under certain circumstances. 

See, e.g. the sources provided for in supra n. 274. 
402 As already briefly mentioned in sec. 2.1.5.1, some states apply, or applied, so called ACE systems, where a deduction based on 

an equity value is, or was, possible. See, e.g. the sources provided for in supra n. 267-268. 
403 See already the discussion and references provided for in sec. 2.1.5.1. 
404 E.g. Berk & DeMarzo, supra n. 381, at ch. 15; Brealey, Myers & Allen, supra n. 197, at ch. 17. 
405 E.g. Brealey, Myers & Allen, supra n. 197, at ch. 18, based on F. Modigliani & M.H. Miller, Corporate Income Tax and the 

Cost of Capital: A Correction, 53 Am. Econ. Rev. 3 (1963) [hereinafter Modigliani & Miller Corporate Income Tax]. 
406 Modigliani & Miller were also aware of that. See, Modigliani & Miller Corporate Income Tax, supra n. 405, at pp. 442-443.  
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First, there are personal income taxes. The amount of money an investor is willing to pay for a security 

depends on the benefits she will receive. Consequently, the cash flows after the payment of all taxes are 

relevant.407 Personal income taxes reduce the cash flow to investors and therefore diminish the value of the 

company.408 The actual tax benefit of debt can, hence, only be determined by taking into account the 

combined effect of corporate and personal income taxes.409 There is evidence for higher personal inocme 

taxes on interest income decreasing corporate leverage.410  

In this regard, it is important to note that investors can face a very different tax treatment. Compare, for 

instance, a tax-exempt pension fund with an individual being in the highest income tax bracket. Whereas 

the first does not have to take personal income taxes into account, the second has to. Against this 

background, the second investor will demand a higher yield in order to compensate for the personal income 

tax he has to pay.411  

The different personal income tax consequences result in “clientele effects”.412 This means that different 

firms attract different investors.413 To be precise, the decisive figure in this context is the so called marginal 

investor, who is indifferent of investing in two equally risky, but differently taxed instruments.414 Here both, 

explicit and implicit taxes415 are relevant.416 Investors facing a lower explicit tax rate than this marginal 

                                                
407 M. Miller, Debt and Taxes, 32 J. Finance 2 (1977); as referred to in Berk & DeMarzo, supra n. 381, at ch. 15.  
408 Berk & DeMarzo, supra n. 381, at ch. 15. 
409 E.g. id.; See further, e.g. R.C. Green & B. Hollifield, The personal-tax advantages of equity, 67 J. Financial Econ. (2002); J.R. 

Graham, How Big Are the Tax Benefits of Debt?, 55 J. Finance 5 (2000) [hereinafter Graham Tax Benefits]; as well as the discussion 

in IMF Note 2016, supra n. 262, at para. 12. 
410 M. Overesch & D. Voeller, The Impact of Personal and Corporate Taxation on Capital Structure Choices, ZEW - Discussion 

Paper No. 08-020 (2010); L. Lin & M. J. Flannery, Do personal taxes affect capital structure? Evidence from the 2003 tax cut, 109 

J. Financial Econ 2 (2013).  
411 Miller, supra n. 407, at pp. 266-268 (1977); Berk & DeMarzo, supra n. 381, at ch. 15; The applicable tax rates play a role in 

this regard. See further: Brealey, Myers & Allen, supra n. 197, at ch. 18.  
412 E.g. Welch, supra n. 377, at ch. 18.  
413 E.g. id. He notes that it should be the goal of the financial manager to minimize the taxes paid overall, not only the taxes paid 

by the corporation. If possible, profitable and high tax paying firms (cash cows) should issue tax deductible debt, which should be 

held by tax-exempt investors. Highly taxable investors, on the other hand, should prefer low dividend equity investments in low 

tax paying firms (growth companies). In the scenarios described in id., capital gains taxation more favourable than dividend 

taxation. Other tax systems may yield differing results. In detail on the proper clientele for investments taking into account implicit 

and explicit taxes: Scholes et al., supra n. 3, at ch. 5.  
414 Scholes et al., supra n. 3, at sec. 5.4. 
415 “Implicit taxes” are taxes indirectly paid in the form of a lower before-tax rate of return on tax-favoured investments. The 

calculation of the implicit tax rate requires a benchmark asset. Scholes et al., supra n. 3, at sec. 1.2. and 5.1. use the example of a 

municipal bond, which pays tax-exempt interest and a bond paying fully taxable interest. If the return on a fully taxable bond is 

10% and the risk adjusted return on a tax-exempt bond is 7%, the implicit tax amounts to 30%. For an investor in the 30% bracket 

the after-tax return is in both cases 7%. This is the result of a market adjustment process. Investors will bit up the price of the more 

lightly taxed asset, relative to the price of the more heavily taxed asset. This implicit tax is not paid by the investor. In fact, it is a 

subsidy for the issuers of tax-exempt bonds, since they face lower costs of capital. If the asset is tax disfavoured compared to a 

fully taxable bond, it has to earn a higher rate of pre-tax return. In such case, it bears a negative implicit tax compared to the 

benchmark asset. See for that, including for a further going discussion: id. 
416 Scholes et al., supra n. 3, at sec. 5.4.  
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investor constitute the tax clientele for an investment.417 Welch underlines that there is good empirical 

evidence that most corporate bonds are held by tax-exempt investors.418  

A critical role is also played by the ability to use tax shields.419 Without taxable earnings to set the interest 

off against, debt financing does not lead to a corporate tax benefit.420 In this context, also non-debt tax 

shields have to be taken into account.421 They work as a substitute for the interest tax shield.422 The more 

non-debt tax shields a firm has, the lower the probability of being able to utilise the interest deduction 

becomes.423 Graham (1996) demonstrated that firms facing a high marginal tax rate424 tend to issue more 

debt than firms with a low marginal tax rate.425  

                                                
417 As explained in more detail by Scholes et al., supra n. 3, at sec. 5.4: The total tax on any investment is the sum of explicit and 

implicit taxes, whereby the implicit taxes are measured relative to a benchmark asset (see supra n. 415). The explicit, or statutory, 

tax rate of the marginal investor sets the price. In the above example, this is 30%. Investors facing a different statutory tax rate than 

the marginal investor are referred to as inframarginal investors. They are not indifferent between investing in the taxable and tax-

exempt bond. Depending on whether or not their explicit tax rate is higher or lower than the explicit tax rate of the marginal 

investor, they have a preference for investing in the one or the other asset. They are, consequently, referred to as the “tax clientele” 

for the preferred investment. Take, for instance, an investor who faces a marginal explicit tax of 40%. For her it would be better to 

invest in the tax-exempt bond bearing only 30% implicit tax. An investor facing marginal explicit tax of, say, 20% would, 

conversely, be better off investing in the taxable bond. Instead of bearing the 30% implicit tax, he would pay a lower explicit tax. 

Id. also reflects on studies dealing with the empirical evidence regarding implicit taxes and tax clienteles. They, generally, seem to 

support this logic.  
418 Welch, supra n. 377, at ch. 18. See also supra n. 638. 
419 E.g. Berk & DeMarzo, supra n. 381, at ch. 15.  
420 E.g. Vernimmen et al., supra n. 224, at ch. 34. 
421 Such as e.g. depreciations, or investment tax credits. See id. and supra n. 422. 
422 Berk & DeMarzo, supra n. 381, at ch. 15; or Vernimmen et al., supra n. 224, at ch. 34, under reference to H. DeAngelo & R.W. 

Masulis, Optimal Capital Structure under Corporate and Personal Taxation, J. Financial Econ. 8 (1980). 
423 DeAngelo &. Masulis, supra n. 422. Their model predicts that the debt level of a company is negatively related to the availability 

of such tax shield substitutes. See also Vernimmen et al., supra n. 224, at ch. 34; Berk & DeMarzo, supra n. 381, at ch. 15; Laurent, 

supra n. 388, at p. 5. The non-debt tax shields have a greater importance for firms that have a high probability of getting “tax 

exhausted” through these deductions. See J.K. MacKie-Mason, Do Taxes Affect Corporate Financing Decisions?, NBER Working 

Paper Series – Working Paper No. 2632 (1990). He shows that firms with high tax shields and a high probability of facing a zero 

tax rate are less likely to issue debt at the margin. 
424 J.R. Graham, Debt and the marginal tax rate, J. Financial Econ. (1996) [hereinafter Graham Debt and MTR], who, at p. 44, 

defines this as: “the present value of current and expected future taxes paid on an additional dollar of income earned today”. The 

tax burden of a firm can be influenced by different circumstances, such as non-debt tax shields and net operating losses. As such, 

a firm specific marginal tax rate can be computed. Also potential minimum taxes and progressive corporate income tax rates can 

have an influence. See id., at pp. 44 et seq. and for a short discussion of further studies coming to a similar result: R.A. de Mooij, 

The Tax Elasticity of Corporate Debt: A Synthesis of Size and Variations, Working Paper: International Monetary Fund, pp. 3-5 

(2011). For a more detailed discussion on the marginal tax rate, including explicit and implicit taxes, see Scholes et al., supra n. 3, 

at sec. 7.1. 
425 Graham Debt and MTR, supra n. 424; See further Graham Tax Benefits, supra n. 409, as well as, e.g. Scholes et al., supra n. 3, 

at ch. 7.1., 12.4.  
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Besides, also other specifics of tax systems influence the advantageousness of debt financing. Take, as an 

example, the integration of personal income taxes and CIT through an imputation system.426 The 

implementation of such a system was found to lead to a decrease in the reliance on debt financing.427,428  

Overall, a tax advantage for debt is – subject to the discussion above – assumed to be widely present.429 

This has also been indicated by a number of recent studies. For the EU 28, Spengel et al. (2016) showed 

that the costs of capital for debt financing are lower than the costs of capital for equity financing, the latter 

including the issuance of new equity as well as retained earnings.430 The preference for debt tends to prevail 

                                                
426 Generally speaking, imputation systems aim to eliminate, or alleviate, economic double taxation on distributed dividends by 

means of allowing for a credit of the corporate tax at the level of the shareholder. See OECD Model Tax Convention on Income 

and on Capital: Commentary on Article 10 paras. 47-50, 65-67 (15 July 2014), Models IBFD; in more detail see M. Gujarathi, & 

D. Feldmann, Dividend imputation systems in industrialized countries: an examination of relative tax burdens, 19 Advances in 

International Accounting 19 (2006). As mentioned in sec. 2.1.5.2., imputation systems are in place in Australia and New Zealand; 

For a short overview of abolished imputation systems, see e.g. A. Ainsworth, Dividend Imputation – the international experience, 

The Finsia Journal of Applied Finance 1, pp. 58-63 (2016). A partial imputation system can, e.g. be found in the United Kingdom 

– which, before 1999, had a “true” imputation system. See for that: E. Southern, United Kingdom, in The debt-equity conundrum 

International Fiscal Association (IFA), Cahiers de droit fiscal international vol. 97B, sec. 2.3. (Sdu Fiscale & Financiele Uitgevers 

2012), Online Books IBFD; Also South Korea employs a partial imputation system – see in more detail: Jung & Park, supra n. 

250, at sec. 2. 
427 Focusing Canada and New Zealand: C.T. Schulman et al., Effects of Tax Integration and Capital Gains Tax on Corporate 

Leverage, 49 Natl Tax J 1 (1996); G. Twite, Capital Structure Choices and Taxes: Evidence from the Australian Dividend 

Imputation System, 2 International Review of Finance 4, pp. 217-234 (2001); see further: K. Pattenden & G. Twite, Taxes and 

dividend policy under alternative tax regimes, 14 J. Corp. Finan. (2008) and for this, and a more detailed overview: R. McClure et 

al., Dividend Imputation and Optimal Tax Rates, Draft version available at http://www.wiwiss.fu-

berlin.de/fachbereich/bwl/pruefungs-steuerlehre/hundsdoerfer/taxberlin2016/Program/TaxBerlin2016_003_McClure.pdf 

(accessed 10 May 2017). See for earlier contributions, e.g. D.J. Ashton, Corporate Financial Policy: American Analytics and UK 

Taxation, 18 J. Bus. Finance Account. 4, (1991) who was reconstructing the work of Modigliani & Miller Cost of Capital, supra 

n. 381; Modigliani & Miller Corporate Income Tax, supra n. 405; Miller, supra n. 407 and F. Modigliani, Debt, Dividend Policy, 

Taxes, Inflation and Market Valuation, 37 J. Finance 2 (1982) in the context of the UK, whose (old) tax system bears little 

resemblance to that analysed by Modigliani & Miller: He concludes “that under the current UK Imputation Tax System, any tax 

advantage to debt finance is likely to be small. As such, the role played by taxation in shaping the financial policy of the firm is 

likely to be minor rather than major.” or M.A. King, Taxation and the Cost of Capital, 41 Rev. Econ. Stud. 1 (1974), who, in 

comparing the US and UK system, underlined that the corporate tax system matters in finding the optimal financial policy for the 

firm. 
428 With respect to purely domestic financing, it seems that such a system may, in principle, greatly offset the tax advantage 

obtainable through leverage. In a cross-border setting this is not necessarily the case. The author thanks Ann Kayis-Kumar for this 

insight given in a discussion on the Australian tax system. See in more detail on the Australian imputation system, e.g. C.J. Taylor, 

Dividend Imputation And Distributions Of Non Portfolio Foreign Source Income: An Evaluation Of Some Alternative Approaches, 

15 Journal of The Australasian Tax Teachers Association1/2, pp. 192-222 (2005); T. Toryanik, Australia - Corporate Taxation sec. 

1.2.1.1., Country Analyses IBFD (accessed 26 Mar. 2019).  
429 In reviewing literature dealing with the effect of the tax deductibility of debt on the capital structure of a firm, de Mooij states 

that empirical literature up until the early 90´s either concluded that the tax effect was insignificant, or not identifiable. This, 

however, changed in the 2000´s when econometric studies found a significant effect. See for that de Mooij, supra n. 424, at pp. 1-

13; See further: L.P Feld, J.H. Heckemeyer & M. Overesch, Capital structure choice and company taxation: A meta-study, 37 J. 

Bank. Finance (2013) – who synthesise the evidence of 48 previous studies and find that the tax impact on corporate debt financing 

is substantial; see also M. Faccio & J. Xu, Taxes and Capital Structure, 50 J Financ Quant Anal 3 (2015), who, using corporate 

and personal tax changes in 29 OECD countries over the years 1981-2009, find that “firms tend to increase their leverage when 

corporate taxes or personal taxes on dividend income increase and tend to reduce leverage when personal taxes on interest income 

increase” See also, e.g. A. Temimi, R. Zeitun & K. Mimouni, How does the tax status of a country impact capital structure? 

Evidence from the GCC region, 37-38 J. of Multi. Fin. Manag. (2016); or N. Dwenger & V. Steiner, Financial leverage and 

corporate taxation: evidence from German corporate tax return data, 21 Int Tax Public Finance. 1 (2014). More recently with 

respect to the EU 28 see supra n. 430. See also the references provided for in supra n. 603. 
430 Spengel et al. Effects on Cost of Capital, supra n. 126, at ch. 5 and 8. 



59 
 

also when the taxation of the shareholder is taken into account.431 A 2011 IMF study suggests that this is 

similarly the case for the United States and Japan.432 However, as expressed by a more recent IMF paper 

(2016), in some states the advantage of debt is rather small, or even equalized, with respect to investors 

facing personal income tax at the top marginal rate.433  

The size of the corporate taxation effect on the capital structure of banks is quite similar to what can be 

observed with respect to non-financial firms.434 In this regard also regulatory capital requirements and their 

limitations play a role. In fact, a large equity buffer goes in hand with a significant impact of taxes, but a 

limited influence of regulatory requirements on the financing decisions of banks.435 For “capital tight” 

banks, the opposite is true: They react to changes in the regulatory requirements, but are insensitive to 

taxes.436 Non-bank financial institutions are, in principle, also affected by the different tax treatment of debt 

and equity.437 

                                                
431 Id. Notably, this was not true for the UK, where the cost of capital for a debt financed investment were found higher. Thus, in 

the UK, unlike in all other EU Member States, equity finance is preferred to debt finance from a shareholder´s perspective. In Malta 

a neutrality between new equity and debt financing is achieved as a result of the full imputation system. See id., at sec. 5.2.  
432 IMF Note 2011, supra n. 264, at pp. 4-8. The effect is stronger for investors who are subject to personal income tax, than it is 

for those who are exempt from it. In Japan, where dividends were taxed higher than interest income, the opposite was true. See id., 

at pp. 4-6.  
433 IMF Note 2016, supra n. 262, at para. 12 – in terms of the effective marginal tax rate so measured for Canada, Norway, Slovakia 

and Switzerland. Canada and Malta have and imputation systems. For Canada see in more detail: J. Kelleher & D. Kraus, Canada, 

in The debt-equity conundrum International Fiscal Association (IFA), Cahiers de droit fiscal international vol. 97B, sec 2. (Sdu 

Fiscale & Financiele Uitgevers 2012), Online Books IBFD; For Malta e.g. C. Cassar Torregiani, Malta - Corporate Taxation sec. 

6.1.1.1., Country Surveys IBFD (accessed 15 Feb. 2019). 
434 R.A. de Mooij & M. Keen, Debt, Taxes and Banks, 48 Journal of Money, Credit and Banking 1 (2016); R. Gropp & F. Heider, 

The determinants of bank capital structure, ECB Working Paper Series No 1069, p. 26 ( 2009). 
435 See de Mooij & Keen, supra n. 434.  
436 Id. They note that the largest banks, though, are considerably less responsive to tax; See further: W. Gu, R. de Mooij & T. 

Poghosyan, Taxation and Leverage in International Banking, IMF Working Paper (2012); Coming to a similar result also: S.R. 

Bond et al., Regulation, Tax and Capital Structure: Evidence from Administrative Data on Italian Banks, Questioni di Economia 

e Finanza No. 361 (2016). They, however, also submit that regulatory requirements appear to be of first order importance in the 

financing decision. The influence of taxes on the leverage decision of (not constrained) banks was found to be present, but 

comparably small. The authors also note that among the unconstrained banks, small banks tend to react stronger than large ones. 

See also A. Schandlbauer, How do financial institutions react to a tax increase?, J. Finan. Intermediation (2016) who shows the 

significance of taxes for the financing and operating decisions of banks and documents that the reaction to a tax increase depends 

on the financial strength of a bank. 
437 See IMF Note 2016, supra n. 262, at paras. 19-20, and annex II. According to id., at para. 20, non-bank financial institutions 

include credit card, consumer finance, trade finance or factoring and leasing firms. For investment banks, significant tax effects 

where only found prior the latest financial crisis. See id. For insurance companies a differentiation was made between life and non-

life insurance companies. The former showed stronger reactions to taxes. Notably, insurance companies also face regulations, 

which potentially make the tax reaction possible within a limited fraction of the capital only. See id. and compare also the discussion 

and references provided for in supra n. 1737.  
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2.2.2.3. Bankruptcy and financial distress 

One of the most important downsides of debt financing is that it increases – first trivially, but at some point 

rapidly – the probability of a firm getting into financial distress.438 This occurs when firms break promises 

made to creditors,439 or are only able to honour them with difficulty.440  

The relative importance of these financial distress costs seems to vary by industry.441 High-tech companies, 

for instance, which tend to have more volatile operating cash flows,442 a greater proportion of intangible 

assets and whose value greatly derives from human capital, incur higher costs when risking financial 

distress.443 On the other hand, for firms with more stable cash flows and tangible assets these costs are 

comparably lower.444  

The expenses for using the bankruptcy mechanism are referred to as direct bankruptcy costs.445 They mainly 

include legal and administrative costs.446 This is paid from the remaining assets of the corporation going 

bankrupt, which lowers the payoff for debt holders (or, as the case may be, for equity holders).447 Direct 

bankruptcy cost can be significant.448 

Besides, also indirect bankruptcy costs have to be taken into consideration. They result from the reaction 

of stakeholders to the mere threat of financial distress.449 Such costs can include a loss of customers, 

                                                
438 Brealey, Myers & Allen, supra n. 197, at ch. 18 – referring to: J.B. Warner, Bankruptcy Costs: Some Evidence, 26 J. Finance 2 

(1977); L.A. Weiss, Bankruptcy Resolution: Direct Costs and Violation of Priority of Claims, 27 J. Financial Econ. 2 (1990); E.I. 

Altman, A Further Investigation of the Bankruptcy Cost Question, 39 J. Finance 4 (1984); as well as G. Andrade and S. N. Kaplan, 

How Costly Is Financial (not Economic) Distress? Evidence from Highly Leveraged Transactions That Became Distressed, 53 J. 

Finance 5, pp. 1443–1493 (1998); See also J.S. Ang, J.H. Chua & J.J. McConnel, The Administrative Cost of Corporate Bankruptcy: 

A Note, 37 J. Finance 1 (1982). 
439 Which causes bankruptcy cost – see in detail, e.g. Berk & DeMarzo, supra n. 381, at ch. 16; Brealey, Myers & Allen, supra n. 

197, at ch. 18; Welch, supra n. 377, at ch. 18. 
440 Which causes indirect cost of financial distress – see in more detail, e.g. Brealey, Myers & Allen, supra n. 197, at ch. 18; Welch, 

supra n. 377, at ch. 18. 
441 E.g. Berk & DeMarzo, supra n. 381, at ch. 16. 
442 Which is directly related to the probability of default – see for that: Vernimmen et al., supra n. 224, at ch. 34; similarly: 

Damodaran, supra n. 224, at ch. 7. 
443 Compare Brealey, Myers & Allen, supra n. 197, at ch. 18; Berk & DeMarzo, supra n. 381, at ch. 16; or Welch, supra n. 377, at 

ch. 18.  
444 Compare id. 
445 E.g. Brealey, Myers & Allen, supra n. 197, at ch. 18. 
446 E.g. id.; Damodaran, supra n. 224, at ch. 7, who also mentions the present value effects coming with delays in paying out cash 

flows as being such a direct cost. 
447 E.g. Brealey, Myers & Allen, supra n. 197, at ch. 18; Damodaran, supra n. 224, at ch. 7 notes that often debt holders get a 

fraction of what they owned, and equity holders get nothing. Yet, it is, of course, possible that debt holders are fully served. In such 

case, the direct bankruptcy cost only limit the claim of the equity holders.  
448 See, including examples, e.g. Brealey, Myers & Allen, supra n. 197, at ch. 18; Take, as a further example, the bankruptcy of 

Lehman Brothers, which, by September 2013, already amounted for USD 2.2 billion in fees for lawyers, accountants, consultants 

etc. J. O´Toole, Five years later, Lehman bankruptcy fees hit $ 2.2 bn, available at 

http://money.cnn.com/2013/09/13/news/companies/lehman-bankruptcy-fees/ (accessed at 29. May 2017); In 2019, they were said 

to amount to approx. USD 7.26 billion. See M. Levine, Lehman’s Bankruptcy Keeps Getting More Expensive Lawyers and 

accountants spent a decade and charged $7 billion to carve it up. They’re not done yet, available at 

https://www.bloomberg.com/opinion/articles/2019-01-19/lehman-brothers-bankruptcy-keeps-getting-more-expensive (accessed 

13 Feb. 2019).  
449 E.g. Brealey, Myers & Allen, supra n. 197, at ch. 18; Welch, supra n. 377, at ch. 18. 
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suppliers, employees or the need to contract on more unfavourable terms with them.450 Furthermore, the 

firm may see itself forced to “fire sale” assets in order to raise cash quickly.451 Notably, the financial distress 

never has to actually occur. The increasing probability of it to happen causes an increase in these costs.452 

When the securities are fairly priced, the present value of the costs associated with bankruptcy and financial 

distress are carried by the original shareholders of the company. This comes as debt holders are, of course, 

aware of these costs and will, hence, price them in.453  

2.2.2.4. Agency costs of debt 

Agency costs of debt arise when there are conflicts of interest between stakeholders.454 Frequently this is 

the management working in shareholder interest on the one side and creditors on the other side.455 Agency 

costs result from poor decisions.456 The likeliness for them to occur increases with leverage and is 

particularly high when the firm is in financial distress.457 Sometimes managers will act in a way that benefits 

equity holders, but harms the firm´s creditors.458 Agency costs are the smallest for short-term debt.459 

The first scenario of agency costs of debt is referred to as the asset substitution problem.460 It comes as 

leverage gives shareholders the incentive to replace low risk assets with riskier ones.461 When financial 

distress is near, an equity holder can gain when the project is sufficiently risky – irrespective of it having a 

negative NPV.462,463 Shareholders hope to exploit the positive side of the probability distribution, whilst 

                                                
450 E.g. Berk & DeMarzo, supra n. 381, at ch. 16; see further: Welch, supra n. 377, at ch. 18; Brealey, Myers & Allen, supra n. 

197, at ch. 18; Damodaran, supra n. 224, at ch. 7; Vernimmen et al., supra n. 224, at ch. 34, as well as, e.g. J. Berk, R. Stanton & 

J. Zechner, Human Capital, Bankruptcy and Capital Structure, 65 J. Finance 3 (2010), who found that a higher levered firm may 

have to pay a higher wage to a newly hired employee.  
451 E.g. Berk & DeMarzo, supra n. 381, at ch. 16. 
452 E.g. Welch, supra n. 377, at ch. 18. 
453 E.g. Berk & DeMarzo, supra n. 381, at ch. 16; Welch, supra n. 377, at ch. 18; Brealey, Myers & Allen, supra n. 197, at ch. 18. 
454 E.g. Berk & DeMarzo, supra n. 381, at ch. 16. 
455 Compare: Berk & DeMarzo, supra n. 381, at ch. 16; Brealey, Myers & Allen, supra n. 197, at ch. 18; Damodaran, supra n. 224, 

at ch. 7; Vernimmen et al., supra n. 224, at ch. 34; Welch, supra n. 377, at ch. 18. 
456 E.g. Brealey, Myers & Allen, supra n. 197, at ch. 18. 
457 E.g. Vernimmen et al., supra n. 224, at ch. 34; Berk & DeMarzo, supra n. 381, at ch. 16; Welch, supra n. 377, at ch. 18; Brealey, 

Myers & Allen, supra n. 197, at ch. 18. 
458 E.g. Berk & DeMarzo, supra n. 381, at ch. 16. These conflicts appear in different contexts, them being the investment decision, 

the financing decision and the dividend decision. See Damodaran, supra n. 224, at ch. 7. 
459 See Berk & DeMarzo, supra n. 381, at ch. 16 referring to: S.A. Johnson, Debt Maturity and the Effects of Growth Opportunities 

and Liquidity on Leverage, 15 Rev. Financial Stud. 1 (2003). Berk & DeMarzo, supra n. 381, at ch. 16 also note that the issuance 

of short-term debt may increases the risk of financial distress and its related costs. 
460 Berk & DeMarzo, supra n. 381, at ch. 16 – referring to the work of: M. Jensen & W. Meckling, Theory of the Firm: Managerial 

Behavior, Agency Cost and Ownership Structure, 3 J. Financial Econ.4 (1976). 
461 E.g. Berk & DeMarzo, supra n. 381, at ch. 16. 
462 E.g. id. Berk & DeMarzo, supra n. 381, at ch. 16; Vernimmen et al., supra n. 224, at ch. 34. 
463 For completeness: A currency unit today is worth more than a currency in the future, since today´s money can be borrowed or 

invested in exchange for earning the market interest rate. If the interest rate is negative, this is not true. The present value (PV) of 

a cash flow is its value in terms of cash today. The NPV of a project is the sum the PV of its benefits and the PV of its cost. A 

project with a positive NPV increases the value of a firm. A project with a negative NPV, on the other hand, decreases it. See for 

that e.g. Berk & DeMarzo, supra n. 381, at ch. 3; Welch, supra n. 377, at ch. 2. 
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their potential loss is limited to the capital invested in the company.464 Creditors lending funds to a firm 

under the expectation of a certain risk level will lose when the firm invests in riskier projects. The interest 

rate does not reflect the increased risk, which leads to the price of the holding decreasing accordingly.465 

The agency costs arising from risk shifting are likely the highest for firms that invest in people or intangible 

assets.466  

The second scenario concerns the potential for underinvestment. Instead of a negative NPV project being 

entered into, the problem here lies in a positive NPV project not being taken.467 This results from the 

reluctance of investors to provide the necessary funds for the project.468 In fact, for them the investment 

opportunity has a negative NPV.469 Not realising the positive NPV project is costly for debt holders.470 This 

type of agency costs is the highest for firms that might have profitable future growth opportunities requiring 

large investments.471 

Further, if new funds are required the equity investors could want to raise them as debt using the assets of 

the firm as a collateral and give the new lenders prior claims over existing lenders.472 Whilst this leads to a 

lower interest rate on the new issue, it also causes a drop in value of the existing debt.473 Due to present 

creditors ranking behind the new creditors in the event of a liquidation, their claims have become riskier.474 

This agency problem does not per se cause a decrease in firm value, but may provoke certain capital 

                                                
464 Vernimmen et al., supra n. 224, at ch. 34; Berk & DeMarzo, supra n. 381, at ch. 16. The essentials of the example used in id. 

should serve for illustration: Assume that the assets of a company are worth 90 at the end of the year. At the same date, a debt 

payment of 100 is due. Without doing anything, the firm will, consequently, default. The chance to take a project emerges: If it 

succeeds, the assets will be worth 130. If not they will be worth 30. When both outcomes are equally likely, the expected value of 

the firm´s assets is, hence, 80 (130 * 0,5 + 30 * 0,5= 80). This is less than before. Yet, from an equity holder´s perspective, it is 

still the better choice. If the project is not entered into, they will receive nothing. If, on the other hand, the project is pursed they 

have a chance of gaining 30. Thus, their expected pay-off is 15 (30 * 0,5). The debt holders, however, bear a loss. Whilst they 

receive full payments when the project is successful, they will get only 30 if it is not. Their expected payoff is 65. This is a loss of 

25 relative to the initial 90 (30 * 0,5 + 100 * 0,5 = 65). That corresponds to the 10 of loss due to the risky strategy and the 15 of 

gain for the equity holders. 
465 Damodaran, supra n. 224, at ch. 7. 
466 Id. 
467 Berk & DeMarzo, supra n. 381, at ch. 16, referring to the original formalisation in: S.C. Myers, Determinants of Corporate 

Borrowing, 5 J. Financial Econ. 2 (1977); see also Brealey, Myers & Allen, supra n. 197, at ch. 18; Vernimmen et al., supra n. 

224, at ch. 34.; Welch, supra n. 377, at ch. 18.  
468 Id. 
469 To stay with Berk & DeMarzo, supra n. 381, at ch. 16: Amend the above example towards a 100 being needed today for entering 

into a project paying 150 in a year. Assuming a 5% risk free interest rate, this is clearly a positive NPV project. It will, however, 

not be the equity holders who provide the funds. For them it is clear that a 100 is going straight to the debt holders. They are left 

with only 50. 
470 E.g. Berk & DeMarzo, supra n. 381, at ch. 16; Brealey, Myers & Allen, supra n. 197, at ch. 18.  
471 Berk & DeMarzo, supra n. 381, at ch. 16. An extreme form of underinvestment is the so called cashing out problem. Facing 

financial distress, shareholders may be tempted to get money out of the firm, for example through a dividend funded by selling 

assets. This can have negative effects for firm value, which is again borne by the debt holders. see for a that: Berk & DeMarzo, 

supra n. 381, at ch. 16; Vernimmen et al., supra n. 224, at ch. 34; Brealey, Myers & Allen, supra n. 197, at ch. 18; The latter 

mention legal obstacles to such behaviour. See further going, e.g. J. Wüstermann, Internationale Gläubigerschutzkonzeptionen, 

BB-Special 5, pp. 13-19 (2007). 
472 E.g. Damodaran, supra n. 224, at ch. 7; Welch, supra n. 377, at ch. 18. 
473 E.g. id. 
474 E.g. id. 
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structure dynamics.475 The original creditors may anticipate this action to happen and demand a higher 

interest rate.476 To recoup that, the management will indeed have to issue new debt, thus expropriating the 

original debt holders.477 

Creditors can also make the granting of a loan depended on the acceptance of certain restrictions in the 

actions management may take.478 Such debt covenants can, for instance, limit the firm´s ability to pay large 

dividends479 or to engage in certain types of investment.480 Moreover, the issuance of additional debt can 

be restricted as well.481 Whilst these covenants may help in decreasing agency costs of debt, they have a 

cost of their own.482 For one thing, they must be monitored.483 This is especially expensive if a covenant 

concerns production investment decisions.484 Firms engaged in longer and more uncertain projects incur 

the highest agency costs associated with monitoring.485 The costs will be anticipated by the lenders, who 

will demand a higher interest rate for compensation.486 Besides, the covenants also have to be complied 

with, leading to a lower flexibility of management.487 These constraints on investment and financing 

decisions can possibly lead to positive NPV projects not being engaged in.488  

2.2.2.5. Agency benefits of debt 

Debt financing cannot only cause agency costs,489 but yield agency benefits, too.490 In this context, consider 

that managers also have their own interests that differ from those of equity and debt holders.491 At the core 

of the problem is a high free cash flow, i.e. cash flow in excess of what is needed for all positive NPV 

projects and debt payments.492 That increases the likelihood for the management to make wasteful 

investments.493 This may include the problem of so called “empire building” which describes the preference 

                                                
475 E.g. Welch, supra n. 377, at ch. 18. 
476 Id. 
477 Id. 
478 E.g. Berk & DeMarzo, supra n. 381, at ch. 16. 
479 Id. In more detail see, e.g.: A. Kalay, Stockholder-Bondholder Conflict and Dividend Constraints, 10 J. Financial Econ. 2 (1982).  
480 Berk & DeMarzo, supra n. 381, at ch. 16. 
481 See Brealey, Myers & Allen, supra n. 197, at ch. 18, who state that existing bond indentures prevent many companies from 

issuing any additional long term debt, unless their earnings to interest ratio exceeds 2.0.  
482 E.g. Berk & DeMarzo, supra n. 381, at ch. 16 – referring to: C.W. Smith & J.B. Warner, On Financial Contracting: An Analysis 

of Bond Covenants, 7 J. Financial Econ. 2 (1979), who analyse the costs and benefits of debt covenants.  
483 E.g. Damodaran, supra n. 224, at ch. 7. 
484 Smith & Warner, supra n. 484, at sec. 4.1.  
485 E.g. Damodaran, supra n. 224, at ch. 7. 
486 E.g. Brealey, Myers & Allen, supra n. 197, at ch. 18. 
487 E.g. Berk & DeMarzo, supra n. 381, at ch. 16; Brealey, Myers & Allen, supra n. 197, at ch. 18; Damodaran, supra n. 224, at 

ch. 7 
488 E.g. id. 
489 See sec. 2.2.2.4.  
490 In more detail see, e.g. Damodaran, supra n. 224, at ch. 7; Berk & DeMarzo, supra n. 381, at ch. 16. 
491 E.g. Berk & DeMarzo, supra n. 381, at ch. 16. 
492 See id., under reference to: M. Jensen, Agency Costs of Free Cash Flow, Corporate Finance, and Takeovers, 76 Am. Econ. Rev. 

2 (1986).  
493 Id. 
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of management to run large firms.494 That means that they are inclined to engage in investments that increase 

size, rather than profitability.495 Further, overconfident managers are more likely to make lower-quality 

acquisitions when access to internal funding is available.496 They may also continue to invest in projects 

that should be cancelled.497 Taken to the extreme, they might be tempted to excessively spend money for 

unnecessary luxuries.498 The problem, naturally, tends to be larger for firms with large cash reserves and 

few growth opportunities or, even more, for firms that must shrink.499  

Debt can have a disciplining effect in this regard, since it reduces the free cash flow spendable on such 

activities.500 It forces management to be efficient in order to meet the duties arising from debt.501 Of course, 

the management can also simply promise to distribute the free cash flow to shareholders via dividends. But 

ultimately, such a policy can be reversed quite easily.502 This is not so for debt finance: Here debt holders 

– which may, at the same time, also be shareholders – can force the management to pay.503 

Likewise, managers are more likely to lose their job if the firm faces financial distress.504 More debt will 

bring them in a less comfortable position and will force them to perform.505 Further, highly leveraged firms 

will be monitored more closely by creditors, which adds another layer of managerial oversight.506 Under 

certain circumstances high leverage and the resulting increased threat of financial distress can be used as a 

bargaining tool for the benefit of the shareholders, e.g. in wage negotiations.507 

2.2.2.6. Reduction in financial flexibility  

Whilst in the scenario discussed above the problem can be discovered in too much flexibility, also the 

opposite can be true. Excessive borrowing may result in too little financial flexibility.508 Heavily indebted 

                                                
494 E.g. Berk & DeMarzo, supra n. 381, at ch. 16. 
495 Which can, for instance, include the expansion of unprofitable divisions, or the failure to shut them down, the payment of a 

price too high in acquisitions, the making of unnecessary capital expenditures or the hiring of unneeded employees – see for that, 

e.g. id., at ch. 16. 
496 Id. referring to: U. Malmendier & G. Tate, Who makes acquisitions? CEO Overconfidence and Corporate Finance, 89 J. 

Financial Econ. 1 (2008); or R. Roll, The Hubris Hypothesis of Corporate Takeovers, 59 J. Bus. 2 (1986). 
497 E.g. Berk & DeMarzo, supra n. 381, at ch. 16. 
498 Id.  
499 Jensen, supra n. 492, at p. 324;  
500 Id. 
501 E.g. Welch, supra n. 377, at ch. 18; Damodaran, supra n. 224, at ch. 7. 
502 S. Fatica, T. Hemmelgarn & G. Nicodème, The Debt-Equity Tax Bias: Consequences and Solutions, EU Commission Taxation 

Papers – Working Paper N. 33, p. 4 (2012). 
503 Id.  
504 Welch, supra n. 377, at ch. 18; Berk & DeMarzo, supra n. 381, at ch. 16.  
505 Id.; Damodaran, supra n. 224, at ch. 7. 
506 Berk & DeMarzo, supra n. 381, at ch. 16; referring to the detailed discussion in: M. Harris & A Raviv, Capital Structure and 

the Informal Role of Debt, 45 J. Finance 2 (1990).  
507 This may happen in industries that are not profitable at the moment, but have good investment prospects in the future. A phase 

of high leverage may be used to transfer more gains from future investments to the shareholders – see Berk & DeMarzo, supra n. 

381, at ch. 16 referring to, e.g. E.C. Perotti & K.E. Spier, Capital Structure as a Bargaining Tool: The Role of Leverage in Contract 

Renegotiation, 83 Am. Econ. Rev. 5, (1990). 
508 Damodaran, supra n. 224, at ch. 7, who indicates that this is a trade-off between too much and too little flexibility. Similarly: 

Brealey, Myers & Allen, supra n. 197, at ch. 18; Welch, supra n. 377, at ch. 21. 
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firms can find it harder to cope with unexpected eventualities.509 Further, it may lead to negative self-

fulfilling prophecies, that is, lenders may be unwilling to extend credit due to being worried about the 

company.510 In absence of the funds the firm, indeed, goes bankrupt confirming the initial expectations.511  

On the other hand, too little financial flexibility can mean that firms do not have enough resources available 

to take on good projects as they arise.512 Thus, this flexibility is valuable, especially for companies with 

many positive NPV growth opportunities.513 In this regard, the ability to access capital markets is important. 

Companies that can easily obtain new funds will not need to maintain excess debt capacity.514 They can 

raise cash as needed for new projects.515 Contrary to that, firms that cannot access new funds relatively 

quickly, will value financial flexibility more.516  

2.2.3. The pecking order theory 

There are different factors that can pull a firm towards following a so-called pecking order in the financing 

decision.517 An important one is the asymmetric information between the management of a company and 

its outside investors.518 Ultimately, the management knows more about the true value of the assets and 

investment opportunities than the investors do.519 If a firm intends to issue equity, outside investors will 

question the reason for this step.520 In fact, the manager of an overvalued firm will be more inclined to issue 

equity than the manager of an undervalued firm.521 Investors are aware of that and will discount the price 

                                                
509 Compare: Damodaran, supra n. 224, at ch. 7.  
510 Welch, supra n. 377, at ch. 21. 
511 Id., who names the investment bank Bear Stearns as an example.  
512 See Damodaran, supra n. 224, at ch. 7. 
513 Brealey, Myers & Allen, supra n. 197, at ch. 18.; compare also Damodaran, supra n. 224, at ch. 7. 
514 Damodaran, supra n. 224, at ch. 7. 
515 Id.  
516 Id. mentioning small firms and firms in emerging markets as examples.  
517 E.g. Frank & Goyal, supra n. 398, at sec. 2.4.; Welch, supra n. 377, at ch. 21. 
518 Berk & DeMarzo, supra n. 381, at ch. 16, referring, e.g. to S.C. Myers & N.S. Majluf, Corporate financing and investment 

decisions when firms have information that investors do not have, 13 J. Financial Econ. 2 (1984); S.C. Myers, The Capital Structure 

Puzzle, 39 J. Finance 3 (1984); See further, e.g. Brealey, Myers & Allen, supra n. 197, at ch. 18.  
519 See id., or,. e.g. Frank & Goyal, supra n. 398, at sec. 2.4.; Welch, supra n. 377, at ch. 21; Vernimmen et al., supra n. 224, at ch. 

34; Damodaran, supra n. 224, at ch. 7. 
520 E.g. Berk & DeMarzo, supra n. 381, at ch. 16; Brealey, Myers & Allen, supra n. 197, at ch. 18; Welch, supra n. 377, at ch. 18 
521 See id. including more detailed discussions. The example brought forward by Welch, supra n. 377, at ch. 18 should serve for 

illustration purposes: Assume an investor intends to invest in an oil well. Whereas she is aware of the fact that the owner/manager, 

who needs the funds, knows whether or not there is oil, she knows that she does not know it herself. The way in which the 

owner/manager intends to raise capital, however, can tell a story. If he issues debt, he likely expects the project to be profitable and 

wants to keep most of the profits himself. If he issues equity, it there is probably no oil in the ground; In Berk & DeMarzo, supra 

n. 381, at ch. 16: the role of leverage as a means of signalling confidence is discussed. See further: S.A. Ross, The determination 

of financial structure: the incentive-signalling approach, 8 Bell J. Econ. 1 (1977).  
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they are willing to pay for equity.522 The relative importance of asymmetric information differs.523 In some 

cases, it can also be perceived sensible to issue equity.524  

Another factor that can cause a pecking order are agency considerations.525 Furthermore, the costs of issuing 

equity are higher than the costs of issuing debt, which, in turn, is more expensive than using retained 

earnings for financing.526 Moreover, also taxes can lead to pecking order behaviour: A firm subject to high 

taxation might prefer the issuance of tax deductible debt, rather than equity.527 

The essence of the pecking order theory lies in firms working down a certain hierarchy when it comes to 

the decision of how to finance a project.528 The first source of funding are usually retained earnings, 

followed by debt, followed by equity.529 Empirical evidence seems to support such conduct to exist, 

especially for large firms.530 However, it does not appear that firms follow a strict pecking order.531 

2.2.4. Reasons for financing with hybrid financial instruments 

The above discussion has shown that the financing decision is influenced by a substantial amount of drivers. 

It should, once again, be underlined that the elaboration does not even come close to understand them in 

totality.532 Yet, this is not a problem for this thesis. With foresight to what is needed for the research on 

legislative action against tax arbitrage with HFIs, the most relevant questions appear to be the following. 

First, are there non-tax reasons for employing HFIs in the financing process? As the answer will be yes, it 

                                                
522 See G. Akerlof, The Market For Lemons: Quality, Uncertainty, and the Market Mechanism, 84 Q. J. Econ. 3 1970; and applying 

it to equity markets, H. Leland & D. Pyle, Information Asymmetries, Financial Structure and Financial Intermediation, 32 J. 

Finance 2 (1977); This so-called lemons problem, creates a cost for firms that makes issuing equity less attractive. Empirical studies 

focusing publicly traded U.S. firms show that the announcement of an equity issue leads to a decrease in stock price of an average 

of about 3%. See P. Asquith & D. Mullins, Equity Issues and Offering Dilution, 15 J. Financial Econ. 1-2 (1986); and Berk & 

DeMarzo, supra n. 381, at ch. 16 for these references and a discussion. 
523 See P. Fulghieri & D. Lukin, Information production, dilution costs, and an optimal security design, 61 J. Financial Econ. 1 

(2001); See also Leary & Roberts, supra n. 390. 
524 Brealey, Myers & Allen, supra n. 197, at ch. 18 referring to high-tech, high growth companies having mostly intangible assets. 

For them the costs of bankruptcy or financial distress can, as mentioned in sec. 2.2.2.3., be very high. A conservative debt ratio 

strategy makes sense in such situations. Investors can interpret the issuance of equity to happen against this background.  
525 S.C. Myers, Financing Corporations, available at 

http://epge.fgv.br/we/MD/FinancasCorporativas/2006?action=AttachFile&do=get&target=myers02.pdf (accessed 8 June 2017); 

Jensen & Meckling, supra n. 460; Frank & Goyal, supra n. 398; Finding incentive conflicts even to be more decisive than 

asymmetric information: Leary & Roberts, supra n. 390. 
526 Welch, supra n. 377, at ch. 21. 
527 Id.; Taxes cannot explain why debt is better than internal finance though – see Frank & Goyal, supra n. 398, at sec. 2.3.2. and 

2.4. 
528 In more detail see, e.g. Welch, supra n. 377, at ch. 21; Brealey, Myers & Allen, supra n. 197, at ch. 18. 
529 E.g. id. 
530 Id.; Berk & DeMarzo, supra n. 381, at ch. 16; and, e.g. Fama & French, supra n. 390; Leary & Roberts, supra n. 390, and the 

relevant studies quoted there.  
531 E.g. Berk & DeMarzo, supra n. 381, at ch. 16; referring to Leary & Roberts, supra n. 390. 
532 Compare, e.g. the more detailed analysis of Petruzzi, supra n. 386, at pp. 31-45, who convincingly holds in id., at p. 46 that 

taking all factors into account in the definition of capital structure is utopian; see also the discussion and references provided for in 

sec. 2.2.1.  
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seems, secondly, worthwhile to work out in which context they are of special use.533 Note that the below 

discussion concentrates on bona fide HFIs only. These are such used to satisfy a financing need. This has 

to be contrasted to what will be in the core focus of this thesis, namely HFIs that are designed for tax 

arbitrage purposes.534 They are reflected within the analysis of the specifics of intra-group finance in sec. 

2.2.5. 

HFIs respond to market imperfections.535 Issuers design them to reduce the cost of finance.536 Whether this 

holds true in the underlying case is a complex question.537 Principally speaking, though, it seems that 

compared to straight debt the cost is usually higher.538 HFIs imply a greater sharing of risk and reward 

between the issuer and the investor.539 Due to the latter accepting a higher risk than the holder of a senior 

loan, it will demand a higher return.540 Yet, the risk is lower than in case of pure equity.541 Consequently, 

the costs of financing are normally lower compared to pure equity finance.542  

                                                
533 The analysis aims to be brief, as this is not the main inquiry of the thesis. Readers interested into a more detailed elaboration are 

referred to, e.g. Bundgaard Hybrid Financial Instruments, supra n. 156, at pp. 21-39; see also, e.g. Duncan General Report, supra 

n. 181, at ch. 3; Bärsch, supra n. 155, at sec. 2.2.; H. Lamon, Mezzanine Instruments and Control Provisions. Dynamic Allocation 

of Control Risk, Return. Application in Belgian Law, 4 Derivs. & Fin. Instrums. 2, sec. 2 (2002), Journals IBFD; F. Jacob, German 

Tax Treatment of Hybrid Financial Instruments in Cross-Border Transactions, 54. Bull. Intl. Taxn 8/9, pp. 444-445 (2000), 

Journals IBFD; C. Busch & G. Moser, Hybridanleihen - ein Instrument der Unternehmensfinanzierung, 82 SWK 34/35 (2007); G. 

Moser, Hybride Finanzierungsinstrumente als Lösungsmöglichkeit für Finanzierungsengpässe?, 6 AR-Aktuell 3 (2010). 
534 See already the discussion in sec. 1.4 and 1.5. 
535 See, illustratively, Vernimmen et al., supra n. 224, at ch. 35, stating: “Hybrid financial securities combining features of both 

debt and equity – such as convertible bonds, bonds with equity warrants, participating loan stock, etc. –would not be necessary in 

a perfect market.”; compare also: A.C. Warren, Financial Contract Innovation and Income Tax Policy, 107 Harv. L. Rev., p. 460 

(1990); with further references, see also Bundgaard Hybrid Financial Instruments, at p. 27. 
536 E.g Duncan General Report, supra n. 181, at sec. 1. – but see the specification in supra n. 537; Bundgaard Hybrid Financial 

Instruments, supra n. 156, at p. 27 argues, with further references, that HFIs provide for lower cost of finance compared to straight 

debt.  
537 See Vernimmen et al., supra n. 224, at ch. 30, stating “Many of these hybrids give the impression of lowering the company’s 

cost of financing. Do not believe it! In markets in equilibrium, all sources of financing have the same cost when adjusted for the 

risk taken by the investor. It is not enough to look only at the apparent cost; the full cost of any source of financing must be 

understood and taken into account” See also R. Graham & C. R. Harvey, The Theory and Practice of Finance: Evidence from the 

Field, 60 J. Financial Econ. (2001), who surveyed companies that seriously considered issuing convertibles. Roughly 42% regarded 

them as less expensive than straight debt. In this context Brealey, Myers & Allen, supra n. 197, at ch. 24, who provided for this 

reference, submit that taken at face value, this does not make sense. However, they expect the existence of some other, more 

complex and rational, motives. See also supra n. 572.  
538 OECD, New Approaches to SME and Entrepreneurship Financing: Broadening the Range of Instruments para. 285 (OECD 

2015) [hereinafter OECD Alternative Finance Report]. 
539 As opposed to straight debt. See id. 
540 E.g. id.; but see also supra n. 536-537. 
541 OECD Alternative Finance Report, supra n. 538, at para. 285. 
542 Id. 
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HFIs can take in a great number of different forms.543 Some of the most common ones include:544 

subordinated debt (loans or bonds),545 participating loans,546 silent participations,547 convertible debt548 and 

warrants,549 or mezzanine finance.550 In addition, financial innovation almost constantly develops new 

instruments.551 Some may disappear quickly. Others may survive because they widen investor choice or 

reduce agency cost.552  

According to the OECD, HFIs are especially attractive for privately held companies that see the risks and 

opportunities of their business increasing, but have insufficient equity and, thus, limited possibilities to 

access debt financing.553 Hence, HFIs can be useful for companies that cannot increase their leverage and 

that cannot, or do not want to, raise equity capital either.554 This is foremost an issue for young high growth 

companies, established companies having too little debt capacity to expand, companies undergoing a 

transition and restructuring, or for companies being excessively debt financed intending to strengthen their 

capital structure.555 

Also tax rules and other forms of government regulations can play a role in the creation of HFIs.556 What 

concerns taxes, it is very important for this thesis to make a clear distinction between: (i) HFIs that serve a 

                                                
543 See more generally, e.g. Brealey, Myers & Allen, supra n. 197, at ch. 24. 
544 According to OECD Alternative Finance Report, supra n. 538, at para. 286. 
545 As described in id., at para. 287 as: “Subordinated debt is composed of loans or bonds in which the lender agrees that senior or 

secured creditors will be fully paid before any interest or principal is paid.” 
546 As described in id., at para. 290 as: “Participating loans are loans whose remuneration is contingent upon the results of the 

debtor firm rather than being fixed. The remuneration can be linked to the firm’s sales or turnover, profits or share price. On the 

other hand, participating loans do not share losses. In the event of bankruptcy, providers of participating loans share in the results 

of the liquidation in the same way as other loan creditors.” 
547 As described in id., at para. 293 as ““Silent” participation is closer in legal form to an equity investment than subordinated or 

participating loans. In this form of financing one or more persons take an equity stake in a company, but without assuming any 

liability to the company’s creditors. […]” The description continues in more detail in id. 
548 As described in id., at para. 294 as “Convertible debt is a debt instrument with a maturity date and stated repayment terms, 

which includes an option to convert the debt into another financial instrument, such as other forms of debt, derivatives or stocks. 

[…]” The description continues in more detail in id. 
549 As described and contrasted to the above in id., at para. 295 as “Detachable warrants, which give the holder the right to purchase 

a specific number of shares at a predetermined price, differ from convertible debt in that they can be traded separately from the 

securities to which they are related. […]” The description continues in more detail in id. 
550 As described in id., at para. 296 as “a technique that combines two or more of the above investment instruments (tranches) 

within a facility that is sold as a single entity to investors. The exact mix of instruments in a specific facility can be tailored to suit 

the needs of the firm and the investors. To the extent that the facility has a large share of fixed rate current pay assets, it will tend 

to have a low but steady yield. Yield can be enhanced by increasing the proportion of higher risk assets in the facility or by delaying 

payments until later stages of the operation. The more risk assumed by the investor, the more the investor attempts to captures the 

"upside” of the investment.” 
551 Brealey, Myers & Allen, supra n. 197, at ch. 24 
552 Id. 
553 OECD Alternative Finance Report, supra n. 538, at para. para. 304; Credit Suisse, Mezzanine Finance –Mischform mit Zukunft 

p. 1 (Credit Suisse Economic Research 2006). 
554 Id. 
555 OECD Alternative Finance Report, supra n. 538, at para. 304; Compare also: Damodaran, supra n. 224, at ch. 7, who lists the 

life cycle stages of a firm as: (i) start up (ii) expansion (iii) high growth (iv) mature growth (v) decline. According to id., the 

likeliness to issue debt in form of bonds or bank loans is the highest when the firm has reached the stage of mature growth. He also 

names several exceptions to this logic. 
556 E.g. Brealey, Myers & Allen, supra n. 197, at ch. 24; With further references see also, e.g. Bundgaard Hybrid Financial 

Instruments, supra n. 156, at pp. 27-28. 
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financing purpose and that are designed to function as equity, but strive to remain debt for tax purposes;557 

and (ii) HFIs that are designed to reach a qualification conflict.558 There is a remarkable difference between 

these two types. As it became clear in sec. 2.2.2.2., taxes – naturally – influence the finance decision. These 

considerations are not less present in the context of bona fide HFIs. After all, the tax deductible interest 

payments create a tax shield, which is valuable for the issuer. Thus, the issuer will, of course, aim for the 

HFI to be treated as debt for tax purposes. That does, however, not mean that the final instrument also 

qualifies as such. Sometimes the overall best design leads to the HFI being classified as tax equity. But 

taking the tax treatment into account in structuring the instrument is legitimate. The taxpayer can, 

ultimately, hardly be blamed for reacting to the tax incentives incorporated in the applicable tax law. The 

fact that precisely this kind of behaviour gave rise to the strong critique on the differentiation between debt 

and equity for tax purposes is a different question.559  

Furthermore, HFIs can also be designed in order to ensure certain non-tax classifications – whilst optimally 

remaining debt for tax purposes.560 A typical area where this may happen is the field of accounting.561 The 

“charm” of such structuring lies in an instrument being classified as equity for accounting purposes, which 

leads to a better looking balance sheet.562 With the instrument being regarded as tax debt, its payments, 

however, remain deductible.563 Similar considerations apply for regulatory law.564 Instruments can be 

designed to fulfil certain regulatory law requirements, whilst remaining debt for tax purposes.565 A frequent 

example of this are so called Contingent Convertible (CoCo) bonds.566 They have been eligible as regulatory 

                                                
557 Compare in more detail, e.g. Vernimmen et al., supra n. 224, at ch. 30. 
558 See also Vanoppen Deductible Equity and Hybrid Financing Instruments, supra n. 181, part IV pp. 3-30 – who differs between 

these two purposes of issuing hybrids as “type 1” and “type 3”. His “type 2” will be immediately discussed below – see supra n. 

560. 
559 E.g. Mirrlees et al. Tax by Design, supra n. 265, at p. 41; see also C. Hutchison, The Historical Origins of the Debt and Equity 

Distinction, 18 Fla Tax Rev.3, p. 147 (2015), who, after researching on the origins of the debt and equity distinction in the US, 

concludes: “Ultimately, the history of the debt-equity distinction supports the arguments of its present-day critics. Lacking a 

consistent policy basis and shaped by ad hoc responses to shifting external pressures, it is hardly surprising that the distinction 

appears arbitrary from a contemporary perspective”; See also the discussion in sec. 2.3.2.3.; compare further the differentiated 

discussion in Becker & Dwenger, supra n. 242, at sec. 3. 
560 Which is referred to as “type 2” in Vanoppen Deductible Equity and Hybrid Financing Instruments, supra n. 181, part IV pp. 

9-11. 
561 Id.; for a detailed discussion including further references see also, e.g. Bundgaard Hybrid Financial Instruments, supra n. 156, 

at pp. 28-31. 
562 Id. 
563 Id. 
564 See, e.g. Vanoppen Deductible Equity and Hybrid Financing Instruments, supra n. 181, part IV pp. 9-11, as well as for a more 

detailed detailed discussion including further references: Bundgaard Hybrid Financial Instruments, supra n. 156, at pp. 33-36; 

compare also, e.g. G. Benston et al., Bank Capital Structure, Regulatory Capital, and Securities Innovations, 35 Journal of Money, 

Credit and Banking3 (2003); M. Keen & R. de Mooij, Debt, Taxes, Banks, IMF Working Paper WP/12/48, p. 21 (2012) conclude 

that “intuitively, there is in effect a “pecking order” in which their treatment as regulatory capital means that hybrids are the 

preferred source of debt finance and, so long as there is any tax advantage to debt, are issued up to the point at which regulatory 

limits on their use start to bite.” (Note that this conclusion is missing in de Mooij & Keen, supra n. 434, which, under the same 

name, was published in 2016). 
565 Compare, in essence, id. 
566 As described by Deutsche Bundesbank, Contingent convertible bonds: design, regulation, usefulness, Monthly Report March 

2018, available at 
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capital under Basel III,567 as well as under the CRR.568,569 Depending on their terms they may qualify as so 

called Additional Tier (AT) 1,570 or AT 2 capital.571,572 Yet, in some countries they may remain debt for tax 

purposes.573  

Besides, issuing HFIs can have positive effects on the credit rating of the issuer.574 Also this could be a 

driver in their design.575 Moreover, HFIs can play a role in other situations, including pension deficit 

management, mergers & acquisition or venture capital.576 

2.2.5. The intra-group perspective 

Although not necessarily, the transactions under focus in this thesis normally occur in an intra-group setting. 

This means that the issuer and the holder of a financial instrument have a relationship different to that 

existing between unrelated parties. In fact, one controls the other, or both are controlled by the same 

person.577 Against this background, it will be briefly discussed to what extent the above considerations 

(focusing external finance) apply in an intra-group setting.578 For the sake of simplicity the below will focus 

on a scenario where a company owns a 100% of the shares in another one.579  

If the parent grants a loan to its subsidiary, it will receive both, dividends and interest. It has been argued 

that with the shareholder being in such a mixed position, the form and nature of an investment do not 

necessarily correspond.580 Unlike a third party lender, the parent company will tend to also take the return 

                                                
https://www.bundesbank.de/Redaktion/EN/Downloads/Publications/Monthly_Report_Articles/2018/2018_03_cocos.pdf?__blob

=publicationFile (accessed 8 Aug 2018), p. 54 (2018), as: “CoCo bonds are subordinated bonds that pay a coupon and are either 

converted into common equity tier 1 (CET1) capital or written down when contractually specified trigger events occur.” By the 

end of 2017, they have been issued in a total volume of EUR 230 billion in Europe. The comparably low issuance volume in 

Germany (EUR 6,2 billion), could, according to id., be caused by the fact that the coupons paid under these instruments were not 

tax deductible until 2014.  
567 See generally BIS, Basel III: international regulatory framework for banks, available under 

https://www.bis.org/bcbs/basel3.htm (accessed 8 Aug. 2018). This provides for a brief overview and links to relevant documents. 
568 Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential requirements for 

credit institutions and investment firms and amending Regulation (EU) No 648/2012, OJ L 176 (2013) [hereinafter CRR 2013/575]. 
569 Deutsche Bundesbank, supra n. 566, at p. 54. 
570 See Art. 52 para. 1 CRR 2013/575. 
571 See Art. 63 CRR 2013/575. 
572 Deutsche Bundesbank, supra n. 566, at p. 57; Interestingly, id., at p. 64 states: “It is unclear, for instance, whether the cost 

advantage of CoCos over CET1 capital discussed in the literature truly exists. Bearing in mind the highly complex nature, and the 

risks, of CoCo bonds, if correctly valued they could even be more expensive for the issuer than CET1 capital despite the tax 

advantage.“ 
573 Which may, under certain circumstances, be the case in, e.g. Austria. See in more detail, e.g. Petritz-Klar Abzugsfähigkeit AT 

1, supra n. 256. 
574 E.g. Vanoppen Deductible Equity and Hybrid Financing Instruments, supra n. 181, part IV pp. 10-11; for a detailed discussion 

including further references see also, e.g. Bundgaard Hybrid Financial Instruments, supra n. 156, at pp. 31-33. 
575 For brief discussion as to how important rating agencies treat HFIs see Bundgaard Hybrid Financial Instruments, supra n. 156, 

at pp. 31-33. 
576 In more detail and with further references see id., at pp. 37-38. 
577 For a summary of typical consequences attached to the existence of a controlling shareholder see Schön Tax Coordination Part 

III, supra n. 130, at sec. 4.7.4.1. 
578 I.e. the discussion so far held in sec. 2.2. 
579 Note that the existence of minority shareholders might lead to different considerations. 
580 Instead of many: Helminen international tax law concept, supra n. 6, at sec. 10.1. 
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on equity into consideration when it grants a loan.581 It is fair to assume that it will use its control to 

strengthen its debt position.582 As such, the parent company does not face the same problems resulting from 

asymmetric information and opportunistic behaviour as third party lenders do.583 To the extent the 

bankruptcy risk depends on the overall debt, these costs do not emerge either.584 Furthermore, the parent 

company always shares the upside risk, which is not the case for third party holders of straight debt.585 In 

short: the parent company is in a truly different position to third party lenders.586 From an economic point 

of view, the shareholder loan is closer to equity, than to debt.587 Ultimately, this suggests that debt and 

equity are largely substitutable for each other.588 Empirical literature supports that.589 

With no obvious non-tax costs related to internal financing, one may expect this to be extremely sensitive 

to taxation.590 The empirical evidence presented below, indeed, shows a responsiveness.591 The fact that it 

is so limited, however, came to the surprise of some scholars.592 This points towards other effects being at 

work.593 It does not appear too relevant for this thesis to find out what they may be. It suffices to recognise 

that shareholders have the possibility to elect, themselves, where they want to pay taxes.594 In the prototype 

tax arbitrage transaction with HFIs, this is also what happens – with the notable difference of the taxpayer 

electing to pay tax nowhere. 

It is still important to underline that intragroup debt financing can also have non-tax motivations. Recall, 

for instance, the discussion on the agency benefits of debt.595 There can be a good reason for the shareholder 

to take in the role of a debt holder and force the managers of the subsidiary to pay.596 Furthermore, it may 

                                                
581 Compare id; See also, e.g. T. Edgar, J. Farrar, & A. Mawani, Foreign Direct Investment, Thin Capitalization, and the Interest 

Expense Deduction: A Policy Analysis, 56 Can. Tax J., p. 822 (2008); or R.H. Gordon, Taxation and corporate use of debt: 

implications for tax policy, 63 Natl Tax J, pp. 168-169 (2010). 
582 E.g. id. 
583 Schön Tax Coordination Part III, supra n. 130, at sec. 4.7.4.5. 
584 Gordon, supra n. 581, at p. 168. Note also the remarks made in supra n. 593 provided below.  
585 Compare, e.g. Schön Tax Coordination Part III, supra n. 130, at sec. 4.7.4.5. 
586 Id., or, e.g. Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.2; Schön et al. Debt and Equity, supra n. 181, pp. 

213-214; Edgar, Farrar, & Mawani, supra n. 581, at p 822. 
587 E.g. Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.2; Schön et al. Debt and Equity, supra n. 181, pp. 213-

214; Schön Tax Coordination Part III, supra n. 130, at sec. 4.7.4.5.  
588 E.g. Helminen international tax law concept, supra n. 6, at sec. 10.1; Edgar, supra n. 127, at pp. 1104, 1142-1144. 
589 Edgar, supra n. 127, at p. 1142-1143 with plenty of further references provided in FN 143. 
590 Gordon, supra n. 581, at p. 168. 
591 See sec. 2.3.2 and the literature quoted there.  
592 Gordon, supra n. 581, at p. 168. 
593 Id., at p. 169 brings forward three hypotheses: “One hypothesis for the limited response may be that the subsidiaries in high-

tax-rate countries cannot reduce their tax liabilities further, due to no-loss-offset restrictions. Another hypothesis is that reported 

profits of each subsidiary may have real effects, since the same figures reported to the tax authorities may need to be used in 

compensation schemes for employees in the subsidiary. A third hypothesis is that bankruptcy-related costs may depend not only on 

the overall debt-to-capital ratio of the multinational as a whole but also on the debt-to-capital ratio of each subsidiary, as would 

be the case if the parent firm does not guarantee the debts of each subsidiary.“  
594 Which is a result provided by the interchangeability of financing instruments for the shareholder. See, e.g. Edgar, Farrar, & 

Mawani, supra n. 581, at p 821; or Helminen international tax law concept, supra n. 6, at sec. 10.1. 
595 See the discussion and references provided for in sec. 2.2.2.5. 
596 Which is implied in id. To be clear, the shareholder has also other means of reaching such result. Yet, it seems that the provision 

of debt is a relatively convenient form. 
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be difficult for a shareholder to reduce the level of equity investment in a subsidiary.597 The corporate law 

of the source country could, for instance, require Court approval in order for a capital reduction to become 

possible.598 This procedure may be lengthy, costly and, ultimately, not successful.599 For debt, on the other 

hand, this is not required. The subsidiary pays it back – potentially after obtaining finance from other 

parties.600  

Aside from that, intra-group finance is used by MNEs to overcome imperfections in external capital 

markets.601 In countries with weak creditor rights and shallow capital markets affiliates, according to Desai, 

Foley & Hines (2004), borrow less externally and more from parent companies. This suggests that costly 

external borrowing may be substituted for by internal borrowing.602  

2.3 Hybrid Financial Instruments – an economic point of view 

2.3.1. Overview 

In this section, financial instruments will be briefly shed light on from an economic point of view. This 

requires an analysis of different dimensions. The first one will focus on the macroeconomic consequences 

induced by the different tax treatment of debt and equity (sec. 2.3.2.). The second one (sec. 2.3.3.) deals 

with the macroeconomic role of HFIs as a means of finance.  

2.3.2. Impact of the unequal tax treatment of debt and equity  

2.3.2.1. Overview  

In line with what was discussed in sec. 2.2.2.2., empirical research shows that an increase in the CIT rate 

goes, to some extent, in hand with an increase in debt financing.603 The effect is generally stronger in 

                                                
597 P.A. Barnes, Limiting Interest Deductions, in in United Nations Handbook on Selected Issues in Protecting the Tax Base of 

Developing Countries sec. 1.3.2. (A. Trepelkov, H. Tonino & D. Halka eds., United Nations 2017). 
598 Id.  
599 Id. 
600 Id., who also brings forward some accounting reasons to capitalize the subsidiary with equity.  
601 M. Desai, F. Foley & J.R. Hines, A Multinational Perspective on Capital Structure Choice and Internal Capital Markets, 59 J. 

Finance 6, (2004). 
602 Id. Their analysis suggests that “1% higher interest rates due to legal and capital market conditions are associated with 1.3% 

reduced external borrowing and 0.8% greater parent borrowing, as a fraction of total assets.”  
603 E.g. R. Rajan & L. Zingales, What Do We Know about Capital Structure? Some Evidence from International data, 50 J. Finance 

5 (1995) – their findings indicate that firms in countries with high income taxes use debt more extensively. See also Desai, Foley 

& Hines, supra n. 601 who find that higher tax rates increase the use of debt from all sources, whereby internal borrowing shows 

a greater responsiveness to tax rate differences than external borrowing; T. Buettner et al., Taxation and Capital Structure Choice 

– Evidence from a Panel of German Multinationals, 105 Econ. Lett. 3 (2009) come to a similar result; J. Mintz & A.J. 

Weichenrieder, Taxation and the Financial Structure of German Outbound FDI, CESifo Working Paper No. 1612 (2005), find 

large effects for wholly German owned foreign subsidiaries. In the sample period of 1996-2002 an increase in the host countries´ 

tax rate by 1 % lead to an increase in the debt to asset ratio by “some .3 to .57 percentage points”. Notably, a significant effect was 

not found for partially-owned subsidiaries. The results greatly stemmed from intra-company borrowing; see also H. Huizinga, L. 

Laeven & G. Nicodème, Capital structure and international debt shifting, 88 J. Financial Econ. (2008), who, based on a large 

sample of European firms in the 1994-2003 period, find that a firm´s leverage depends on national tax rates and international tax 

rate differences vis-à-vis the parent firm and other subsidiaries; J. Møen et al., International Debt Shifting: Do Multinationals Shift 

Internal or External Debt?, CESifo WP Series No. 3519 (2011), who estimate that external and internal debt shifting are of about 
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countries with high CIT rates, and sectors having high tangible assets to be used as a collateral.604 Focusing 

MNEs it was observed that taxes, first, appear to influence the decision of where to issue new debt.605 

Secondly, it was held that particularly intra-group debt financing seems to react to changes in the tax 

environment.606 This looks to be even more the case with respect to developing countries.607 Both effects 

were also separately evidenced for banks.608 

As a result, one can derive two general implications from the deductibility of interest.609 The first one is 

referred to as “debt bias”. It describes the tax-induced preference of debt over equity financing beyond the 

level that would have been chosen otherwise.610 The second one is so-called “debt shifting”. This refers to 

the reaction of MNEs to differences in the CIT rate by shifting debt to high-tax countries.611 Both of these 

phenomena bring economic problems with them. They will be briefly discussed in the following.612 

2.3.2.2. The debt bias  

The debt bias, potentially, causes two harms.613 The trade-off logic discussed in sec. 2.2.2 provides the basis 

for the first one. It assumes that if debt and equity were taxed the same, firms would (purely) weigh up the 

                                                
equal relevance; See further de Mooij, supra n. 424, who find that: “typically, a one percentage point higher tax rate increases the 

debt-asset ratio by between 0.17 and 0.28.” See also the overview provided for in id., at p. 9.  
604 IMF Note 2016, supra n. 262, at para. 23.  
605 M.P. Arena & A.H. Roper, The effect of taxes on multinational debt location, 16 J. Corp. Finan (2010), who find numerous 

factors playing a role in this process. The relevant part of their conclusion reads: “we find that parent companies that operate in 

favorable (unfavorable) tax environments for corporate debt […] are less (more) likely to issue through foreign subsidiaries located 

in countries with tax rates less (more) favorable for corporate debt. We also show that parent companies domiciled in countries 

that employ dividend imputation or dividend relief are more likely to locate debt through foreign subsidiaries in countries that 

employ the classical dividend tax system. Moreover, we show that corporations with parents domiciled in countries with a tax 

exemption system on repatriated profits are more likely to issue debt through foreign subsidiaries in high corporate tax countries 

than companies with parents domiciled in countries with a tax credit system. Finally, we find that multinational corporations issue 

larger quantities of debt through subsidiaries located in countries that have low withholding taxes on interest income and high 

withholding taxes on dividends with the country where the parent company resides”  
606 Whilst the meta study of de Mooij, supra n. 424 does not support this conclusion – the meta study Feld, Heckemeyer & Overesch, 

supra n. 429, shows a strong tax sensitivity of intercompany debt finance.  
607 See for a brief discussion Collier & Riedel, supra n. 74, at sec. 2.3 and see further their references to, e.g. C. Fuest, S. Hebous 

& N. Riedel, International debt shifting and multinational firms in developing economies, 113 Econ, Lett. 2(2011); E. Crivelli, R. 

de Mooij & M. Keen, Base Erosion, Profit Shifting and Developing Countries, IMF Working Paper 15/118 (2015); reassessed by: 

A. Cobham & P. Jansky, Global Distribution of Revenue Loss from Corporate Tax Avoidance: Reestimation and Country Results, 

30 J. Intl. Dev. 2 (2018), who also provide for country results; see further the references to N. Johannesen, T. Tørsløv & L. Wier, 

Are Less Developed Countries More Exposed to Multinational Tax Avoidance? Method and Evidence from Micro-Data, available 

at http://www.nielsjohannesen.net/wp-content/uploads/FullSubmission_AEJPOL.pdf (accessed 1. Feb. 2019); L. Wier & H. 

Reynolds, Big and Unprofitable? How 10 Firms Cause 50% of The Tax Loss to Tax Havens in South Africa, WIDER working 

paper 2018/111, available at https://www.wider.unu.edu/sites/default/files/Publications/Working-paper/PDF/wp2018-111.pdf 

(accessed 1. Feb. 2019); see also P. Janský & A. Prats, International Profit-Shifting out of Developing Countries and the Role of 

Tax Havens, 33 Dev. Policy Rev. 3 (2015). For general considerations on the capital structure of firms in developing countries see 

L. Booth, V. Aivazian, A. Demirguc-Kunt & V. Maksimovic, Capital Structure in Developing Countries, 56 J. Finance 1 (2001). 
608 Gu, de Mooij & Poghosyan, supra n. 436.  
609 E.g. IMF Note 2016, supra n. 262, at para. 10. 
610 Id.  
611 Id. 
612 See sec. 2.3.3.2. and sec. 2.3.3.3. 
613 See for a more detailed discussion, further references and a critical review of the arguments subsequently presented below: 

Becker & Dwenger, supra n. 242, at sec. 3.1. 
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advantages and disadvantages of different financing sources and choose an optimal financing mix.614 If 

debt, on the other hand, is preferably taxed compared to equity, the firm will issue more debt than under 

neutral taxation.615 Thus, it is inefficiently financed.616  

This argument has, however, some limitations.617 In fact, the trade-off logic presupposes the existence of 

market imperfections.618 At the same time, the presence of market imperfections implies that absent tax 

distortions the financing mix is not efficient either.619 Furthermore, there is empirical evidence for highly 

profitable firms having the least debt.620 This clearly goes against the trade-off theory.621 If this trade-off 

process is not fully in place then arguing for a financing neutrality based on it becomes more difficult.622 

Nevertheless, one can, at least, submit that if corporate finance structures were efficient in the absence of 

tax, the debt bias changes that.623 

The second concern is the negative effect of the debt bias on macroeconomic financial stability.624 High 

debt financing can increase the vulnerability of firms in case of an adverse shock and amplify liquidity 

constraints after a shock.625 The default of firms can also spill over to others, enlarging aggregate 

fluctuations in the economy.626 Recessions appear more frequently when debt levels are high.627 Especially 

in the financial sector, excessive debt financing can create severe distortions.628 If a bank fails, this goes in 

hand with strong externalities.629 In this connection contagion effects in the financial system and its 

                                                
614 Id. 
615 Id. 
616 E.g. id; See also Fatica, Hemmelgarn & Nicodème, supra n. 502, at p. 10, who underline that the tax deductibility of interest 

payments leads to debt financed investments bearing a negative effective marginal tax rate, implying that marginal investment 

projects which would not have been profitable in absence of taxation, become profitable due to this de facto subsidy. That may go 

in hand with a substantial distortion in allocation efficiency. 
617 See in more detail: Becker & Dwenger, supra n. 242 at, sec. 3.1. 
618 Such as, e.g. asymmetric information. See for that: id. 
619 See id., who also refer to the discussion in: A.J. Weichenrieder, Steuern und die Empirie der Unternehmensfinanzierung, 

available at https://www.researchgate.net/publication/228676326_Steuern_und_die_Empirie_der_Unternehmensfinanzierung 

(accessed 17. May 2017).  
620 Brealey, Myers & Allen, supra n. 197, at ch 18, referring to J.K. Wald, How Firm Characteristics Affect Capital Structure: An 

International Comparison, 12 J Financ Res 2 (1999). 
621 Brealey, Myers & Allen, supra n. 197, at ch. 18 
622 Compare, e.g. Becker & Dwenger, supra n. 242 at, sec. 3.1. 
623 IMF Note 2011, supra n. 264, at p. 12. This causes a welfare loss. See in this context also the discussion and references provided 

for in 3.2.2.2.2.  
624 E.g. IMF Note 2011, supra n. 264, at pp. 12-13; Becker & Dwenger, supra n. 242 at, sec. 3.1; comprehensively see IMF Note 

2016, supra n. 262. 
625 IMF Note 2016, supra n. 262, at para. 22. 
626 Id. referring to: D. Acemoglu et al., The Network Origins of Aggregate Fluctuations, 80 Econometrica (2012), who focus 

intersectoral input-output relations. 
627 IMF Note 2016, supra n. 262, at para. 22, under reference to D. Sutherland et al., Debt and Macroeconomic Stability, OECD 

Economics Department Working Papers No. 1003 (2012); J. Bianchi, Overborrowing and Systemic Externalities in the Business 

Cycle, 101 Am. Econ. Rev. (2011), argues that overborrowing increases the probability of a crisis considerably and magnifies its 

incidence. See also IMF Note 2011, supra n. 264, at p. 13. 
628 IMF Note 2016, supra n. 262, at para. 16. 
629 Id. 
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consequences for the real economy, plus the cost of public bailouts are to be mentioned.630 An increase in 

leverage causes an increase in systemic risk631 – and a systemic banking crisis can be very costly.632 These 

considerations also apply to non-bank financial institutions.633  

Tax systems usually have rules in place that mitigate the debt bias.634 In this regard, an important role is 

played by personal income taxes. Set at the right rate they can even can eliminate it.635 In a world without 

capital controls it is, however, not clear from the outset who the investor is.636 The tax payable by it can be 

very different.637 For some investors personal income taxes matter. For others they do not.638 In this context, 

also WHT has to be taken into account. It can, likewise, mitigate the debt bias.639 Thereby the fate of the 

WHT in the residence state is decisive: If it is fully creditable, there is no separate effect. The total tax 

burden does not change.640 If it is, on the other hand, not then the WHT can become relevant.641 Foremost, 

this is an issue for tax-exempt investors and financial institutions.642  

                                                
630 Id. under reference to F. Allen, A. Babus, E. Carletti, Financial Crises: Theory and Evidence, available at 

http://citeseerx.ist.psu.edu/viewdoc/download?doi=10.1.1.613.1694&rep=rep1&type=pdf (accessed 17. May 2017); C.M. 

Reinhart & K.S. Rogoff, This Time is Different – Eight Centuries of Financial Folly ch. 1 (Princeton University Press 2009).  
631 T. Adrian & M.K. Brunnermeier, CoVar, NBER Working Paper 17454 (2011); see also the discussion of id. in Fatica, 

Hemmelgarn & Nicodème, supra n. 502, at p. 9. 
632 IMF Note 2016, supra n. 262, at para. 16, referring to L. Laeven & F. Valencia, Systemic Banking Crises Database: An Update, 

IMF Working Paper (2012). 
633 Which are referred to as “shadow banks” in IMF Note 2016, supra n. 262, at para. 16. In id., they are described as “a broad 

group of bank-like financial intermediaries financed from sources other than deposits (such as money market funds), e.g., leasing 

and factoring companies, hedge funds, insurance companies, pension funds, etc. Some of these institutions can perform roles in 

the financial system very similar to banks, in, e.g., maturity transformation, risk sharing and the provision of liquidity.” 
634 See in good detail, id., at paras. 24-44, which includes examples of what is implemented where.  
635 E.g. Becker & Dwenger, supra n. 242, at sec. 1.; IMF Note 2016, supra n. 262, at para.12. 
636 Becker & Dwenger, supra n. 242 at, sec. 1. 
637 Compare id., who underline that the investor may be resident in a tax haven, or, by means of its institutional status, be tax-

exempt. 
638 Compare id. and see P.B. Sørensen, Taxation and the Optimal Constraint on Corporate Debt Finance: Why a Comprehensive 

Business Income Tax is Suboptimal, 24 Int Tax Public Finance 5, sec. 6 (2017) [hereinafter Sørensen Optimal Constraint] who 

submits that the “bulk” of corporate finance is provided by international investors and tax-exempt institutional investors. See also 

supra n. 418. 
639 E.g. Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.2.; Schön et al. Debt and Equity, supra n. 181, at pp. 204-

206.  
640 On the credit method see, e.g. OECD Model Tax Convention on Income and on Capital: Commentary on Article 23 paras. 15, 

16, 23-27, 57-69 (27 Nov 2017), Models IBFD; or, e.g. Jacobs, Endres & Spengel, supra n. 181, at pp. 11-16, 49-50; see also the 

discussion and references provided for in sec. 3.2.2.3.2.2.  
641 Compare id. If the receiver is in a loss situation, the missing (explicit) tax liability on the item of income usually means that the 

WHT is not creditable. In states where the tax credit cannot be carried forward, the WHT becomes permanent under such 

circumstances. Austria constitutes an example for such state. See, e.g S. Bendlinger, DBA als Rechtsgrundlage für den 

Anrechnungsvortrag, 25 SWI 4 (2015); V. Englmair, Art. 23B Anrechnungsmethode, in DBA 1st ed. paras. 92-93 (D. Aigner, G. 

Kofler & M. Tumpel eds., Linde 2016); see further: Jacobs, Endres & Spengel, supra n. 181, at pp. 55-57, who in id., at p. 57 

include examples of countries that, subject to certain limitations, allow the credit to be carried forward and, subject to stricter 

limitations, to be carried backward. See also the discussion and references provided for in sec. 3.2.1.3.2.2. 
642 Compare, in essence, the sources provided for in supra n. 637-638 and see the discussion and references provided for in sec. 

3.2.2.3.2.2.  
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Other measures that mitigate the debt bias are interest limitation rules.643 Their influence on the financing 

decision is empirically evidenced.644 Attention has to be paid to the scope of the rule: Thin capitalisation 

rules covering only internal debt caused a reduction in the debt ratio of the affiliated companies.645 

However, it was also found that in such circumstances taxpayers tend to substitute internal debt with 

external debt.646 Regarding third party debt, a recent IMF study (2016) concluded that only thin 

capitalisation rules covering both, internal and external debt, lead to a reduction in the external debt ratio.647  

Earning stripping rules, on the other hand, are more suitable to combat debt shifting.648 The structural 

financial distress is not related to interest expense relative to the EBITDA, but to high debt ratios.649 The 

interest to earnings ratio can be much more volatile.650 Notably, also firms with temporarily low earnings 

might be caught by an earning stripping rule.651 This can strengthen financial constraints during periods of 

weak cash flow and enlarge business cycle contractions.652 Thus, these rules may even create a new source 

of financial distress.653 

Besides, the equal treatment of debt and equity can overcome the debt bias. This is possible, either by 

allowing a deduction for equity remunerations (ACE), or by denying the deductibility for debt 

remunerations (CBIT).654 The introduction of ACE regimes proved to affect the financing decision.655 

                                                
643 E.g. Schön Eigenkapital und Fremdkapital, supra n. 181, at sec 3.5.2.; Schön et al. Debt and Equity, supra n. 181, at pp. 205-

206. 
644 M. Overesch & G. Wamser, German Inbound Investment, Corporate Tax Planning, and Thin-Capitalization Rules - A 

Difference-in-Difference Approach, Discussion Paper No. 06-075 – ZEW (2006), available at ftp://ftp.zew.de/pub/zew-

docs/dp/dp06075.pdf (accessed 8. May 2017); T. Buettner et al., The Impact of Thin-Capitalization Rules on the Capital Structure 

of Multinational Firms, 96 J. Pub. Econ. 11 (2012); J. Blouin et al., Thin Capitalization Rules and Multinational Firm Capital 

Structure, IMF WP No. 14/12 (2014); IMF Note 2016, supra n. 262, at paras. 28-29 and annex IV.  
645 E.g. IMF Note 2016, supra n. 262, at para. 28. Compare also the references provided for in supra n. 644. 
646 Building on the German thin capitalisation rule and its 2001 reform: G. Wamser, The Impact of Thin-Capitalization Rules on 

External Debt Usage – A Propensity Score Matching Approach, Ifo Working Paper No. 62 (2008); T. Buettner et al., supra n. 603.; 

compare, besides, the discussion in IMF Note 2016, supra n. 262, at para. 28, annex IV. 
647 IMF Note 2016, supra n. 262, at para. 29, annex IV. The IMF seems to refer cumulatively to fixed debt-equity rules, earnings 

stripping rules and arm´s length rules as “thin capitalisation rules”. 
648 Id., at paras. 27, 31. By 2024 EU Member States have to implement an “earnings-stripping” rule. See in more detail the 

discussion in sec. 5.3.2.2. On macroeconomic dimensions of debt shifting, see sec. 2.3.3.3.; Note that some earnings stripping rules 

were also found to decrease the debt/equity ratio of firms that are in its scope. See under reference to the Austrian sec. 12(1)(10) 

KStG M. Petutschnig, Die Auswirkung von § 12 Abs 1 Z 10 KStG auf die Fremdkapital-Quoten österreichischer 

Kapitalgesellschaften, 71 ÖStZ 24 (2018), who states: „Die empirische Analyse der Einführung des § 12 Abs 1 Z 10 KStG zeigt 

einen eindeutigen Trend dahin gehend, dass die Zinsabzugsbeschränkung bei jenen österreichischen Kapitalgesellschaften, die 

potenziell davon erfasst sind (konzernzugehörig, gewinnerzielend, zinszahlend) eine Reduktion der FK-Quote bewirkt hat. Während 

in den Jahren vor Einführung 2011-2013 ein stetiger Anstieg der FK-Quoten zu erkennen ist, ist ab dem Jahr 2014 eine 

Trendumkehr erkennbar, die auf die Einführung von § 12 Abs 1 Z 10 KStG zurückzuführen ist.“ 
649 IMF Note 2016, supra n. 262, at paras. 27-30. 
650 Id., at para. 30. 
651 Id. The data of the IMF shows that: “[…] that 80 percent of the firms that are restricted by the EBITDA rule are not thinly 

capitalized […] [and] that 9 percent of the firms that are not restricted by the EBITDA rule are in fact thinly capitalized.” 
652 Id. 
653 Id. 
654 See already the discussion and references provided for in sec. 2.5.1.1. 
655 In more detail see IMF Note 2011, supra n. 264, at pp. 16-19; IMF Note 2016, supra n. 262, at para. 37. See further the references 

provided for immediately below. 
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Princen (2012)656 and Hebous & Ruf (2015)657 discovered significant reductions in debt ratios caused 

through the ACE.658 Such an effect was, similarly, found for Belgian banks, who are subject to an ACE 

regime.659,660 

2.3.2.3. Debt Shifting 

Debt shifting happens by lending from affiliates resident in low tax countries to affiliates resident in high 

tax countries.661 Unlike the above described debt bias, debt shifting appears to have only a limited impact 

on macroeconomic stability.662 Yet, debt shifting itself creates a deadweight loss in the form of 

implementation costs.663 Further welfare costs are inherent in the deviation from the capital structure the 

firm would have chosen in absence of tax incentives to deviate from it.664  

2.3.3. Hybrid Financial Instruments – an alternative source of financing  

Bank lending is an important source of finance – especially for small and medium sized enterprises 

(SMEs).665 However, it is not always the most suitable way to satisfy an existing financing need.666 This 

can result in a financing gap.667 Given these issues are most pressing with respect to newer, innovative and 

fast growing companies, this financing gap has also been referred to as “growth capital gap”.668 

Furthermore, the resulting excessive debt financing imposes a cost on businesses.669 Companies that have 

already a considerable amount of debt tend to face higher interest rates on new loans.670   

                                                
656 S. Princen, Taxes Do Affect Corporate Financing Decisions: The Case of Belgian ACE, CESifo Working Paper No. 3713 

Munich (2012).  
657 S. Hebous & M. Ruf, Evaluating the Effects of ACE Systems on Multinational Debt Financing and Investment, CESifo Working 

Paper No. 5360 Munich (2015).  
658 See for the references: IMF Note 2016, supra n. 262, at para. 37. 
659 Id., referring to: G. Schepens, Taxes and Bank Capital Structure, 120 J. Financial Econ. (2016); For a review of studies on ACE 

see also de Mooij & Deveraux, supra n. 269, at sec. 2.1; See further: F. Panier et al., Capital Structure and Taxes: What Happens 

When You (Also) Subsidize Equity?, available at https://www.bis.org/events/confresearchnetwork1603/perez_gonzalez.pdf 

(accessed 18 Mar. 2019).  
660 As mentioned above, a full CBIT system is not yet in place. Empirical studies measuring its effect are, hence, not available. See 

for that de Mooij & Deveraux, supra n. 269, at sec. 2.2, who, however, refer to the study of: D.M. Radulescu & M. Stimmerlmayr, 

ACE versus CBIT: Which is better for investment and welfare?, CESifo Economic Studies 53 (2007). They estimate that in Germany 

the introduction of a pure CBIT would lead to an increase in the cost of capital of around 10% for corporations and a GDP drop of 

5,3%, inducing welfare costs of 0,7 percent of GDP. 
661 IMF Note 2016, supra n. 262, at para. 10.  
662 Id., at para. 11 – referring to: Huizinga, Laeven & Nicodème, supra n. 603. See also the discussion and references provided for 

in sec. 2.3.2.2. 
663 Id., at p. 14.; see also the discussion and references provided for in sec. 3.2.2.1., as well as 3.2.2.2.2.-3.2.2.2.3., and 4.3. 
664 Id.  
665 Compare with respect to the EU, e.g. European Commission, COM(2015) 63 final – Green Paper – Building a capital markets 

union p. 8 (Commission 2015) [hereinafter European Commission Building a capital markets union], who note that capital markets 

are developed differently; see also OECD Alternative Finance Report, supra n. 538, at para. 34. 
666 OECD Alternative Finance Report, supra n. 538, at para. 35. 
667 Id. 
668 Id. 
669 Id. 
670 Id. see also the discussion and references provided for in sec. 2.2.2.3.  
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An effective financial system can supply financial resources to a broad range of companies that are in 

different circumstances and is able to channel wealth from different sources to businesses.671 In this context, 

also institutional investors and other non-bank actors – including wealthy individuals –play a role.672  

As such, it is recognised that additional sources of funds are needed.673 Especially in presence of bank credit 

constraints, this is of increased macroeconomic importance.674 Businesses in need of financial resources 

should be provided with a broader range of financing instruments.675 HFIs are one, among many other, 

options that can be of relevance in this context.676 As already outlined in sec. 2.2.4., certain companies may, 

sometimes, find it attractive to raise funds via issuing a HFI.677 Promoting this is a clear policy goal of the 

OECD.678 Ultimately, it should enable the relevant enterprises to continue to contribute to growth, 

innovation and employment.679 

3. Tax policy considerations – guiding principles for company taxation 

3.1. Overview and justification of limitations 

The imposition of income taxes serves (at least) three functions.680 First, they raise revenue.681 Secondly, 

they redistribute.682 Thirdly, they regulate taxpayers’ behaviour.683 In designing a tax system, a legislator 

has to make numerous choices. They are of interest for both lawyers and economists.684 The development 

of guiding principles for company taxation started already as early as in the 18th century by the work of 

                                                
671 OECD Alternative Finance Report, supra n. 538, at para. 39. 
672 Id. 
673 E.g. id., at para. 38; or European Commission Building a capital markets union, supra n. 665, at p. 5.  
674 OECD Alternative Finance Report, supra n. 538, at paras. 37-38. 
675 Id., at para. 38. 
676 In more detail see the elaborations in id., at paras 285-326; see also OECD, Alternative Financing Instruments for SMEs and 

Entrepreneurs: The Case of Mezzanine Finance para. 192 (OECD 2013); The OECD Alternative Finance Report, supra n. 538, 

also discusses other financing techniques. See id., at ch. 3 for “asset based financing”, id., at ch. 4 for “alternative debt”, id., at ch. 

5 for “crowdfunding”, as well as, id.. at ch. 7 for “equity”. See also id., at para. 47.  
677 See the discussion and references provided for in sec. 2.2.4. 
678 OECD Alternative Finance Report, supra n. 538, at para. 43-44. 
679 Id., at para. 38. 
680 R.S. Avi-Yonah, The Three Goals of Taxation, 60 Tax L. Rev. 1, pp. 3-4 (2006) [hereinafter Avi-Yonah Three Goals]; Following 

this view, e.g. F. Debelva, Fairness and International Taxation: Star-Crossed Lovers?, 10 World Tax J. 4, sec. 1 (2018), Journals 

IBFD; Compare also: L. Kaplow, The Theory of Taxation and Public Economics ch. 1 (Princeton University Press 2011); D.G. 

Duff, Tax Fairness and the Tax Mix p. 2 (The Foundation of Law, Justice and Society 2009); further this seems to be shared by B. 

Galle, Tax Fairness, 65 Wash. & Lee L. Rev., p. 1327 (2008).  
681 See Avi-Yonah Three Goals, supra n. 680, at pp. 5-10.  
682 See id., at pp. 10-22.  
683 See id., at pp. 22-25. 
684 So, e.g. J. Lang, § 8 Einführung in das besondere Steuerschuldrecht, in Steuerrecht 20th ed. para. 1 (K. Tipke & J. Lang eds., 

O. Schmidt 2010) [hereinafter Lang Einführung]. 
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Adam Smith.685,686 Largely drawn on his maxims, the current triumvirate tax-policy makers frequently refer 

to is: (i) equity, (ii) efficiency and (iii) administrability.687  

Understanding these building blocks, as well as the trade-offs existing between them,688 is crucial for the 

analysis of approaches against tax arbitrage with HFIs from a multidisciplinary perspective. They will be 

discussed in sec. 3.2.1-3.2.3. In each case a very brief introduction into the wealth of relevant literature will 

be given. After this “traditional presentation”, the author changes the view towards what is needed for this 

thesis. This chapter forms the basis for the “problem definitions” provided for in chapter 4. Readers 

sufficiently familiar with the guiding principles for company taxation can skip chapter 3 and continue 

reading in chapter 4. 

3.2. Guiding principles of company taxation   

3.2.1. Equity 

3.2.1.1 Overview 

To the extent necessary for this study,689 the below sections will elaborate on the essentials of equity as a 

tax policy principle. Thereby the following differentiation will be made. Sec. 3.2.1.2. will deal with equity 

between taxpayers, i.e. so called inter taxpayer equity. Thereupon, in sec. 3.2.1.3., the focus is changed to 

equity between nations. This is the field of so called inter nation equity. 

                                                
685 A. Smith, An Inquiry into the Nature and Causes of the Wealth of Nations pp. 825-827 (Oxford: Oxford University Press Vol. 

2 (Reprint) 1976).  
686 C. Brokelind, The Evolution of International Income Tax Law Applied to Global Trade, 34 Intertax 3, sec. 4 (2006); M. Stewart, 

The Tax State, Benefit and Legitimacy, in Studies in the History of Tax Law pp. 484-488 (P. Harris & D. de Cogan eds., Hart 

Publishing 2015); Referring to various philosophical forerunners of Smith: J. Frecknall-Hughes, The Theory, Principles and 

Management of Taxation p. 21 (Routledge 2015); Lang Einführung, supra n. 684, at paras. 2-3; See for a comprehensive analysis, 

especially from a German point of view in id., paras. 1-18. 
687 E.g. R.M. Bird & J.S. Wilkie, Designing tax policy: constraints and objectives in an open economy, 11 eJournal of Tax Research 

3, p. 286 (2013); Avi-Yonah Three Goals, supra n. 680, at p. 1; D. Hyman, Public Finance - A Contemporary Application of Theory 

to Policy 10th ed. ch. 10 (South-Western, Cengage Learning 2011); referring to simplicity, instead of administrability, e.g. Stewart, 

supra n. 686, at p. 487: Bärsch, supra n. 155, at sec. 3.1.; Frecknall-Hughes, supra n. 686, at p. 25 framed them into: 

equity/proportionality, certainty, convenience and efficiency.  
688 Debelva, supra n. 680, at sec. 1. The literature on this topic is vast. This thesis will not go deeper than what is needed for the 

analysis starting from ch. 4. See already sec. 1.5. For more detailed discussions see, e.g. Schön Tax Coordination Part I, supra n. 

130; Bird & Wilkie, supra n. 687; or the overview in Bärsch, supra n. 155, at ch. 3. 
689 To be clear, discussions on equity – according to Vogel – have been held for two thousand years. See for that: K. Vogel, 

Worldwide vs. source taxation of income – A review and re-evaluation of arguments (Part I), 16 Intertax 8-9, p. 216 (1988) 

[hereinafter Vogel Part I]. This thesis will not go deeper than what is needed for the analysis starting from ch. 4. See already sec. 

1.5. Those interested in more detailed elaborations, including further references, are especially referred to, e.g. Schön Tax 

Coordination Part I, supra n. 130; I.J.J. Burgers & I.J. Mosquera Valderrama, Fairness: A Dire International Tax Standard with 

No Meaning?, 45 Intertax 12, p. 768 (2017) [hereinafter Burgers & Mosquera Valderrama Fairness]; Debelva, supra n. 680; K. 

Vogel, Worldwide vs. source taxation of income – A review and re-evaluation of arguments (Part III), 16 Intertax 11 (1988) 

[hereinafter Vogel Part III]; W. Barker & H. Vording, The relevance of a concept of tax, in The Concept of Tax in EU Member 

States (B. Peeters et al., eds.EATLP 2005), available at 

http://www.eatlp.org/uploads/public/part_I_concept_of_tax_in_eu_member_states_05_05_09.pdf) (accessed on 3 Aug 2017); An 

overview is also given by, e.g. Bärsch, supra n. 155, at ch. 3; C. Peters, On the Legitimacy of International Tax Law sec. 4.3.1. 

(IBFD 2014), Online Books IBFD [hereinafter Peters Legitimacy] 
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3.2.1.2. Inter taxpayer equity 

3.2.1.2.1. The traditional presentation  

In a tax policy context, equity can be said to equal fairness.690 Fairness underpins income tax.691 In the first 

place, it deals with normative questions.692 Secondly, fairness – or the perception of it existing – has 

economic dimensions, too.693  

Studying multidisciplinary literature on inter taxpayer equity yields two insights: First, fairness, ultimately, 

is a philosophical notion.694 It not possible to prove or disprove something to be equitable in the same way 

as this can be done in exact sciences.695 A consensus in explaining, or paraphrasing,696 equity seems 

unreachable, given the great importance of personal values involved in the discussion.697  

Second, there is massive thought put into challenging (and defending) traditional conceptions of equity.698 

This discussion, which appears to come from virtually all sides dealing with taxation,699 predominantly 

                                                
690 A. Miller & L. Oats, Principles of International Taxation 3rd ed. para. 1.6 (Bloomsbury Professional 2012).  
691 K. Holmes, The Concept of Income – A multidisciplinary analysis p. 14 (IBFD 2000), Online Books IBFD [hereinafter Holmes 

Concept of Income].  
692 E.g. id, at pp. 14-19; Debelva, supra n. 680, at sec. 1; J. Lang, § 4 Rechtsstaatliche Ordnung des Steuerrechts, in Steuerrecht 

20th ed. paras. 60-123 (K. Tipke & J. Lang eds., O. Schmidt 2010) [hereinafter Lang Rechtsstaatliche Ordnung]; H.P. Gaisbauer, 

G. Schweiger & C. Sedmak. Outlining the Field of Tax Justice, in Philosophical Explorations of Justice and Taxation ch. 1 (H.P. 

Gaisbauer, G. Schweiger & C. Sedmak eds., Springer 2015); see also Stewart, supra n. 686, at pp. 483-515. 
693 When, for instance, the system as a whole is perceived as being fair, taxpayers are more inclined to contribute to it. See for that: 

E. Kirchler, E. Hoelzl & I. Wahl, Enforced versus voluntary tax compliance: The ‘‘slippery slope’’ framework, 29 J. Econ. Psychol. 

(2008); referring thereto: Debelva, supra n. 680, at sec. 1. See further going id., at sec. 2 as well as Burgers & Mosquera Valderrama 

Fairness, supra n. 689, who conclude in sec. 4“Fairness in taxation has an economical, juridical, philosophical and political 

perspective. Our analysis shows that whereas [Non-Governmental Organizations] primarily perceive fairness from a philosophical 

perspective and associations of tax advisers address fairness as justice, [International Organizations], [Supranational 

Organizations], governments and an organization of tax administrators (ATAF) primarily approach fairness from an economic 

perspective. Revenue issues, tax competition issues and costs of tax administrations are their primary focus.” 
694 Compare also c, at p. 17; Vogel Part III, supra n. 689, at p. 393; but see the more differentiated elaboration in Burgers & 

Mosquera Valderrama Fairness, supra n. 689, at sec. 2; and Debelva, supra n. 680, at sec. 2, who discuss a political and juridical 

approach to fairness. See also supra n. 700. 
695 Vogel Part III, supra n. 689, at p. 393; compare also: J.D. Rolim, Proportionality and Fair Taxation sec. 1.3 (Kluwer 2014); 

compare also Holmes Concept of Income, supra n. 691, at p. 17. 
696 As indicated to be the adequate verb in Vogel Part III, supra n. 689, at p. 393. 
697 Compare, e.g. R.A. Musgrave, Horizontal Equity, Once More, 43 Nat´l Tax J., pp. 114-117 (1990) [hereinafter Musgrave 

Horizontal Equity], who, after reviewing key theories of distributive justice, indicates his doubts of them being capable to be ranked 

in an objective fashion given values are involved on which individuals may differ. A consensus view on what is fair may also 

change via time: See already E.R.A. Seligman, Essays in Taxation p. 1 (Macmillan 1895) Holmes Concept of Income, supra n. 

691, at p. 15; See also Gaisbauer, Schweiger & Sedmak, supra n. 692, at ch. 1.; See further: J. Alm & B. Torgler, Culture differences 

and tax morale in the United States and Europe, 27 J. Econ. Psychol. 2, pp. 224-246 (2006) who indicate that tax moral differs 

significantly and systematically among countries 
698 See for an overview, e.g. J.R. Repetti & D.M. Ring, Horizontal Equity Revised, 13 Fla. Tax Rev. 3, pp. 135-155 (2013).  
699 Compare, e.g. the philosophers: L. Murphy & T. Nagel, The Myth of Ownership: Taxes and Justice (Oxford University Press 

2002); K.A. Kordana & D.H. Tabachnik, Tax and the Philosopher´s Stone, 89 Va. L. Rev, pp. 647-678 (2003) – who analyse the 

first mentioned contribution; the lawyers: Repetti & Ring, supra n. 698; D. Elkins, Horizontal Equity as a Principle of Tax Theory, 

24 Yale Law & Policy Review 1, pp. 43-90 (2006); I.K. Lindsay, Tax Fairness by Convention: A Defense of Horizontal Equity, 19 

Fla. Tax Rev. 2, pp. 79-119 (2016); the economist R.A. Musgrave, The Theory of Public Finance p. 160 (McGraw-Hill 1959) 

[hereinafter Musgrave Public Finance]; Musgrave Horizontal Equity, supra n. 697; R.A. Musgrave, Horizontal Equity: A Further 

Note, 1 Fla . Tax Rev. 6 (1993) [hereinafter Musgrave Further note]; as well as the legal theorist L. Kaplow, Horizontal Equity in 

Search of a Principle, 42 Nat´l Tax J. 2 (1989); [hereinafter Kaplow Horizontal Equity]; L. Kaplow, A Note on Horizontal Equity, 
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focuses the well-known notions of horizontal equity (equals should be treated alike)700 and vertical equity 

(an appropriate distinction should be made in the treatment of people not alike).701 At its core, the question 

is about the role these concepts play in tax policy.702 Do these principles have their own significance in this 

context, or not?  

Those who answer the above question negatively tend do so by invoking “higher” principles to which tax 

policy has, finally, to contribute.703 Thereby so called distributive theories developed in moral and political 

theory are decisive.704,705 The conception of distributive justice existing on this level determines fairness in 

taxation.706 Attacking something as being unjust must happen directly by examining the theory of justice 

that guides all government functions, so taxing and spending.707,708 Contrary to that, some scholars do assert 

horizontal equity, and so necessarily also vertical equity,709 to have a meaning in tax policy.710 Therefore, 

in the process of designing a tax system this has, for some reason, to be paid attention to.711  

3.2.1.2.2. Relevance for the thesis 

The ultimate answer to the above discussion must be left open here. Yet, there are good arguments that 

justify further investigations based on horizontal equity.712 In this context, especially the contribution made 

by Lindsay (2016) is helpful.713 If people agreed on principles of justice and the relevant facts, she argues, 

                                                
1 Fla. Tax Rev. 3 (1992) and summarizing this important discourse: P.R. McDaniel & J.R. Repetti, Horizontal Equity and Vertical 

Equity: The Musgrave/Kaplow Exchange, 1 Fla. Tax Rev. 10 (1993). 
700 Repetti & Ring, supra n. 698. at p. 136; referring to: Musgrave Public Finance, supra n. 699, at p. 113; Kaplow Horizontal 

Equity, supra n. 699, at pp. 140-141. 
701 Id. 
702 Compare, e.g. the overview in Repetti & Ring, supra n. 698.  
703 See in more detail: Lindsay, supra n. 699, at pp. 85-91; for a concise overview of the “philosophical approach to taxation” see 

Burgers & Mosquera Valderrama Fairness, supra n. 689, at sec. 2.2., as well as, e.g. their reference to S. Fleischacker, A Short 

History of Distributive Justice (Harvard University Press Sept. 2005). 
704 Compare, e.g. Murphy & Nagel, supra n. 699, ch. 2.  
705 See in for a detailed elaboration thereon esp. id., at ch. 3. 
706 Compare id.; and Kordana & Tabachnik, supra n. 699, at p. 654.  
707 Murphy & Nagel, supra n. 699, ch. 2; Repetti & Ring, supra n. 698. at p. 144. 
708 If, say, the Rawlsian difference principle is followed, then any tax measure that helps achieving this outcome is a good one. 

Compare: Lindsay, supra n. 699, at p. 83; Kordana & Tabachnik, supra n. 699, at p. 652-654; For the difference principle see J. 

Rawls, A Theory of Justice ch. 2 (Harvard University Press 1971); Utilitarians, to use another one, will argue that tax law should 

maximise aggregate welfare. Compare Lindsay, supra n. 699, at p. 83; for the origins of utilitarianism see J. Bentham, An 

Introduction to the Principles of Morals and Legislation (Clarendon Press 1907). 
709 If equals are treated equal, then unequals must – consequently – be treated unequal. Note that this logic was also used in denying 

horizontal equity to have an independent meaning. See in more detail: McDaniel & Repetti, supra n. 699, at pp. 607-619.  
710 See, e.g. Lindsay, supra n. 699, at p. 83; Musgrave Public Finance, supra n. 699; Musgrave Horizontal Equity, supra n. 697; 

Musgrave Further note, supra n. 699; Kordana & Tabachnik, supra n. 699, at p. 647-663; See also the discussion in Repetti & 

Ring, supra n. 698, 145-154 regarding the attempts of scholarship to find other roles for horizontal equity. See further: Debelva, 

supra n. 680, at sec. 3.1.1., and also the reference in id., at sec. 2 to Aristotle, Nicomachean Ethics 1131-1131a; with respect to the 

latter see also Elkins, supra n. 699, at pp. 72-73. 
711 Which is implied by this. Compare, again, the overview provided in Repetti & Ring, supra n. 698. 
712 Notably leaving open the above question as to whether it is a separate principle of tax policy. If it is not a principle, then it can 

still serve different roles, e.g. being a process requirement or ensuring an even-handed enforcement. See for that the discussion in 

Repetti & Ring, supra n. 698, at pp. 145-154; see also Galle, supra n. 680; Dodge Mark-to-Market, supra n. 191.; J. Dodge, 

Theories of Tax Justice: Ruminations on the Benefit, Partnership, and Ability-to-Pay Principles, 58 Tax L. Rev. (2005).  
713 Lindsay, supra n. 699, especially at pp. 83-84, 112-119. 
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there would be no need for tax equity norms. However, whenever this is not the case horizontal equity has 

a valuable function in tax policy.714 Lindsay underlines that “horizontal equity is a fairness norm useful for 

structuring compromises between people who disagree about ideal principles of tax justice or about the 

empirical consequences of tax policy.”715 For her, horizontal equity plays two roles in practice.716 First, 

taxpayers tend to view more horizontally equitable tax policies as more legitimate.717 Second, horizontal 

equity may be a focal point for bargaining in tax reform.718  

The relevance of this concept in reality has, not least, been emphasised in the aftermath of the recent 

financial crisis. As held in the final declaration of the 2013 G20 summit in St. Petersburg:  

“In a context of severe fiscal consolidation and social hardship, in many countries ensuring that all 

taxpayers pay their fair share of taxes is more than ever a priority. Tax avoidance, harmful practices and 

aggressive tax planning have to be tackled. “719  

Common sense suggests that the notion of “fair share” as used in this communique has to be understood in 

horizontal equity terms.720 What is more, there are good reasons to assume that relying on this term 

happened with a view to (i) increase the legitimacy of the tax system as such and (ii) to be a starting point 

for further work on revamping it.721 This finds strong support in the two goals of the OECD/G20 BEPS 

Action Plan, which was endorsed at this occasion.722 In fact, the report aims to “restore confidence in the 

[tax] system”,723 and to “ensure that profits are taxed where economic activities take place and value is 

created”.724 

                                                
714 Id., at p. 84 – so whenever there is a moral or empirical disagreement over tax policy. Further, she adds in id: “Proponents and 

opponents of redistributive taxation can agree that at any given level of redistribution, they will each be better off if taxes are 

horizontally equitable. Tax equity norms can thus prevent conflict over tax policy from generating a wasteful patchwork of narrow 

taxes and tax subsidies. They also can structure tax reform bargains in which people with ideological disagreements agree to 

reduce tax rates while expanding the tax base.“ 
715 Id., at p. 85. 
716 Id., at p. 111. 
717 Id., at p. 111. See also the following discussion in id., at pp. 111-115.  
718 Id., at p. 111. See also the following discussion in id., at pp. 115-118. 
719 G20 St. Petersburg, supra n. 15, at para. 50. 
720 At least there are no indicators to the contrary, i.e. there are no signs of higher distributional theories having been discussed in 

this context at the summit. Thus, the reference to fair taxation is unlikely to have been meant to be a contribution to a tax system 

that is fair in, say, the view of a Rawlsian.  
721 Which is precisely what Lindsay, supra n. 699, at p. 111 argued. 
722 G20 St. Petersburg, supra n. 15, at para. 50. 
723 OECD, OECD/G20 Base Erosion and Profit Shifting Project Explanatory Statement para. 1 (OECD 2015) [hereinafter OECD 

Explanatory Statement]. Compare also the speech delivered by the OECD Secretary-General Angel Gurría at the G20 Ankara 

Meeting of Finance Ministers and Central Bank Governors stating: “Let’s be crystal clear: What is at stake is to restore the 

confidence of your people in the fairness of our tax systems”. The speech is available at 

http://www.oecd.org/g20/topics/taxation/g20-ankara-meeting-of-finance-ministers-remarks-at-session-on-international-tax-

issues.htm (accessed 10. Jul 2018). See also OECD, Policy Brief – Taxing Multinational Enterprises: Base Erosion Profit Shifting 

p. 1 (OECD 2015) [hereinafter OECD Policy Brief]; Notably, this is also underlined in recital 1 ATAD (2016/1164). 
724 OECD Explanatory Statement, supra n. 723, at para. 1; See also OECD BEPS Action Plan, supra n. 16, at p. 13 stating that 

realigning taxation with the substance of the economic activities is needed.  
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Considerations on the first point, i.e. the confidence in the tax system, have to start with the insight that tax 

collection relies, to a major extent, on voluntary compliance.725 Tax morale, which is the willingness to 

comply with the law for reasons other than formal sanctions, is key in this regard.726 Among others,727 tax 

moral is influenced by perceived distributive justice.728 Literature subsumes three issues under this term: 

(i) tax burdens, (ii) tax funded benefits or government services and (iii) opportunities to avoid (or evade) 

tax.729 The dimensions focused are the individual, group and societal level.730 If an individual´s tax base is 

higher than that of comparable individuals, tax compliance becomes more probable to decrease.731 

Likewise, if a group perceives its tax burden to be heavier than that of another group, tax compliance is 

more probable to decrease within this group.732 Similarly, if – on a societal level – the tax system as a whole 

is perceived unfair, non-compliance with it is likely to increase.733 The same logic, generally speaking, 

applies for opportunities to avoid (or evade) taxes.734 The size of the effect is, however, unclear.735 The 

impact of horizontal equity depends on the public understanding of the tax code.736 And this tends to be 

quite poor.737 Nevertheless, for the scope of this thesis, the existence of a positive correlation suffices.738  

                                                
725 Lindsay, supra n. 699, at p. 112.  
726 Id.  
727 See Kirchler, Hoelzl & Wahl, supra n. 693, at ch 3, who discuss studies dealing with other factors that may have an influence 

on tax compliance. They include: subjective tax knowledge, participation, positive attitude towards taxes, a considerate use of 

power, as well as favourable norms on the personal, social and national level. 
728 Kirchler, Hoelzl & Wahl, supra n. 693, at sec. 3.7 for a literature review on the issue: See also M. Wenzel, Tax Compliance and 

the Psychology of Justice, in Taxing Democracy p. 48-54 (V. Braithwaite ed., Ashgate 2002).  
729 Wenzel, supra n. 728, at p. 49 noting that (iii) opportunities to avoid (or evade) taxes is, arguably, also subsumable under (i) the 

tax burden.  
730 See id.; and Kirchler, Hoelzl & Wahl, supra n. 693, at sec. 3.7 with many further references.  
731 See Kirchler, Hoelzl & Wahl, supra n. 693, at sec. 3.7; and Wenzel, supra n. 728, at pp. 49-50 referring to, e.g. M.W. Spicer & 

L.A. Becker, Fiscal Inequity and Tax Evasion: An Experimental Approach, 33 Natl Tax J 2, pp. 171-175 (1980); but also to other 

studies that did not find such an effect.  
732 Kirchler, Hoelzl & Wahl, supra n. 693, at sec. 3.7 referring to: A. deJuan, M.A. Lasheras & R. Mayo, Voluntary tax compliant 

behavior of Spanish income tax payers, 49 Public Finance (1994) and Spicer & Becker, supra n. 731; See also Wenzel, supra n. 

728. p. 51.  
733 Kirchler, Hoelzl & Wahl, supra n. 693, at sec. 3.7 referring to: J.C. Baldry, Income tax evasion and the tax schedule: Some 

experimental results, 43 Public finance (1987); F.A. Cowell, Tax Evasion and Inequity, 13 J. Econ. Psychol. (1992); See also 

Wenzel, supra n. 728, at pp. 51-53.  
734 Wenzel, supra n. 728, at pp. 51-52, who notes that studies dealing therewith usually focus the group level. He refers to: M.W. 

Spicer & S.B. Lundsted, Understanding Tax Evasion, 31 Public Finance (1976); I.G. Wallschutzky, Possible Causes for Tax 

Evasion, 5 J. Econ. Psychol. 4 (1984); on societal level he mentions the study of M.L. Roberts, An Experimental Approach to 

Changing Taxpayers´ Attitudes Towards Fairness and Compliance Via Television, 16 J Am Taxat Assoc. (1994), but calls for 

further research to be done. As mentioned by Wenzel, supra n. 728, at p. 51 focusing the group level makes conceptually sense, 

since the law applies to groups of taxpayers. Also the resources to employ tax minimization strategies differ between groups.  
735 Lindsay, supra n. 699, p. 114 focusing horizontal equity. 
736 Id.  
737 Id. referring to: E. Kirchler, The Economic Psychology of Tax Behaviour pp. 32-37 (Cambridge University Press 2007). The 

latter book has not been available to this author. 
738 The same is true for the opportunity to avoid (or evade) taxes. Based on the above discussion, an assumption of a negative 

correlation between this opportunity and tax moral seems justified. As noted by Wenzel, supra n. 728, at pp. 45-46 also taxpayers´ 

perceptions of other justice aspects could affect their level of compliance. These are procedural justice (“the fairness of the 

processes of a resource allocation or distribution”) and retributive justice (“the fairness of sanctions and reactions to the breaking 

of social rules and norms”). See, including further references, id. 
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Horizontal equity considerations can also be discovered in the second point, i.e. the taxation of profits where 

the economic activities take place and where the value is created. In this context it has, to start with, be 

accepted that often the tax planning possibilities of MNEs may be quite different to those of companies that 

operate mostly on a domestic level.739 Whilst the first may succeed in arranging affairs towards its activities 

being taxed at a more tax favourable place, the second might not be comparably able to do so.740 Arguably, 

this gives rise to a horizontally inequitable situation: Comparable taxpayers (i.e. those who conduct 

economic activity and create value in a state), are taxed differently. In this context, horizontal equity may 

be – and already proved to be741 – a focal point for compromise in reforming the international tax system.742  

Consequently, Lindsay is right. Horizontal equity matters in practice.743,744 To close the circle: Even if one 

argues that it should not guide tax policy,745 horizontal equity may still contribute to what has been regarded 

as distributional justice on a higher level.746 The answer to when, and under what circumstances, this 

happens is left for those who are able to deal therewith. For the purposes of this thesis, and for the practical 

reasons mentioned above, a horizontally equitable result will be deemed as promoting fairness.  

By itself, that does not say much. In order to determine the equal treatment of equals (and the possibility to 

escape that), there must be a means by which taxpayers can be compared.747 Two major theories are 

traditionally used in this context. The benefits principle and the ability to pay principle.748 They will – 

including their role in the international tax architecture – be reviewed below. 

                                                
739 E.g. OECD Addressing BEPS, supra n. 16, at pp. 8, 48.  
740 Id; see for a conceptually similar discussion: Fleming, Peroni & Shay Earnings Stripping, supra n. 130, at pp. 675, 687. 
741 Note that substantial parts of what has been kicked off by the above-mentioned statement made at the 2013 G20 summit in St. 

Petersburg, already became hard law. Compare, with respect to EU Member States, especially ATAD (2016/1164) and ATAD 2 

(2017/952); or the Multilateral Convention to Implement Tax Treaty Related Measures to Prevent Base Erosion and Profit Shifting” 

(“MLI”), which will amend more than 1.100 tax treaties. See also the discussion in sec. 5.1.  
742 Here understood as establishing a setting in which every taxpayer is taxed at the place where economic activity and value 

creation has taken place. 
743 Lindsay, supra n. 699, at 114.  
744 In id. it is, however, stressed that one has to be careful in extrapolating these results. It is not clear in as far the setting in which 

they were won simulates taxpayers´ behaviour in reality.  
745 See already 3.2.2.1. 
746 Which is, however, a harder question. Based on the discussion in Lindsay, supra n. 699, at p. 118, it might be that egalitarians 

could, for instance, accept such view.  
747 Compare, e.g. Debelva, supra n. 680, at sec. 3.1.2. 
748 Compare, e.g. id. These theories play also an essential role in the justification of income taxation as such. For an historical 

elaboration on that see K. Vogel, The Justification for Taxation: A forgotten question, 33 Am. J. Juris. 19, pp. 24-33 (1988); These 

theories are, however, not the only ones. See e.g.: E.R.A. Seligman, Progressive Taxation in Theory and Practice, 9 American 

Economic Association Quarterly 4, pp. 129-149 (1908), who mentions the socialistic compensatory theory.  
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3.2.1.2.3. Ability to pay principle 

The ability to pay principle is of wide relevance in the Western tradition of taxation.749 It is also found in 

several constitutions.750 There is no uniform definition of it available.751 Yet, essentially, it focuses on the 

economic capacity of a taxpayer.752 The underlying idea (of the prevailing concept)753 is that taxation should 

reduce each taxpayer´s welfare by an equal amount.754 It is measured in net income, i.e. it symmetrically 

takes into account all items of revenue and expenditure connected to a source of income.755 Taxpayers 

earning a larger net income in a given year are generally meant to pay more tax than taxpayers who have 

smaller incomes in the same year.756,757 The principle is reflected in the income tax, as well as in the CIT.758  

As the taxpayer´s ability to pay is not limited by geographic boarders, the source of net income is 

irrelevant.759 Thus, the ability to pay principle calls for taxation of the worldwide income of the 

                                                
749 Schön Tax Coordination Part I, supra n. 130, at sec. 2.2.1.1; With further references, see also, e.g. Lang Rechtsstaatliche 

Ordnung, supra n. 692, at para. 83; J.C. Fleming Jr., R.J. Peroni & S.E. Shay, The Ability-to-Pay Case for Taxing Worldwide 

Income, 5 Fla. Tax Rev. 3, p. 306 [hereinafter Fleming, Peroni & Shay Ability to Pay]; F. Vanistendael, Legal Framework for 

Taxation, in Tax Law Design and Drafting vol.1 p. 8 (V. Thuronyi ed., IMF 1996) [hereinafter Vanistendael Legal Framework]; 

S. Utz, Ability to Pay, 23 Whittier L. Rev. 4, p. 867 (2002); Debelva, supra n. 680, at sec. 3.1.2; Bärsch, supra n. 155, at sec. 3.1; 

See also A. Schindel & A. Atchabahian, General Report, in Source And Residence: A New Configuration Of Their Principles 

International Fiscal Association (IFA), Cahiers de droit fiscal international vol. 90A, sec. 2.4.1. (Sdu Netherlands 2005), Online 

Books IBFD; Musgrave Public Finance, supra n. 699, at pp. 90-94.  
750 Vanistendael Legal Framework, supra n. 749, at p. 8 naming Italy, Spain and Germany as examples of states in which the ability 

to pay principle is constitutionally binding. See also J. Englisch, Ability to pay in European Tax Law, in Principles of Law: 

Function, Status and Impact in EU Tax Law ch. 2 (C. Broekelin ed., IBFD 2014), Online Books IBFD; Also Austrian jurisprudence 

is based on that principle: See esp. R. Beiser, Leistungsfähigkeitsprinzip –Irrweg oder Richtschnur?, 53 ÖStZ 16, pp. 413-424 

(2000); T. Kübacher, Das Leistungsfähigkeitsprinzip auf nationaler und gemeinschaftsrechtlicher Ebene, 27 RdW 3a, ch. 2 (2009); 

D. Hohenwarter, Verlustverwertung im Konzern ch. 2 (Lexis Nexis 2009); Critical, however,: W. Gassner & M. Lang, Die 

mangelnde Leistungsfähigkeit des Leistungsfähigkeitsprinzips, 53 ÖStZ 22 (2000).  
751 Already A. Buehler, Ability to Pay, 1 Tax L. Rev. 3, p. 243 (1946); In more detail see Murphy & Nagel, supra n. 699, at ch. 2; 

see also Debelva, supra n. 680, at sec. 3.1.2.; or Fleming, Peroni & Shay Ability to Pay, supra n. 749, at FN 1 who summarise 

some controversies on the ability to pay principle at its margins.  
752 Compare, e.g. id.; P. Harris, Corporate/Shareholder Income Taxation and Allocating Taxing Rights between Countries p. 15 

(IBFD 1996) [hereinafter Harris Corporate/Shareholder]; or Holmes Concept of Income, supra n. 691, at pp. 21-27 who discusses 

also the utilitarian and optimal tax theory´s point of view. He concludes that income is an imperfect, but workable surrogate for the 

ability to pay. Supporting income tax on capacity to pay grounds R.A. Musgrave, In Defense of an Income Concept, 81 Harv. L. 

Rev. 44, pp. 45-49 (1967); see also Bärsch, supra n. 155, at sec. 3.1.2. and the references quoted there; For a more comprehensive 

discussion see esp. Lang Rechtsstaatliche Ordnung, supra n. 692, at para. 81-123. 
753 See Murphy & Nagel, supra n. 699, ch. 2 for a discussion of different understandings of the ability to pay principle, including 

critics on them.  
754 See id. and Kordana & Tabachnik, supra n. 699, at p. 661. This goes back to the equal sacrifice principle articulated by Mill 

pursuant to which all community members should give up the same, i.e. that neither more nor less inconvenience is felt by one 

taxpayer in contributing her share than by another – see J.S. Mill, Principles of Political Economy bk.5 ch. 1 § 2 (Gutenberg EBook 

2009).  
755 Schön Tax Coordination Part I, supra n. 130, at sec. 2.2.1.1. 
756 Referring thereto as the consensus in US tax policy: Fleming, Peroni & Shay Ability to Pay, supra n. 749, at footnote 1. 
757 For sure, this result does not necessarily occur in any given year as loss-carry forwards or carry backs may allow for offsets. As 

this will influence future tax liabilities, the statement is – in its core – still true.  
758 Schön Tax Coordination Part I, supra n. 130, at sec. 2.2.1.1, 2.2.1.3; In more detail see Harris Corporate/Shareholder, supra n. 

752, at pp. 40-49.  
759 Fleming, Peroni & Shay Ability to Pay, supra n. 749, at pp. 311-314; Schön Tax Coordination Part I, supra n. 130, at sec. 

2.2.1.1.  
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taxpayer.760,761 The ability to pay principle is essentially designed for a domestic context. Yet it has also a 

function in the international setting: it provides a framework for involved countries when it comes to the 

definition of income as such.762 

3.2.1.2.4. Benefits principle 

The underlying idea of the benefits principle is to justify taxation under reference to the benefits received 

by a taxpayer.763 The higher they are, the more tax should quid pro quo be paid.764 The rationale is that by 

supplying public goods and services, the state contributed to the taxpayer´s economic activity that lead to 

the generation of income.765 Thereby, taxes are understood as a contribution towards the provision of these 

goods.766 The benefits principle can be used to support source taxation and residence taxation.767 Its role in 

legitimizing source taxation is, however, the more important one.768 Non-residents are meant to pay taxes 

on income received from the source state as they benefited from the legal and economic framework 

provided by this state.769 This does, on the other hand, not exclude the taxation of residents based on the 

ability to pay principle.770 

                                                
760 Fleming, Peroni & Shay Ability to Pay, supra n. 749, at pp. 311-314; Schindel & Atchabahian, supra n. 749, at sec. 2.4.1.1.; 

Schön Tax Coordination Part I, supra n. 130, at sec. 2.2.1.1; H.J. Ault & D.F. Bradford, Taxing International Income: An Analysis 

of the U.S. System and its Economic Premises, in Taxation in the Global Economy p. 27 (A. Razin and J. Slemrod eds. University 

of Chicago Press 1990). critical: Vogel Part I, supra n. 689, at pp. 217-222; N.H. Kaufman, Fairness and the Taxation of 

International Income, 29 Law & Pol'y Int'l Bus. 2, pp. 173-176 (1998).  
761 It has also been argued that source taxation violates the ability to pay principle, as it only takes into account a fraction of the 

taxpayers worldwide income and, hence, does not reflect her actual ability to pay – See R.A. Green, The Future of Source-Based 

Taxation of the Income of Multinational Enterprises, 79 Cornell L. Rev., p. 29 (1993) [hereinafter Green Future of Source Based 

Taxation]; Further, it has been argued that source taxation should be based on the respective ability to pay of non-residents, 

measured in terms of source state income. Discussing and rejecting this: S.E. Shay, J.C. Fleming, & R.J. Peroni, The David R. 

Tillinghast Lecture - What's Source Got to Do with it - Source Rules and U.S. International Taxation, 56 Tax L. Rev. 81, p. 94 

(2002). They state that the ability to pay can conceptually only be determined under reference to the worldwide income. 
762 Schön Tax Coordination Part I, supra n. 130, at sec. 2.2.1.1; Income is understood as an increase in financial means that can be 

attributed to a person. One may discover three ideal typical elements: First, the ability to pay concept focuses on taxpayers and not 

transactions and the return on investment. Secondly, it pleads for the taxation of real income, so the income factually generated by 

an activity. Thirdly, it demands the full deductibility of cost incurred in the context of the income generating activity.  See for that 

id., at sec. 2.2.1.2. 
763 This idea goes back to: T. Hobbes, Leviathan p. 213, available at 

https://socserv2.socsci.mcmaster.ca/econ/ugcm/3ll3/hobbes/Leviathan.pdf (accessed on 14. Oct. 2017) – who writes: “when the 

Impositions are layd upon those things which men consume, every man payeth Equally for what he useth”; See for that, and a more 

detailed elaboration on the issue, e.g. Stewart, supra n. 686, at pp. 497-504; Debelva, supra n. 680, at sec. 3.1.2.; Schindel & 

Atchabahian, supra n. 749, at sec. 2.4.1.2; Schön Tax Coordination Part I, supra n. 130, at sec. 2.2.2.1. 
764 Compare, e.g. Debelva, supra n. 680, at sec. 3.1.2.  
765 E.g. K. Holmes, International Tax Policy and Double Tax Treaties: An Introduction to Principles and Application sec. 2.2.1. 

(IBFD 2007) [hereinafter Holmes Tax Policy]. 
766 E.g. id.  
767 See in more detail: Id, at sec. 2.2.1 and 2.2.2; as well as Schön Tax Coordination Part I, supra n. 130, at sec. 2.2.2.1. As argued 

by Holmes Tax Policy, supra n. 765, at sec. 2.2.2, the benefits principle can be used in the context of justifying residence taxation 

on the worldwide income because (i) the resident taxpayer receives public goods that facilitate his/her economic activity producing 

the income from all sources and (ii) the taxpayer typically receives more goods from the government than non-resident taxpayers. 

Some of these goods have brought the taxpayer in the position to earn his/her worldwide income.  
768 Compare, e.g. Schindel & Atchabahian, supra n. 749, at sec. 2.4.1.2.; Schön Tax Coordination Part I, supra n. 130, at sec. 

2.2.2.1. 
769 Compare, e.g. id., or Shay, Fleming & Peroni, supra n. 761, at p. 90, who discuss this in more detail.  
770 Schindel & Atchabahian, supra n. 749, at sec. 2.4.1.2. 
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In modern economies many governmental services that specifically impact the taxpayer are, usually, paid 

for by fees.771 This shows, on the one hand, that the quid pro quo idea is not foreign to fiscal law. On the 

other hand – and maybe to some extent revealed by the existence of such fees772 – it is questionable how 

the benefits principle can be practically employed in income taxation.773 The critics brought forward in 

literature may be summarized as follows:774 

First and most obviously, it is difficult – and sometimes impossible – to formulate accurate allocations of 

government benefits.775 This is especially true for rather general ones, such as e.g. environmental protection, 

or national defence.776 Besides, it may conflict with redistributive goals. Supporting the poor through 

government payments would, absurdely, call for a higher taxation of them.777 Furthermore, it is nowadays 

difficult to link the income generating activity to a certain territory and the respective market.778 Suppliers 

and customers can well be foreigners.779 Also the income tax object, so the profit, does practically not 

depend on the amount of government services.780 It can, to the contrary, even be that increased expenditure 

by the taxpayer leads, at the same time, to an increased use of public goods and an increased loss.781 Whilst 

being the most pragmatic solution,782 relying on income as a proxy for benefits received, thus, comes with 

conceptual weaknesses.783 

                                                
771 Compare id; For clearness: Fees are no taxes stricto sensu. See M. Helminen, General Report, in The notion of tax and the 

elimination of international double taxation or double non-taxation in International Fiscal Association (IFA), Cahiers de droit 

fiscal international vol. 101a, sec. 2.1.3, 2.2.4.4. (Sdu Fiscale & Financiele Uitgevers 2016), Online Books IBFD [hereinafter 

Helminen General Report], who also mentions that the distinction is not always straightforward.  
772 To the author it does not seem that fees would be necessary, if a taxation based on the benefits principle perfectly took place.  
773 Making here a sharp distinction between fees and income taxes. Supportive for that: Helminen General Report, supra n. 771, at 

sec. 2.2.4.4.; At the margins this might, however, be disputable: See Barker & Vording, supra n. 689, at p. 63 explaining the Italian 

concept of tasse and contributi as: “The tassa is a tax the base of which is determined according to a public service or a public 

good which individually benefit the taxpayer. The contributo is a tax the base of which is determined according to public services 

or civil engineering performed to the benefit of the community as a whole, which indirectly benefit the taxpayer as a member of 

this community.” 
774 In good detail on the deficiencies of the benefit principle see, e.g. Schön Tax Coordination Part I, supra n. 130, at sec. 2.2.2.1. 
775 E.g. Fleming, Peroni & Shay Ability to Pay, supra n. 749, at pp. 333-334. 
776 Compare id.; or Harris Corporate/Shareholder, supra n. 752, at pp. 13-14. 
777 Compare, with further references Fleming, Peroni & Shay Ability to Pay, supra n. 749, at pp. 333-334; or Harris 

Corporate/Shareholder, supra n. 752, at pp. 13-14. See also Debelva, supra n. 680, at para. 3.1.2; That problem could, eventually, 

be solved by separating such redistributional payments from the other public goods. Potentially implying this: Schön Tax 

Coordination Part I, supra n. 130, at sec. 2.2.2.1. 
778 Schön Tax Coordination Part I, supra n. 130, at sec. 2.2.2.1. 
779 Id.  
780 Id., referring also to, e.g. Green Future of Source Based Taxation, supra n. 761, at pp. 29-30.  
781 Compare: Schön Tax Coordination Part I, supra n. 130, at sec. 2.2.2.1. 
782 As shown by reference to alternatives (taxation on gross income and Value added Tax) Shay, Fleming, & Peroni, supra n. 761, 

at p. 99-102.  
783 Compare, again, the discussion and further references provided for in Schön Tax Coordination Part I, supra n. 130, at sec. 

2.2.2.1. 
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3.2.1.3. Inter nation equity 

3.2.1.3.1. The traditional presentation  

“Let X, a resident of A, invest in B. Income earned thereon constitutes a national ‘gain’ to country A. If 

country B taxes the income earned by X, the gain accruing to country A as a nation is reduced. This is the 

issue of internation equity.784 

Extracted from the seminal essay of Richard and Peggy Musgrave this statement added a new dimension 

to the fairness discussion: Inter nation equity. Whilst sec. 3.2.1.2. dealt with equity questions with respect 

to individual taxpayers within a state, inter nation equity focuses on equity between nations and states.785 

In essence, it addresses the “distribution of a right, the competence to tax.”786 The literature as to how this 

should take place, is vast.787 Different scholars gave different substance to the principle.788  

Some, such as the Musgraves, brought forward a rather economic interpretation of it.789 They explain inter 

nation equity in terms of the allocation of national gains and question if, and to what extent, the source state 

should be entitled to tax income derived by a non-resident taxpayer.790 In this context they elaborate upon 

several potential underlying principles.791 Whilst rejecting a residence only taxation as being inequitable for 

source states,792 the Musgraves still base their work on the residence state having an undisputed residual 

taxation right.793 The source state, on the other hand, has to justify its taxation claim.794 This was subject to 

critique in subsequent literature.795 Scholars not taking such a taxing authority of the residence state for 

                                                
784 R.A. Musgrave & P.B. Musgrave, Inter-nation equity, in Modern Fiscal Issues: Essays in Honor of Carl S. Shoup p. 68 (R.M. 

Bird & J.G. Head eds., University of Toronto Press 1972) [hereinafter Musgrave & Musgrave Inter-nation equity]; as highlighted 

by: K. Brooks, Inter-Nation Equity: The Development of an Important but Underappreciated International Tax Value, in Tax 

Reform in the 21st Century (R. Krever & J.G. Head eds., Kluwer Law 2008) – Brooks provides for a detailed analysis of the 

Musgraves´ work.  
785 E.g. Peters Legitimacy, supra n. 689, at sec. 4.2.2. (IBFD 2014); J. Li, Improving inter-nation equity through territorial 

taxation and tax sparing, in Globalization and its tax discontents. Tax policy and international investments. Essays in honour of 

Alex Easson p. 119 (A.J Cockfield,. ed. University of Toronto Press 2010); Debelva, supra n. 680, at sec. 3.2.2.  
786 Kaufman, supra n. 760, at p. 202. 
787 For an excellent overview: Peters Legitimacy, supra n. 689, at sec. 4.3.2; who broadly differs between a legal approach to 

inter nation equity and an axiological approach to it; see also the work of Brooks, supra n. 784, at ch. 4.  
788 See in fair detail: Peters Legitimacy, supra n. 689, at sec. 4.3.2. 
789 As held by Peters Legitimacy, supra n. 689, at sec. 4.3.2.1. based on: H.J. Ault, Corporate integration, tax treaties and the 

division of the international tax base: principles and practices, 47 Tax L. Rev., p. 577 (1992) [hereinafter Ault Corporate 

integration], under reference to Musgrave & Musgrave Inter-nation equity, supra n. 784. 
790 Musgrave & Musgrave Inter-nation equity, supra n. 784, at p. 70.  
791 Which are (i) the allocation under benefits taxation, (ii) residency vs. territoriality, (iii) national rental and (iv) distributional 

considerations. See id., pp. 70-75. 
792 Musgrave & Musgrave Inter-nation equity, supra n. 784, at 78 – for the single source case. Note that they also provide for 

considerations for multisource scenarios. In this context, they argue for some form of formulary appointment. See id., at p. 85. 
793 See Peters Legitimacy, supra n. 689, at sec. 4.3.2.1; with reference to further work of Peggy Musgrave also: Kaufman, supra 

n. 760, at pp. 189-190; see further: Peters Legitimacy, supra n. 689, at sec. 4.3.2.2.  
794 Including critiques: Vogel, supra Intertax III, p. 394, 398; Kaufman, supra n. 760, at 190-194. 
795 See especially. id; and Peters Legitimacy, supra n. 689, at sec. 4.3.2.2. each with further references and a more detailed 

elaboration.  
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granted, favour – explicitly or implicitly – an allocation of taxation rights based on the concept of ́ economic 

allegiance´.796,797 

Going back to an essay of Schanz,798 this was the principle favoured by the League of Nations´ economic 

experts in their report on double taxation in 1923.799 As rephrased by Kaufman, the four economists had in 

mind the following:800 A taxpayer should be subject to tax on the income “once, and once only.”801 The 

taxpayer´s obligation to pay tax should be divided among countries according to the economic interest 

(allegiance) each state has in a taxpayer´s income.802 This means that a person who forms part of an 

economic community should contribute proportionately to the costs of the community, i.e. pay taxes.803 

Regarding the proper place of taxation, the Report developed four points of significance: (i) the origin of 

the wealth, (ii) the situs of the wealth, (iii) the enforcement of the rights to wealth and (iv) the residence or 

domicile.804 The most important ones were considered to be: (i) and (iv), so source and residence.805 Unlike 

the Musgraves´ theory, the principle of economic allegiance does not assume a residual taxation right of 

the residence state.806 Rather, it is the economic interest the taxpayer has in this state that determines the 

economic interest of this state in the taxpayer’s income.807 Being a benefit like theory,808 the concept of 

                                                
796 So worked out by Peters Legitimacy, supra n. 689, at sec. 4.3.2.2, referring to Vogel Part III, supra n. 689, pp. 394, 398; E. 

Kemmeren, Principles of origin in tax conventions. A rethinking of models (Pijnenburg 2001) [hereinafter Kemmeren Principles 

of origin]; and D. Smit, Freedom of investment between EU and non-EU member states and its impact on corporate income tax 

systems within the European Union (Tilburg University 2011)]. 
797 For a contrast of the work of the Musgraves and an interpretation of inter nation equity based on the concept of economic 

allegiance: Kaufman, supra n. 760, at 194-201. 
798 G. von Schanz, Zur Frage der Steuerpflicht, 9 Finanzarchiv (1892). This contribution has not been available to the author of 

this thesis.  
799 See League of Nations, Report on Double Taxation: Document E.F.S.73.F.19. (Geneva, 15 Apr 1923) [hereinafter League of 

Nations 1923] and the following reports until the first Model Convention including a Commentary thereto, which is: League of 

Nations, Double Taxation and Tax Evasion C.562.M.178.1928.II (Geneva, 22-31. Oct 1928); for an overview see, e.g. G. Kofler, 

Einleitung, in DBA 2nd ed. para. 12 (D. Aigner, G. Kofler & M. Tumpel eds., Linde 2018) [hereinafter Kofler Einleitung]; to the 

relation to the work of von Schanz see Harris Corporate/Shareholder, supra n. 752, at pp. 276-277; see further the discussion in, 

e.g. Debelva, supra n. 680, at sec. 3.2.2. 
800 Kaufman, supra n. 760, at p. 197. 
801 League of Nations 1927, supra n. 162; See also the comments of: H.J. Ault, W. Schön & S. Shay, Base Erosion and Profit 

Shifting: A Roadmap for Reform, 68 Bull. Intl. Taxn. 5/6, p. 275 (2014), Journals IBFD; and Ault Some Reflections, supra n. 

162, p. 1195. These scholars concisely reflect on the core problematics inherent in the international tax regime in the light of the 

contemporary BEPS discussion.  
802 The term inter nation equity was not existing in the 1920´s, but was introduced by Musgrave & Musgrave Inter-nation equity, 

supra n. 1972, at p. 68 almost 50 years later: See for that: Kaufman, supra n. 760, at p. 197. 
803 R.S.J. Martha, The Jurisdiction to Tax in International Law p. 20 (Kluwer Law 1989).  
804 League of Nations 1923, supra n. 799, at p. 23. 
805 Id. at p. 25; Compare also: Debelva, supra n. 680, at sec. 3.2.2.  
806 Kaufman, supra n. 760, at p. 198. 
807 Id.  
808 Interesting in this context: The League of Nation economists rejected the benefits theory in favour of the ability to pay theory. 

However, they paradoxically relied on the benefits based economic allegiance theory of von Schanz, supra n. 798 – see for that: 

Debelva, supra n. 680, sec. 3.2.2.; Harris Corporate/Shareholder, supra n. 752, at p. 277; Critical on the economists´ usage of von 

Schanz´ work: K. Vogel, Die Besteuerung von Auslandseinkünften – Prinzipien und Praxis, in Grundfragen des Internationalen 

Steuerrechts p. 18 (K. Vogel ed., Schmidt 1985).  
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economic allegiance goes in hand with the typical quantification problems.809 This was also clear to the 

four economists.810 Hence, they used a rough approximation towards each interested country obtaining that 

revenue it would obtain if a quantification under an economic allegiance approach succeeded.811  

Under current public international law, economic allegiance is one way to establish tax jurisdiction.812 As 

argued by Schön, however, this notion should not be relied on for specifying the details of tax allocation.813 

The wide range of accepted links,814 requires political decisions on national level and the reaching of 

consensus in the international arena.815 He demands, that this should be guided by standards of efficiency, 

equity and practicability, without giving supremacy to one of these elements alone.816 Schön submits that 

tax competition constraints can well lead to a state refraining from taxation, even though a clear (economic 

allegiance) case would exist for it.817 At the same time, a state may try to tax events that only have a very 

loose connection to its territory.818 Therefore, on a bilateral basis, jurisdictions have to identify an allocation 

of taxation rights that, at the same time, increases efficiency, secures a substantial budget and avoids double 

taxation.819 One should, hence, not look for absolute truth, but relative consistency and equity.820 

The approach of Schön finds implicit support in earlier literature on inter nation equity. Ault, for instance, 

regards inter nation equity to be ultimately achieved, if both tax treaty partners see the bargain as improving 

their position.821 Likewise, Rohatgi considers inter nation equity reached “through a negotiated agreement 

or tax treaty between fiscal jurisdictions as equal partners with reciprocal appreciation of mutual taxation 

rights”.822 Also Brooks seems to provide for such argument. For her, inter nation equity goes in hand with 

an open debate on international redistributive aims.823 This discussion should be held in the same fashion 

                                                
809 As worked out by Kaufman, supra n. 760, at p. 198: The concept relies on the occurrence of one or more of the above factors 

(i)-(iv) in order to trigger a taxation right in the first step. But then again, this claim has to be accurately shared with states also 

having such an interest. A process for that does not exist in today´s tax system. 
810 League of Nations 1923, supra n. 799, at p. 27. 
811 Under reference to League of Nations 1923, supra n. 799, at pp. 48-51: Kaufman, supra n. 760, at p. 199. 
812 E.g. Rohatgi, supra n. 312, at. pp. 14-15; M. Lehner, Grundlagen des Abkommensrechts, in Doppelbesteuerungsabkommen 

6th ed. paras. 10-18 (K. Vogel & M. Lehner eds., Beck 2015) [hereinafter Lehner Grundlagen]; H. Schaumburg, Internationales 

Steuerrecht ch. 5, 14 (O. Schmidt 1993); V. Kluge, Das deutsche Internationale Steuerrecht pp. 12-13 (Beck 1992); Schindel & 

Atchabahian, supra n. 749, ch. 2.; Kofler Einleitung, supra n. 799; H.J. Ault & B.J. Arnold, Comparative Income Taxation – A 

structural Analysis 3rd ed. p. 429 (Kluwer Law International 2010) [hereinafter Ault & Arnold Comparative Taxation]. 
813 Schön Tax Coordination Part I, supra n. 130, at sec. 3.3.1.4; notably, Schön does not use the term inter nation equity in his 

investigation. 
814 In this context, he does not limit himself to economic allegiance but also refers to political allegiance. See id., at sec. 3.3.1.1. 

He also provides for an overview of problems faced by these concepts in an increasingly integrated world. 
815 Id., at sec. 3.3.1.4. 
816 Id. 
817 Id. 
818 Or citizens, as argued in id. 
819 Id., at sec. 3.3.1.4. 
820 Id. 
821 Ault Corporate integration, supra n. 789, at p. 577. 
822 Rohatgi, supra n. 312, at. p. 15. 
823 Brooks, supra n. 784, at p. 23. 
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as within a national context.824 For the purpose of this thesis, this access to inter nation equity will be 

referred to as the “negotiation based approach”.825  

Finally, some scholars gave substance to inter nation equity by invoking political philosophy.826 For them, 

the allocation of taxation rights should contribute to a fairer world.827 An important proponent of this school 

of thought is Avi-Yonah, who pleads for giving inter nation equity the character of a decision rule.828 Under 

it, preference should be given to a rule with a progressive effect for the division of the tax base between 

poorer and richer states, as opposed to a comparable regressive alternative.829 Also Easson, or Li, argue that 

it is up to capital exporting countries to overcome the existing inequities toward capital importing 

countries.830 For them, as well as for Rosenzweig, some form of vertical inter nation equity seems to be 

desirable.831  

3.2.1.3.2. Relevance for the thesis  

3.2.1.3.2.1. Overview 

The literature review showed that there is no consensus regarding what inter nation equity precisely 

means.832 As such, it was argued that the concept provides little guidance for tax policy.833 This has also to 

be acknowledged here. The thesis will, thus, not go forward by choosing one of the above comprehensions 

and base its further judgments thereon. Neither will it, however, renounce on the wisdom of authors having 

tried to approach this complex topic. Ultimately, the below reflections should help to get a better grasp of 

the allocation of taxation rights with respect to financial instruments.   

                                                
824 Id. 
825 One may also add the arm´s length principle in this regard. See, e.g. Schön Transfer Pricing, supra n. 130, at sec. 1. Stating: 

“[T]ransfer pricing rules try to ensure that each involved country will be able to tax corporate income generated within its 

territory. This is meant to further inter-jurisdictional equity between states while not distorting the competitive situation for 

independent companies on the one hand and companies belonging to an international group on the other hand.” (footnotes 

omitted), as well as the remark in id., at sec. 2.1.2.3. stating: “The use of transfer prices for taxation purposes which deviate from 

those transfer prices which enhance efficiency from the perspective of managerial accounting is evidently linked to the intention 

of both involved countries to get a “fair share” of the overall outcome of the joint efforts by the business unit belonging to a 

single firm.”; see also the historical elaborations in Petruzzi, supra n. 386, at pp. 85-87. 
826 Peters Legitimacy, supra n. 689, at sec. 4.3.2.1. 
827 Id. 
828 For that and reference to further literature: Brooks, supra n. 784, at pp. 19-21. 
829 R.S. Avi-Yonah, Globalization, Tax Competition, and the Fiscal Crisis of the Welfare State, 113 Harv. L. Rev. 7, pp. 1649-

1650 (2000) [hereinafter Avi-Yonah Globalization].  
830 See Li, supra n. 785, at pp. 125-127; and her reference at p. 117 to: A.J. Eason, International Tax Reform and the Inter-Nation 

Allocation of Tax Revenue p. 20 (VictoriaUniversity Press 1991). 
831 See A.H. Rosenzweig, Defining a Country's 'Fair Share' of Taxes, 42 Fla. State Univ. Law Rev., pp. 405-416 (2015); Also 

Musgrave & Musgrave Inter-nation equity, supra n. 784, at pp. 74-75 provide for distributional considerations. 
832 To put it into the words of Peters Legitimacy, supra n. 689, at sec. 4.3.2.2: “Academics are making a whole range of 

axiological claims about their desirable interpretation of inter-nation equity.” (emphasis in the original).  
833 European Commission, Report of the Committee of independent experts on company taxation. 'The Ruding Report' p. 37 

(Office for Official Publications of the European Communities 1992).  
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In this context, especially the “negotiation based approach´s” emphasis on the various case specific factors 

is interesting.834 In fact, the forces of reality that practically influence which state can tax, and which state 

cannot, are of utmost relevance for the research on rules against tax arbitrage with HFIs. Against this 

background, it seems worthwhile to more generally elaborate on some drivers that are relevant in the 

allocation of taxation rights for financial instruments. For this thesis, tax competition constraints and path 

dependencies, as well as  tax treaties appear to be particularly important. 

What concerns tax competition constraints and path dependencies it will be shown that this works 

differently for debt, equity and HFIs.835 Especially in a developed countries context it seems that these 

pressures shaped the modern tax landscape quite strongly.836 For that reason, they will also be discussed 

with a primary focus on developed countries. This does, notably, not mean that they are not relevant for 

developing countries. Quite to the contrary, they are.837 A number of qualifications will become necessary, 

though.838  

The influence of tax treaties will be reflected upon in both sections, but especially be given room within 

the elaborations concerning developing countries. This is due to various peculiarities that have to be taken 

into account in this regard. On the one hand, for this research the constraints imposed by tax treaties are 

interesting. Having already been discussed in sec. 2.1.5.3., they can, under certain circumstances, hinder 

countries in combatting tax arbitrage with HFIs.839 On the other hand, also the sensibleness for a 

(developing) country to enter into a tax treaty should be discussed. In this connection, the dispute dealing 

with adequate levels of source taxation, which is typically held between developed and developing 

countries, will be considered as well.840 

It is worth underlining that the author does not aim to tell what state should be taxing the income. Neither 

does the below constitute an exhaustive elaboration on what impacts where income under financial 

instruments will be taxed. Not least is another key influencer put into brackets here: The taxpayer itself. By 

                                                
834 Compare: Schön Tax Coordination Part I, supra n. 130, at sec. 3.3.1.4. 
835 W. Schön, International Tax Coordination for a Second-Best World (Part II), 2 World Tax J. 3, sec. 4.5.3.3. (2010), Journals 

IBFD [hereinafter Schön Tax Coordination Part II]. A recent survey again underlined the importance of this topic for tax policy 

makers. See P. Pistone, General Report, in Trends and Players in Tax Policy sec. 1.7.1. (M. Lang et al. eds., IBFD 2016), Online 

Books IBFD [hereinafter Pistone Tax Policy]; In writing about tax competition constraints this chapter strongly builds on the 

works of Schön, especially Schön Tax Coordination Part II, supra n. 835, and Schön Eigenkapital und Fremdkapital, supra n. 

181. The similar English version, so Schön et al. Debt and Equity, supra n. 181, will not be separately referred to in this chapter. 

The latter deal with the issue, especially in id., at p. 206 et seq. 
836 Compare, in essence, id., and the examples provided in sec. 3.2.1.3.2.2. 
837 See sec. 3.2.1.3.2.3. 
838 See id. 
839 This will be especially relevant in ch. 7. See in this regard also sec. 4.5.3., with respect to the possibility of tax treaty 

overrides. When a state can do this, it will not be (legally) hindered to apply the rules discussed in ch. 7, even if a tax treaty 

would provide for the contrary.  
840 See sec. 3.2.1.3.2.3. In this context, the contribution of Jehlin, supra n. 309, will be especially relevant, even though it focuses 

on the allocation of taxations rights with respect to interest payments only.  
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choosing how to finance an affiliate it can, at least to some extent, decide itself where the tax should be 

paid. This topic has already been superficially discussed in sec. 2.2.5 and will – in a special form – be in 

the focus in this thesis. Thus, it will not be separately discussed here.  

As a result, and in order to minimise redundancies, the author divides the next sections into a developed 

countries and a developing countries part.841 Each is headed by the relatively more important influence on 

the allocation of taxation rights for income paid under financial instruments. 

3.2.1.3.2.2. Focus developed countries - tax competition pressures and path dependencies  

States are required to ensure adequate taxation.842 As a matter of fact, they have fixed spending needs which 

have to be met. Actually, it happens that – from the very outset – a substantial part of revenues is already 

allocated to mandatory spending programs.843 In extreme cases, funds may not even suffice for that.844 

Leaving these policy legacies aside,845 it becomes clear that constraints on revenue decrease the ability of 

governments to amend fiscal policies according to voter preference.846 Thus, ensuring sufficient taxation is 

a key political concern.847 

                                                
841 So Sec. 3.2.1.3.2.2. and 3.2.1.3.2.3. respectively.  
842 E.g. Lüdicke, supra n. 354, at p. 136; similarly indicated by Schön Tax Coordination Part I, supra n. 130, at sec. 3.3.1.4; or 

Pistone Tax Policy, supra n. 835, at sec. 1.7.1. who concisely summarises: “This extreme attention for competitiveness was 

usually coupled with the erecting of firewalls to protect the integrity of the tax sovereignty against erosion, leading to a 

schizophrenia that was governed only by the need to maximize the collection of revenue whatever it takes.” 
843 See C.E. Steuerle, America's related fiscal problems, 29 J Policy Anal Manage 4, p. 878 (2010); A similar trend was observed 

for Germany, see W. Streek & D. Mertens, An index of fiscal democracy, MPIfG Working Paper 10/3 (2010); For these, and 

further, references see P. Genschel & P. Schwarz, Tax Competition and fiscal democracy, TranState working papers No. 161, sec 

1 (2012) [hereinafter Genschel & Schwarz fiscal democracy].  
844 In 2010, for instance, the Steuerle-Roeper „Fiscal Democracy Index“, which measures the percentage of revenues available 

after expenditures on mandatory programs, was negative in the U.S. See Steuerle, supra n. 843, at p. 878. 
845 See with further references: Streek & Mertens, supra n. 843, at p. 5. 
846 Which is referred to as “fiscal democracy” by Genschel & Schwarz fiscal democracy, supra n. 843, at sec. 1. They define this 

as: “Fiscal democracy is when voters have the power to change the government and the government has the power to change 

fiscal policies in light of voter preferences.” 
847 Compare: Genschel & Schwarz fiscal democracy, supra n. 843, sec. 1-2, who state that at a given level of public expenditure, 

fiscal policy discretion can be increased by a rise in public revenues. Another option is to take out more debt. Compare, e.g. 

Streek & Mertens, supra n. 843, at p. 13, who also refer to related potential economic and political limits. 
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States also want to foster economic growth. A way to do so848 lies in the attraction of foreign investment.849 

Whilst the relative importance of taxation on the investment decision varies,850 the tax system of a country 

plays a role in this regard.851 Either because it creates obstacles to inward investment.852 Or because it 

succeeds in attracting foreign capital by means of tax incentives.853 

                                                
848 Which is, to be sure, not the only one. Apart from encouraging domestic saving and investment, other policies that can go in 

hand with economic growth are fostering education, maintaining property rights and political stability, allowing free trade, 

controlling population growth, and promoting the research and development of new technologies. See for that and a more detailed 

discussion: G. Mankiw & M.P. Taylor, Economics ch. 24 (Cengage 2011); as well as further going, e.g. P. Aghion & P. Howitt, 

The Economics of Growth (MIT Press 2009). 
849 According to Mankiw & Taylor, supra n. 848, at ch. 24 it seems justified to say that high levels of investment lead to more rapid 

growth. Consider in this context, however, also the diminishing return on capital, as well as the catch-up effect, which both explain 

that growth induced by investment may have different levels of strength. See more generally on this complex issue, e.g. OECD, 

Foreign Direct Investment for Development - Maximising Benefits Minimising Costs (OECD 2002); OECD, Checklist for Foreign 

Direct Investment Policies (OECD 2003); L.R. de Mello, Foreign Direct Investment in Developing Countries and Growth: A 

Selective Survey, 34 The Journal of Development Studies 1 (1997); E. Borensztein, J. De Gregorio & J-W. Lee, How does foreign 

direct investment affect economic growth?, 45 J. Int. Econ. (1998); G. Hale & M. Xu, FDI Effects on the Labor Market of Host 

Countries, Federal Reserve Bank of San Francisco WP No. 2016-25 (2016); see concisely also Collier & Riedel, supra n. 74, at 

sec. 2.5. 
850 See e.g.: G.R. Zodrow, Capital Mobility and Capital Tax Competition, 63 Natl Tax J 4, pp. 866-867 (2010), who names the 

“proximity to markets, the costs of various primary and intermediate inputs, the skill levels available in local labor markets, the 

existence of economies of agglomeration, the local competitive, legal and regulatory environment, and the degree of political 

stability including the credibility of commitments to enforce property rights” as further determinants. See also the literature 

provided in supra n. 1015, regarding the effectiveness of tax incentives in developing countries (generally concluding that tax 

incentives cannot make up serious deficiencies in the investment climate).  
851 Compare, e.g. R. de Mooij, & S. Ederveen, Corporate Tax Elasticities: A Reader’s Guide to Empirical Findings, 24 Oxf. Rev. 

Econ. Policy 4 (2008); See on the issue also, e.g. J. Jun, How Taxation Affects Foreign Direct Investment, World Bank Policy 

Research Working Paper 1307 (1994) and the sources provided for in supra n. 607. 
852 See, e.g. UN Manual 2016, supra n. 312, at pp. 1-9; or Pistone Tax Policy, supra n. 835, at sec. 1.7.3. A survey conducted by 

the latter, showed that the factors perceived to be existing barriers to inward investment are (i) the existence of a high tax burden, 

(ii) a high cost of tax compliance, (iii) the complexity of tax legislation, (iv) the legal uncertainty connected with the application 

of tax norms, (v) the instability of tax legislation, (vi) the outcome of specific tax provisions, (vii) the length of judicial or 

administrative procedures, or (viii) other factors, such as for instance exchange control regimes. See under reference to the 

relevant national reports: id. 
853 On the costs and benefits of tax incentives see comprehensively: E.M. Zolt, Tax incentives in developing countries: 

maximizing the benefits and minimizing the cost, in United Nations Handbook on Selected Issues in Protecting the Tax Base of 

Developing Countries (A. Trepelkov, H. Tonino & D. Halka eds., United Nations 2017). According to id., at ch. 1 the empirical 

evidence on the effects of tax incentives is inconclusive. Under certain circumstances they can, however, have a positive 

influence. See id. for a detailed discussion, and for further references the sources in supra n. 1014. Taxation has also its own 

effects on economic growth. A concise summary is provided by P. Aghion et al., Taxation, corruption, and growth, 86 Eur. Econ. 

Rev., p. 21 (2016) stating: “Is taxation good or bad for growth? A dominant view is that taxation is detrimental to growth. 

Taxation reduces the reward to entrepreneurial innovation and therefore discourages investments that are important for growth. 

This perspective emphasizes minimizing the tax burden on successful innovators to encourage more people to try to become 

successful innovators. An alternative view argues that taxation should not be analyzed independently from the surrounding 

economic and institutional environment. Taxation, in fact, is central for many aspects of this environment: tax revenues fund 

public infrastructure, education and schools, legal systems, and much more. Entrepreneurs and innovators often rely heavily on 

these public goods, and higher taxation can be growth enhancing if it supports the stronger provision of public goods because it 

raises the expected returns to entrepreneurial efforts.” 
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In this context, tax competition enters the scene.854 This “intergovernmental bidding contest for an 

internationally mobile tax base”855 is a dynamic game national tax policy makers are involved in – whether 

they like it or not.856 As reflected in specialist literature, it is a very complex one.857 To give a rough and 

starkly inconclusive indication,858 tax competition may take different forms (general vs. targeted),859 may 

happen with respect to different taxes (CIT, personal income tax or commodity tax),860 may be pursued to 

attract different flows (real investment vs. paper profits)861 and different countries (e.g. small vs. large)862 

with different attributes (e.g. economic openness,863 or political regime)864 may be impacted by it in 

different ways.865 It constraints the revenue raising capacity of the competing countries as a whole – but 

still creates winners and losers.866,867  

                                                
854 There is “ample” evidence that countries behave strategically in setting the tax rate. Further, countries are also engaged in tax 

competition by favourable tax regimes. See for that: K.A. Clausing, The nature and practice of capital tax competition, in Global 

Tax Governance: What is wrong and how to fix it sec. 2, 7 (P. Dietsch & T. Rixen eds., ECPR Press 2015); Both issues will, with 

a focus on the topic under investigation in this thesis, be discussed in the remainder of this section. A comprehensive overview of 

evidence is also provided by Zodrow, supra n. 850, at pp. 881-890; see further: J.K. Brueckner, Strategic Interaction Among 

Governments: An Overview of Empirical Studies, 26 International Regional Science Review 2 (2003); M.P. Devereux, B. 

Lockwood, & M. Redoano, Do Countries Compete over Corporate Tax Rates?, 92 J. Public Econ. 5–6 (2008), who, focusing 

OECD countries, found strategical interactions with respect to the statutory tax rate for mobile profits and, to a smaller extent, the 

effective marginal tax rate for capital; see, however, also K.G. Stewart & M.C. Webb, International competition in corporate 

taxation: Evidence from the OECD time series sec 3.1. (2005), available at 

http://citeseerx.ist.psu.edu/viewdoc/download?doi=10.1.1.632.1084&rep=rep1&type=pdf (accessed 5 Apr. 2018). 
855 P. Genschel & L. Seelkopf, Winners and Losers of Tax Competition, in Global Tax Governance: What is wrong and how to fix 

it sec. 2 (P. Dietsch & T. Rixen eds., ECPR Press 2015); On the mobility of capital in fair detail see, e.g. Zodrow, supra n. 850, at 

pp. 866-881. 
856 M. Keen & K.A. Konrad, The Theory of International Tax Competition and Coordination, Max Planck Institute for Tax Law 

and Public Finance Working Paper 2012 – 06, sec. 1 (2012). 
857 To be sure, this section will not even come close to fully take account of what has been worked out in the relevant literature. 

For more comprehensive literature overviews see, e.g. Clausing, supra n. 854, at sec. 2; Zodrow, supra n. 850; Keen & Konrad, 

supra n. 856; P. Genschel & P. Schwarz, Tax competition: a literature review, 9 Socio-Econ. Rev. 2 (2011) [hereinafter Genschel 

& Schwarz overview]; see further going also the sources provided for in supra n. 896-897. 
858 As held by Zodrow, supra n. 850, at p. 885 “the extent of tax competition is ultimately an empirical issue.” 
859 As discussed below, tax competition for the corporate tax base can take different forms. See generally, e.g. Clausing, supra n. 

854, sec. 1-2; Genschel & Schwarz fiscal democracy, supra n. 843, at sec. 3; or M. Keen, Preferential regimes can make tax 

competition less harmful, 54 Natl Tax J 4 (2001) [hereinafter Keen Preferential regimes]; see further, e.g. A. Kemmerling & E. 

Seils, The Regulation of Redistribution: Managing Conflict in Corporate Tax Competition, 32 West Eur. Politics 4 (2009). 
860 See, e.g. Keen & Konrad, supra n. 856, who use as examples the decrease in inheritance and gift taxes, the reduction in top 

marginal personal tax rates on labour and capital income, or limits on alcohol and cigarette excises. See also Genschel & Schwarz 

overview, supra n. 857, ch. 3 for literature dealing with tax competition focusing consumption taxes and individual income taxes. 
861 See in more detail: Keen & Konrad, supra n. 856, at ch. 4; MNEs are tax sensitive with respect to the location of their real 

economic activities. See, e.g. Clausing, supra n. 854, at ch. 4, 7; Likewise, they strive to arrange their affairs in a way that income 

will be located in more lightly taxed jurisdictions. See, e.g. id.; Genschel & Schwarz overview, supra n. 857, at sec. 3.2.3.; and 

the discussion and references provided for in sec. 2.2.5. and 2.3.2.3. 
862 See, for instance, R. Kanbur & M. Keen, Jeux Sans Frontières: Tax Competition and Tax Coordination When Countries Differ 

in Size, 83 Am. Econ. Rev. 4 (1993); Genschel & Schwarz fiscal democracy, supra n. 843; Genschel & Seelkopf, supra n. 855; 

Clausing, supra n. 854, at sec. 2. 
863 See, with further references, Clausing, supra n. 854, at sec. 2.  
864 E.g. Genschel & Seelkopf, supra n. 855.  
865 Compare, again, the literature overviews provided for in supra n. 857. 
866 In detail see, e.g. Genschel & Seelkopf, supra n. 855, who conclude that the winners of tax competition include governments 

and workers of small, well governed democracies. The losers, on the contrary, are workers of large countries, especially if they 

are autocracies and poorly governed.  
867 Notably, tax competition can also convey social benefits. For instance, tax competition may constraint leviathans, absent other 

limits on their actions. These are policy makers inclined to raise public revenue to serve their own –and not society´s - interest. 

See with further references: Keen & Konrad, supra n. 856, at sec. 4.6.1. 



96 
 

In focusing the impact of tax competition constraints on the allocation of taxation rights for income 

connected with financial instruments it appears worthwhile to start with considering the path dependencies 

caused by the tax law treatment of debt and equity. This should demonstrate – from a legal point of view – 

what possibilities tax policymakers have.868  

Focus the level of the company first. There the return on equity is subject to CIT, whilst the return on (tax 

deductible) debt is not.869 Hence, for attracting equity investment, the CIT is directly relevant.870 This tax 

has two tasks: One is to serve as a kind of WHT on capital income of foreign investors.871 The other is to 

work as a prepayment for income tax of domestic investors.872 In legal terms, however, the CIT is always 

a tax on the domestic entity.873 As such, it does not differentiate between domestic and foreign 

shareholders.874 Neither does it make a distinction between new and old investment.875,876 

Thus, a general reduction in the statutory CIT rate for the sake of attracting new foreign equity investment 

tends to go in hand with a windfall gain for a group of taxpayers not targeted by the incentive: domestic 

shareholders, and foreign shareholders that have already invested.877 Whether this policy choice is feasible 

depends on various circumstances.878 In essence, the cost of forfeited CIT revenue must be balanced against 

the potential benefits associated with the inflow of foreign capital.879 The latter, notably, may include 

                                                
868 The work of Schön Tax Coordination Part II, supra n. 835, at sec. 4.5. will form the basis for these elaborations. 
869 See the discussion and references provided for in sec. 2.1.5.1. The exceptions thereto will be dealt separately below.  
870 To support this: It was suggested in economic literature that a reduction in a country’s average effective tax rate of 10% 

increases its stock of FDI, on average and in the long run, by over 30%. See for that: de Mooij, & Ederveen, supra n. 851; See on 

the issue also: Crivelli, de Mooij & Keen, supra n. 607.  
871 Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.1.  
872 Id.; also: D.J. Jiménez-Valladolid de L´Hotellerie-Fallois & F.A. Vega Borrego, Legal Personality, Limited Liability and CIT 

Liability, in Corporate Income Tax Subjects sec 2.2. (D. Gutman ed., IBFD 2015), Online Books IBFD.  
873 Schön Tax Coordination Part II, supra n. 835, at sec. 4.5.3.3. 
874 Compare id. Neither does it appear straightforward to make such a distinction, not least from a political point of view – see 

Zodrow, supra n. 850, at p. 889; it would also allow a circumvention of domestic CIT – compare: G. Zodrow, Capital Mobility 

and Source-Based Taxation of Capital Income in Small Open Economies, 13 Int Tax Public Finance 2, pp. 272-273 (2006) 

[hereinafter Zodrow mobility].Generally on the topic see, e.g. D. Gutman, General Report, in Corporate Income Tax Subjects (D. 

Gutman ed.,IBFD 2015), Online Books IBFD; J.G. Gravelle, The Corporate Income Tax - A Persistent Policy Challenge, 11 Fla. 

Tax Rev. 2, pp. 91-92 (2011). 
875 Schön Tax Coordination Part II, supra n. 835, at sec. 4.5.3.3, who, however, underlines that this is possible with respect to 

some parts of the tax base, such as e.g. through accelerated depreciations.  
876 For clearness, the goal would be to attract new investment. Ideally, a tax incentive only applies for that. See J.A. Frenkel, A. 

Razin & E. Sadka, International Taxation in an Integrated World p. 214 (MIT, 1991); Schön Tax Coordination Part II, supra n. 

835, at sec. 4.5.3.3. Old investment is sunk and states are inclined to tax it. See id. and R.H. Gordon & J.R. Hines, International 

Taxation, NBER Working Paper Series – Working Paper No. 8854, sec. 6 (2002). 
877 Compare Schön Tax Coordination Part II, supra n. 835, at sec. 4.5.3.3.; Schön Eigenkapital und Fremdkapital, supra n. 181, at 

sec. 3.5.4.1.; see also the discussion in Buettner, Overesch & Wamser, supra n. 125. 
878 With a focus on OECD Countries, tax havens and least developed countries see Genschel & Seelkopf, supra n. 855; See for a 

more detailed discussion, e.g. the literature referred to in supra n. 857. 
879 Keen & Konrad, supra n. 856, at sec. 2.1.1.; Genschel & Seelkopf, supra n. 855, sec. 2; in more detail see IMF, OECD, UN & 

World Bank, Options for Low Income Countries´ Effective and Efficient Use of Tax of Incentives for Investment, IMF Policy 

Papers, p. 10 (2015) [hereinafter IMF, OECD, UN & World Bank Options], who note, e.g. also administrative cost and costs 

resulting from distorted resource allocation.  
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increases in labour and consumption taxes,880 and a decrease in the need for social spending.881 For small 

countries that have a narrow domestic capital base and lots of foreign capital to attract, this cost/benefit 

ratio is more likely to be favourable than what would be the case for a large country.882 And indeed, 

literature suggests that small and more internationally integrated economies are more likely to set lower tax 

rates.883,884 

Tax competition may also happen in a more targeted way. Here countries compete with respect to the 

characteristics of their tax system.885 This growing886 phenomenon is relatively less widely captured by 

empirical literature.887 Still, there is strong anecdotal evidence on the existence of preferential tax regimes 

that aim at the attraction of mobile capital.888 These regimes work differently.889 They can, for instance, 

include ring fencing890 or tax rate reductions for certain types of income.891 Besides, they may also target at 

various activities.892 Examples include IP-regimes, headquarters regimes, holding regimes or financing 

regimes.893 Targeted forms of tax competition can be found in both, small and large countries.894 

For this thesis most notably, some literature names tax competition by allowing “MNEs access to tax 

avoidance devices – e.g., through explicit regulations or lax enforcement – that are legally or effectively 

                                                
880 Caused by a potential stimulation in investment and an increased capital labour ratio, as well as by a surge in labour demand 

and wages. See, e.g. Genschel & Seelkopf, supra n. 855, at sec. 2; Inward FDI may also bring technological spillovers and reduce 

the per‐capita cost of provision of public goods or inputs – see Keen & Konrad, supra n. 856, at sec. 4.1., providing reference to: 

D.A. Black & W. Hoyt, Bidding for Firms, 79 Am. Econ. Rev. 5 (1989): Compare further: IMF, OECD, UN & World Bank 

Options, supra n. 879, at p. 10; see also the brief discussion in Collier & Riedel, supra n. 74, at sec. 2.5. 
881 Genschel & Seelkopf, supra n. 855, sec. 3. 
882 E.g. Genschel & Seelkopf, supra n. 855, at sec. 2; Keen & Konrad, supra n. 856, at sec. 2.1.1.; A. Haufler & M. Runkel, 

Firms' financial choices and thin capitalization rules under corporate tax competition, 56 Eur. Econ. Rev. (2015). 
883 E.g. Clausing, supra n. 854, at sec. 2, 7; Genschel & Seelkopf, supra n. 855, sec. 3. 
884 Observing that small open economies are levying lower capital and labour taxes: H. Winner, Has Tax Competition Emerged in 

OECD Countries? Evidence from Panel Data, 12 Int Tax Public Finance (2005). 
885 Compare, e.g. Clausing, supra n. 854, at sec. 2.  
886 Id. 
887 Id.; see also Kemmerling & Seils, supra n. 859; Genschel & Schwarz fiscal democracy, supra n. 843, sec. 3.  
888 See with respect to EU Member States, e.g, Kemmerling & Seils, supra n. 859, at pp. 759-762; See also the lists provided in: 

OECD, Action 5 Final Report 2015 – Countering Harmful Tax Practices More Effectively, Taking into Account Transparency 

and Substance para. 147 (OECD 2015), International Organizations’ Documentation IBFD [hereinafter OECD Action 5]; OECD, 

Harmful Tax Practices - 2017 Progress Report on Preferential Regimes: Inclusive Framework on BEPS: Action 5, OECD/G20 

Base Erosion and Profit Shifting Project para. 15 (OECD 2017) [hereinafter OECD Harmful Tax Practices Progress Report].  
889 See for a more detailed discussion, e.g. Zolt, supra n. 853, sec. 2.2.  
890 OECD, Harmful Tax Competition an Emerging Global Issue para. 62(OECD 1998) [hereinafter OECD Harmful Tax 

Competition 1998], states that ring fencing is present “(i) where a regime implicitly or explicitly excludes resident taxpayers from 

taking advantage of its benefits or (ii) where an entity that benefits from the regime is explicitly or implicitly prohibited from 

operating in the domestic market.” 
891 Compare OECD Action 5, supra n. 888, at para. 4, where it is stated that since OECD Harmful Tax Competition 1998, supra 

n. 890, the current concerns have been less on ring fencing, but more on rate reductions on certain types of income. 
892 See, e.g. OECD Action 5, supra n. 888, at para. 74-87 and id, at para. 147 for an overview of such regimes; see also OECD 

Harmful Tax Practices Progress Report, supra n. 888, at para. 15.  
893 See, e.g. OECD Action 5, supra n. 888, at para. 74-87. 
894 Compare the lists provided in OECD Action 5, supra n. 888, at para. 147; OECD Harmful Tax Practices Progress Report, 

supra n. 888, at para. 15; see also Kemmerling & Seils, supra n. 859, at pp. 758-761; compare further: Haufler & Runkel, supra 

n. 882, who suggest that small countries chose more lenient thin capitalization rules than their larger neighbours.  
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not available to domestic firms”895 in the same breath as preferential tax regimes.896 Given the availability 

of tax planning strategies to MNEs only, a country can practically tax international mobile capital at a 

relatively lower rate than the immobile domestic capital.897 If the amount of outward profit shifting can be 

perfectly controlled, this comes close to having two CIT rates.898 Thus, mobile capital can be attracted 

without facing the revenue drawbacks coming along with a general cut in tax rates.899 There is empirical 

support for this type of tax competition to exist.900 If MNEs are able to easily mitigate the effect of relatively 

high tax rates on the cost of capital, the negative impact of them on FDI might be muted.901 In fact, 

investment in high tax countries may be higher in presence of tax avoidance opportunities, than in their 

absence.902 Correspondingly, in parts of economic scholarship the concern was raised that attempts to stem 

income shifting might (perversely) heighten real reactions to tax differences across countries.903 The 

argument goes that if MNEs can no longer shift income without shifting the underlying activity, their tax 

sensitiveness in real economic decisions about investment and employment may increase.904 

That being said, the focus shall be switched to the level of the investor. There, as seen in sec. 2.1.5.3., the 

tax is usually levied in the form of a WHT on the gross amount. For tax-deductible debt finance, the 

investor´s limited tax liability is the only point where source taxation can be effected.905 For equity finance 

                                                
895 Zodrow, supra n. 850, at p. 889.  
896 See, e.g. id., at pp. 888-890; compare also, e.g. Clausing, supra n. 854, at sec. 2, 7; Roin Competition, supra n. 166, at p. 600; 

L.V. Faulhuber, The Trouble with Tax Competition: From Practice to Theory, 71 Tax L. Rev. (2018); N. Johannesen, Strategic 

Line Drawing between Debt and Equity, EPRU Working Paper Series No. 2011-04 (2011) [hereinafter Johannesen 2011]; 

Johannesen 2014, supra n. 126; R. Altshuler & H. Grubert, The Three Parties in the Race to the Bottom: Host Governments, Home 

Governments and Multinational Companies, CESIFO Working Paper No. 1613 (2005); as referred to in M.C. Durst, Chapter 2: 

Poverty, Tax Competition, and Base Erosion, 89 Tax Notes Int´l, p. 1197 (2018) [hereinafter Durst Chapter 2]; the latter elaborates 

on the topic in id., at pp. 1196-1199. In id., at pp. 1196-1197 he notes that this type of tax competition emerged already shortly 

after the Second World War; see further: H.J. Ault & B.J. Arnold, Protecting the tax base of developing countries: an overview, in 

United Nations Handbook on Selected Issues in Protecting the Tax Base of Developing Countries sec. 11.1. (A. Trepelkov, H. 

Tonino & D. Halka eds., United Nations 2017) [hereinafter Ault & Arnold Overview], who differ between incentives that directly, 

and incentives that indirectly, lower the costs for a foreign investor to invest into the source country. The lax enforcement of thin 

capitalization and transfer pricing rules constitute an example of the latter; see also Haufler & Runkel, supra n. 882, who suggest 

that tax competition for MNEs occurs mostly through tax rules that are targeted at mobile capital. Statutory tax rates, on the other 

hand, are only of secondary relevance. See also the concise discussion in Collier & Riedel, supra n. 74, at sec. 2.5.; the further 

sources provided for in supra n. 126; as well as P. Egger, N. Strecker & B. Zoller-Rydzek, Estimating Bargaining-related Tax 

Advantages of Multinational Firms, CESifo WP Series 6979 (2018). 
897 Compare, e.g. Zodrow, supra n. 850, at pp. 888-889, under reference to the studies of: Q. Hong & M. Smart, In praise of tax 

havens: International tax planning and foreign direct investment, 54 Eur. Econ. Rev. (2010); S. Peralta, X. Wauthy & T. van 

Ypersele, Should countries control international profit shifting?, 68 J. Int. Econ. (2005); see, however, also J. Slemrod & J.D. 

Wilson, Tax competition with parasitic tax havens, 93 J. Pub. Econ. (2009). 
898 Keen & Konrad, supra n. 856, at sec. 4.2.2. 
899 Compare, e.g. Zodrow, supra n. 850, at pp. 888-889.  
900 R. Altshuler & H. Grubert, Governments and Multinational Corporations in the Race to the Bottom, 110 Tax Notes Int´l 

(2006); See also Edgar, Farrar, & Mawani, supra n. 581, at p. 825, who then, in 2008, noted that literature just started to take 

account of this particular form of tax competition.  
901 E.g. Zodrow, supra n. 850, p. 888. 
902 Clausing, supra n. 854, at sec. 2 – referring to Hong & Smart, supra n. 897; and for contrast: Slemrod & Wilson, supra n. 897; 

See also Keen & Konrad, supra n. 856, at sec. 4.2.2.; and the sources provided for in supra n. 126. 
903 E.g. Clausing, supra n. 854, at sec. 7; see also the sources provided for in supra n. 126 
904 E.g. id; In this direction also: Zolt, supra n. 853, at sec. 4.2.2. 
905 Compare: Schön Tax Coordination Part II, supra n. 835, at sec. 4.5.3.3.; Schön Eigenkapital und Fremdkapital, supra n. 181, 

at sec. 3.5.4.1, who holds that when tax deductible debt payments escape the tax policy constraints at the level of the CIT.  
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– here already being the second access point for source taxation – the investor´s limited tax liability is, 

likewise, relevant.906 Thus, a reduction in WHT on outgoing payments under financial instruments can, in 

principle, be tool for attracting foreign capital.907 The IMF also observed a general downward trend in 

(domestic and tax treaty) WHT rates.908 This suggests that tax competition, indeed, takes place in this 

setting.909 For the purposes of this thesis some specifications have, however, to be made. 

First and foremost, in order for a reduction in WHT to work for tax competition purposes, the reduction 

must “reach” the investor, i.e. it must reduce her tax liability.910 Depending on the taxation of the investor 

in the residence state, this does not always happen. For instance, where the residence state applies the 

ordinary credit method to mitigate double taxation911 and the source state WHT is lower than, or equal to, 

the tax imposed by the residence state on the income,912 a decrease in source state WHT only leads to the 

residence state having to credit less. Instead of to the investor, the tax benefit, under these circumstances, 

merely flows to the treasury of the residence state.913 To be clear, in the latter case the source state even has 

an incentive to tax.914 

But whenever, and as long as, a full credit of the WHT in the residence state does not succeed a reduction 

in source state WHT can cause a difference in the total tax liability of the investor. Then it is capable of 

working as a tax competition tool. This can, for instance, happen if the source state WHT exceeds the tax 

                                                
906 Compare also id. 
907 As implied in id. 
908 See IMF, Spillovers in International Corporate Taxation, IMF Policy Papers, Appendix V (2014) [hereinafter IMF Spillover], 

stating that since 1980, WHT on portfolio dividends, interest and royalties has fallen by approx. 30%. WHT on direct dividends 

has fallen by 50%.  
909 In id., it is, however, noted that for OECD countries, a key driver in this process was the implementation of the Parent-

Subsidiary Directive 2011/96 and the Interest and Royalty Directive (2003/49). A further differentiation between developed and 

developing countries is not made. As it will be shown in this section, there are also reasons other than tax competition that favour 

a reduction in WHT. For the sake of the point to be made here, there is no need to quantify the importance of different factors 

reducing WHT. 
910 Which is a key concern often expressed in this context. See, e.g. para. 7 UN Model: Commentary on Article 10 (2011), as well 

as in more detail, and instead of many, Zolt, supra n. 853, at ch. 3; in fair detail on the issue see also UN, Manual for the 

Negotiation of Bilateral Tax Treaties between Developed and Developing Countries pp. 20-24 (United Nations 2003) [hereinafter 

UN Manual 2003]. 
911 Assuming that this is done in accordance with OECD Model Tax Convention on Income and on Capital art. 23A(2), 23B (27 

Nov 2017), Models IBFD; or: UN Model Double Taxation Convention art. 23A(2), 23B (2011), Models IBFD; or by means of a 

state granting unilateral relief leading to the same result. If the full tax credit method is applied, the investor always has to pay the 

home tax. See Rohatgi, supra n. 312, at. p. 280; For a more detailed explanation, including a contrasting to the alternative full 

credit method: Paras. 15, 16 and 23-27 OECD Model: Commentary on Article 23 (2017): See the further sources provided in 

supra n. 640, or A. Rust, Article 23, in Klaus Vogel on Double Tax Conventions 4th ed. paras. 37, 42 (E. Reimer & A. Rust eds., 

Kluwer L. Intl. 2015); Holmes Tax Policy, supra n. 765, at sec. 6.3.2; or, e.g. R. Camacho Palma, The Paradox of Gross 

Taxation at Source, 38 Intertax 12 (2010). 
912 See in more detail, e.g. Zolt, supra n. 853, at ch. 3. 
913 See in more detail, including numerical examples, e.g. id., or J. Khoo, Reducing Withholding Tax Rates in Double Tax 

Treaties: Trends and Implications, 24 Austl. Tax F., pp. 610-614 (2009). 
914 Compare, e.g. P.B. Sørensen, Can Capital Income Taxes Survive? And Should They?, 53 CESifo Economic Studies 2, sec. 2.3. 

(2007) [hereinafter Sørensen Capital Income Tax]; or: E. Gugl & G. Zodrow, International Tax Competition and Tax Incentives 

in Developing Countries, available at https://www.issuelab.org/resources/5287/5287.pdf (accessed on 18. Apr. 2018), sec. 1 

(2004).  
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that the residence state imposes on the income.915 Further, it may occur where expenses are connected with 

the debt or equity investment.916,917 Alternatively, it may be the case when the investor is exempt on the 

income.918 Either by its nature,919 or as a result of the exemption method being applied.920 This also means 

that the more countries move towards territorial taxation, the higher the tax competition pressures on WHT 

may become.921  

Secondly, the nature of the investments must be paid attention to.922 Seen from – the here relevant – 

risk/control perspective,923 pure equity and pure debt are typically not the same.924 In principle, pure equity 

is not refundable, whilst pure debt is repaid.925 As a result, an equity investment is more prone to be sunk 

than a debt investment.926 Investors know that. When they make a strategic investment, they generally also 

expect an above average return.927 Their interest in the company is typically long lasting and involves some 

form of influence on the management.928 Hence, the strategic equity investor might not consider the 

                                                
915 E.g. Rohatgi, supra n. 312, at. p. 281 – noting also that some states allow the excess credit to be carry forward. See also the 

discussion and references provided for in supra n. 641. 
916 Again assuming that the ordinary credit method as foreseen in Art. 23 OECD and UN Model Convention is used and a tax 

credit in the residence state is limited to the amount of tax on net income. See already supra n. 911.  
917 Compare for interest, e.g. Lüdicke, supra n. 354, at p. 136; for dividends, e.g. Vann General Report, supra n. 247, at sec. 4.1.  
918 See already sec. 2.3.2.2. and compare the sources provided for in supra n. 911. 
919 Such as, possibly, pension or sovereign wealth funds.  
920 OECD Model Tax Convention on Income and on Capital arts. 23A (27 Nov 2017), Models IBFD; or: UN Model Double 

Taxation Convention arts. 23A (2011), Models IBFD; on the exemption method, see, e.g. R. Ismer, Art. 23A Befreiungsmethode, 

in Doppelbesteuerungsabkommen 6th ed. (K. Vogel & M. Lehner eds., Beck 2015). 
921 See, e.g. IMF, OECD, UN & World Bank, Supporting the Development of More Effective Tax Systems, Report to the G-20 

Development Working Group, available at https://www.oecd.org/ctp/48993634.pdf accessed (20. Apr. 2018), p. 27 (2011) 

[hereinafter IMF, OECD, UN & World Bank Supporting]. However, as argued by Zolt, supra n. 853, at sec. 3.2. there may, 

ultimately, be good reasons to assume that the impact of the residence states´ tax regimes on the desirability/effectiveness of 

source states´ tax incentives could, in many cases, be rather limited, even if the country has a nominal worldwide tax system. The 

change such a move could bring with it might, therefore, be low. Still, as discussed with further references in IMF Spillover, 

supra n. 908, at para. 63, some evidence to the contrary exists. See further, e.g. T. Matheson, V. Perry & C. Veung, Territorial vs. 

Worldwide Corporate Taxation: Implications for Developing Countries, IMF Working Paper 13/205 (2013).  
922 Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.1.; Schön Tax Coordination Part II, supra n. 835, at sec. 

4.5.3.3. 
923 See especially: Schön Tax Coordination Part II, supra n. 835, at sec. 4.5.3.2; who works out that the borderline between debt 

and equity is “not abolished but shifted away from formal distinctions between corporate and contractual positions into the 

direction of substantive criteria on the “risk and control” situation of the financier.” Into this direction also Helminen 

international tax law concept, supra n. 6, at sec. 9.2.1. 
924 See especially the discussion and references provided for in sec. 2.2. 
925 See already the discussion and references (including to literature dealing with exceptions thereto) provided for in sec. 2.1.3.; 

and Schön Tax Coordination Part II, supra n. 835, at sec. 4.5.3.4. 
926 Schön Tax Coordination Part II, supra n. 835, at sec. 4.5.3.4; similarly: Becker & Dwenger, supra n. 242, sec. 3.5. 
927 Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.1; In other words, he expects to earn (economic) rents. See 

R. Griffith, J. Hines & P.B. Sørensen, International Capital Taxation, in The Institute for Fiscal Studies, Reforming the Tax 

System for the 21st Century: The Mirrlees Review p. 926 (Oxford University Press, 2008) who concisely summarise the relevant 

terminology as: “Rents are profits in excess of the going market rate of return on capital. For debt capital the normal return is 

the market rate of interest on debt, which will vary with the level of risk, and for equity it is the required market rate of return on 

stocks in the relevant risk class.”  
928 As extracted from the definition of FDI brought forward in: UNCTAD, United Nations Conference on Trade and 

Development p. 4 (United Nations, 1999); A. Easson, Taxation of Foreign Direct Investment p. 2 (Kluwer Law International 

1999). 



101 
 

investment to be readily interchangeable.929 This is less true, when the shareholder pursues a diversified 

portfolio investment strategy that aims at earning a market return.930 Here, alternative investments with 

similar risk/return profiles can more easily be found outside a specific country.931 Nevertheless, irrespective 

of the size of the equity investment, its return will depend on the economic performance of the issuer.932 

And the risk profile of this investment will be shaped by the country specific risk.933 For the (pure) debt 

investor, on the other hand, the company and country specific features tend to be of relatively less 

relevance.934 She will receive her fixed interest rate, which is comparably less dependent on the conditions 

of the local market.935 Alternative debt investment opportunities outside the country are more frequently 

available.936 Consequently, it is fair to assume that the tax competition pressure on debt capital is higher 

than on equity capital.937 From this perspective, the specifics of the investment determine the ability of the 

source state to tax its return. 938 The stronger the investment decision has been influenced by the 

characteristics of the issuer (and so by local factors), the lower its interchangeability, especially with foreign 

investments, might be.939  

                                                
929 Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.1.; Compare also Sørensen Capital Income Tax, supra n. 

914, at sec. 2.3. (2007), who notes that “financial instruments (in particular shares) issued in different countries are imperfect 

substitutes because they have different risk characteristics, as will be the case when returns in different national stock markets 

are not perfectly correlated”. 
930 Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.1.; Compare also: M.J. Graetz & I. Grinberg, Taxing 

International Portfolio Income, 56 Tax L. Rev., p. 549 (2002) who state: ”In contrast [to foreign direct investment], portfolio 

investment dollars are volatile and move rapidly throughout the world seeking the highest return possible for a given level of 

risk.” (footnotes omitted). 
931 Compare id. 
932 Schön Tax Coordination Part II, supra n. 835, at sec. 4.5.3.3 and 4.5.3.4.; Schön Eigenkapital und Fremdkapital, supra n. 181, 

at sec. 3.5.4.1. 
933 Schön Tax Coordination Part II, supra n. 835, at sec. 4.5.3.3; Compare also: Sørensen Capital Income Tax, supra n. 914, at 

sec. 2.3.; Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.1. 
934 Schön Tax Coordination Part II, supra n. 835, at sec. 4.5.3.3; Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 

3.5.4.1. 

For sure, this is not necessarily always the case. A shareholder pursing a diversifying portfolio investment strategy owning a 

micro-fraction in the shares of a widely held company might, practically, be argued to have less issuer specific interest than the 

buyer of a large amount of (junk)bonds of the same company. Nevertheless, if the bondholder loses her investment due to a 

default, the shareholder will – per definition – do so as well. Note also that the credit rating of a country was found to have a 

(significant) impact on the credit ratings of country´s firms that issue bonds in international capital markets. See E. Borensztein, 

K. Cowan and P. Valenzuela, Sovereign Ceilings “Lite”? The Impact of Sovereign Ratings on Corporate Ratings in Emerging 

Market Economies, IMF Working Paper, No. 07/75, (2007). See also Becker & Dwenger, supra n. 242, sec. 3.5., who underline 

that the screening costs are higher for equity investments than for debt investments. Hence, debt is more mobile between 

companies and between jurisdictions.  
935 Schön Tax Coordination Part II, supra n. 835, at sec. 4.5.3.3.; For the sake of clarity: That does not mean that she has no 

interest in the specifics of the debtor. If the debtor defaults, she gets, like equity holders, potentially nothing. Yet, her 

participation in the upward risk is lower than for equity holders. For the latter the profit and loss situation directly influences their 

return. The (pure) debt holder, on the other hand, gets a fixed amount of interest and nothing more. Still, the specifics of the 

debtor will influence the “value at risk” of the debt claim and hence also its price. See in more detail, e.g. Brealey, Myers & 

Allen, supra n. 197, at ch. 23. 
936 Compare Schön Tax Coordination Part II, supra n. 835, at sec. 4.5.3.3. 
937 Compare id. 
938 Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.1.; Schön Tax Coordination Part II, supra n. 835, at sec. 

4.5.3.3. 
939 Id.  
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This background helps to better understand the international tax treatment of financial instruments worked 

out in sec. 2.1.5.3., particularly when focusing on developed countries.940 

As mentioned there, developed countries often renounce on levying a WHT on outgoing interest 

payments.941 Whilst this result can required by EU law,942 or may be supported by certain tax systematic 

reasons,943 it is fair to assume that the above path dependencies and tax competition constraints strongly 

shaped this reality.944 In this context, several circumstances where the WHT on interest creates a cost for 

the investor can be spotted.945 Typical situations involve debt held by tax exempt investors,946 or financial 

instutions.947 These lenders might be especially willing to negotiate so called “tax gross-up” clauses into 

loan contracts.948 When their market power is strong enough, they could succeed in making the borrower 

bearing the cost caused to them by the WHT.949 Empirical950 as well as plenty of anecdotal evidence suggest 

this to be a rather common practice.951 It can be well assumed that tax policy makers are willing to mitigate 

this result. This indicates why the WHT on outgoing interest dwindled away within recent decades.952 

Against this background, one might discover in the exemption of outgoing interest payments less of a tax 

competition for debt capital – but rather a protection of domestic debtors against its consequences.953 It does 

not surprise that the Commentaries to the OECD and UN Model provide for more targeted approaches.954 

                                                
940 Which is, again, fuelled by the insightful elaboration provided for in id.  
941 See the discussion and references provide for in sec. 2.1.5.3; as well as Schön Tax Coordination Part II, supra n. 835, at sec. 

4.5.3.3; Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.1. 
942 If the payment falls under the scope of the Interest and Royalty Directive (2003/49). 
943 See R. Danon, Interest (Article 11 OECD Model Convention), in Source versus Residence: Problems Arising from the 

Allocation of Taxing Rights in Tax Treaty Law and Possible Alternatives sec. 1.2. (M. Lang et al. eds., Kluwer 2008) who regards 

pure residence taxation to be the most practical solution for the systematic problem going in hand with gross taxation. Further, 

pure residence taxation would have the advantage of making the issues occurring in connection with the source rule of Art. 11 

para. 5 OECD Model 2017 less relevant; Also Helminen Article 11, supra n. 315, at sec. 1.1.2.2. discovers good reasons for 

giving the residence state the exclusive taxation right for interest. 
944 Compare for the latter: Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.1. 
945 As mentioned, this is so when the WHT is not creditable against the tax imposed on the income by the residence state. 
946 As mentioned in sec. 2.2.2.2., tax-exempt investors hold significant amounts of debt instruments. 
947 Who typically refinance granted loans. See in this regarad, e.g. Helminen Article 11, supra n. 315, at sec. 3.2.1.3; or para. 7.2. 

OECD Model: Commentary on Article 11 (2017). 
948 Also referred to as “tax indemnities” regulations – see, e.g. G. Kofler, Nationales Außensteuerrecht, in Internationales 

Steuerrecht p. 209 (S. Bendlinger et al. eds., Lexis Nexis 2015). As the nature of the tax gross up lies in ensuring that the lender 

receives as much as he received absent the WHT, the borrower has to pay a higher interest in order to compensate for the tax 

drain. See also A. Schmitt, Tax gross up-Klauseln und FATCA in Kreditverträgen, 23 Betriebs Berater 16, 919-923 (2013) and 

the numeric example in sec. 7.4.2.1.  
949 Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.1.; Schön Tax Coordination Part II, supra n. 835, at sec. 

4.5.3.3.; Barnes, supra n. 597, at sec. 3.5.  
950 Under reference to: H. Huizinga, Withholding Taxes and the Cost of Public Debt, IMF Working Paper 94/18 (1994); H. 

Huizinga, The Incidence of Interest Withholding Taxes: Evidence from the LDC Loan Market, 59 J. Public Econ. (1996); Schön 

Tax Coordination Part II, supra n. 835, at sec. 4.5.3.3. 
951 See, e.g. the sources provided for in supra n. 948; or D. Aigner, G. Aigner, H. Buzanich, Vor Art 10 bis 12, in DBA 2nd ed. 

para. 2 (D. Aigner, G. Kofler & M. Tumpel eds., Linde 2018), who use the term “market standard”. 
952 Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.1.– be it, as mentioned in sec. 2.1.5.3. under domestic law or 

tax treaty law; Providing for additional policy reasons why a state could not want to tax interest: L. Muten, International 

experience of how taxes influence the movement of private capital, 8 Tax Notes Int´l, pp. 744-745 (1994). 
953 Compare Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.1. 
954 See already the discussion and references provided for in sec. 2.1.5.3. 
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Therewith, a state generally willing to tax outgoing interest payments can cease do so under certain 

circumstances, including when the lender is tax-exempt person955 or a financial institution.956  

The above can also be well connected with the tax treatment of certain HFIs. For financial instruments 

participating in the profits of the issuer, tax competition constraints tend to be lower.957 So even if a profit 

participating loan is treated as debt for CIT purposes, a tax on outgoing payments made under it may be 

considerably easier upheld, than a tax on (pure) debt payments.958 As shown in sec. 2.1.5.3., some countries 

precisely do so.959 Likewise, high risk and perpetual bonds are not comparably exposed to tax competition 

pressures.960 Again, it happens that payments made under such instruments are subjected to WHT.961 

Switching to equity it has, to begin with, be reflected on how a shareholder can benefit from a WHT 

reduction in the source state. If he is taxable on the dividends with a rate higher, or equal to, the source state 

WHT, a reduction in the tax can reach the investor if there are expenses connected with the shareholding.962 

If the investor is not taxed on the dividend in the residence state he will always benefit from a reduction in 

the source state WHT. This can result from the, rather common, tax relief provided for direct dividends,963 

which some states also extent to portfolio dividends.964 Alternatively, the shareholder can also be tax-

exempt as such. Notably, this type of investors also hold a significant amount of worldwide 

shareholdings.965 There is, consequently, room for tax competition.  

As discussed in sec. 2.1.5.3. WHT reductions for dividends take place in practice – even though to a lower 

extent than with respect to interest.966 So do numerous (typically capital exporting) states negotiate rates 

                                                
955 Note that para. 7.10 OECD Model: Commentary on Article 11 (2017) states that this happens to increase neutrality with 

respect to foreign and domestic investments of these entities. That does not make the inclusion of such clause for tax competition 

purposes impossible, though.  
956 See, including a more detailed discussion, id., and Helminen Article 11, supra n. 315, at sec. 3.2.1. 
957 Compare Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.1. 
958 Compare in this direction also id.  
959 See the references to Germany and the United States in sec. 2.1.5.3. 
960 Compare Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.1. 
961 See the discussion and references provided for in sec. 2.1.5.3. 
962 As mentioned in id., the WHT on dividends is typically levied on the gross amount. Compare on the credit method already 

supra n. 640 and 911. 
963 For a brief overview of domestic direct shareholder dividend relief systems see Harris Article 10, supra n. 285, at sec. 

2.2.2.3.2.; A comparable relief for direct dividends can, sometimes, also be found at the level of the tax treaty. Finnish tax 

treaties, for example, often foresee an exemption for received direct dividends. See: K. Hiltunen, Finland – Corporate Taxation 

sec. 7.2.1.3.,Country Analysis IBFD (accessed 20. Feb 2018).  
964 Austria, for example, exempts dividends yielded by shareholdings below 10%, if an administrative assistance agreement with 

the state of the paying entity is in place. See Sec. 10(1)(6) KStG (amended 2018); As held in literature though, domestic dividend 

reliefs for inbound portfolio dividends are less common than dividend reliefs for inbound direct dividends. See Harris Article 10, 

supra n. 285, at sec. 2.2.2.3.3. 
965 See the discussion and references provided for in sec. 2.2.2.2. and compare also, e.g. S. van Weeghel, Dividends (Article 10 

OECD Model Convention), in Source versus Residence: Problems Arising from the Allocation of Taxing Rights in Tax Treaty 

Law and Possible Alternatives sec. 2 (M. Lang et. al eds., Kluwer 2008) [hereinafter van Weeghel Dividends]; P.A. Harris, 

Cross-border dividend taxation in the 21st century: the (ir)relevance of tax treaties, 55 Brit. Tax Rev. 6, p. 588 (2010); Vann 

General Report, supra n. 247, at ch. 5.  
966 Compare, supra n. 306.  
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into their tax treaties, which are below those stated in the OECD Model.967 Also, the Commentary on Article 

10 of the OECD Model,968 as well as a number of tax treaties, foresee a lower source taxation, when the 

shareholder is a pension fund, or comparable.969 In as far this is driven by tax competition concerns remains 

open. Whilst some literature, indeed, observed that reductions in dividend WHT “presumably” happened 

to encourage equity investment,970 downward pressure on dividend WHT can also come from elsewhere:  

First, reductions in dividend WHT may – in a tax treaty context – be simply pursued for revenue reasons.971 

Typically, this may become an issue if the capital flows between two countries are not even.972 A net capital 

exporting country, which taxes its residents on dividend income, may gain from a lower dividend WHT.973 

In fact, the decrease in foreign taxes to be credited may well exceed the forgone source tax on dividends.974 

Given the overall effect appears positive, it might be that the net capital exporting state exerts pressure in 

tax treaty negotiations towards this end.975 

Secondly, there are numerous tax systematic arguments favouring a reduction in dividend WHT.976 An 

important one is the safeguarding of neutrality. Such concerns, for instance, underlie the above mentioned 

waiver from source taxation for pension funds, or comparable entities. If they are tax exempt in their 

residence state, it makes sense to extent this exemption to the source state.977 Therewith, neutrality with 

respect to domestic and foreign investments of such companies is ensured.978 Similarly, a limitation in WHT 

on direct dividends increases neutrality with respect to profits from unincorporated businesses, such as PEs 

or partnerships.979 The 25% threshold approximates the existence of a comparable entrepreneurial 

                                                
967 Often a zero rate with respect to direct dividends and a rate below 15% for portfolio dividends. See for this and an overview: 

Harris Article 10, supra n. 285, at sec. 3.2.3; But see also IMF Spillover, supra n. 908, at Appendix V, spotting a 50% reduction 

in WHT on direct dividends since the 1980´s. As mentioned EU directives were seen as the major driver among OECD states. 

Still the IMF appears to suggest that tax competition may have played a part in that process.  
968 Paras. 13.1-13.2 OECD Model: Commentary on Article 10 (2017); and referring thereto: para. 13 UN Model: Commentary on 

Article 10 (2017).  
969 This is the case with respect to tax treaties of Australia China, Switzerland, France, Singapore, the United States and the 

United Kingdom. See for this and an overview: hereinafter Harris Article 10, supra n. 285, at sec. 3.2.3. 
970 Khoo, supra n. 913, at p. 605, seemingly based on an analysis of U.S., UK, Canadian, Australian and New Zealandian tax 

treaty practice; See, as discussed above, also IMF Spillover, supra n. 908, at Appendix V. 
971 See Khoo, supra n. 913, at pp. 601-602, 613-615, 617, 630. 
972 Compare, in essence, id. 
973 Compare id.  
974 Compare, in essence, id.  
975 See id., stating that many smaller countries seem to have been pressured into reducing their WHT in treaties with larger 

countries. 
976 See in more detail, e.g. van Weeghel Dividends, supra n. 965, sec. 1-2; and M. Helminen, Discussion of Stef van Weeghel´s 

Paper on Article 10 OECD Model Convention, in Source versus Residence: Problems Arising from the Allocation of Taxing 

Rights in Tax Treaty Law and Possible Alternatives (M. Lang et. al eds., Kluwer 2008) [hereinafter Helminen discussion]. Both 

authors generally argue for an elimination of source tax on dividends – the latter even stronger than the former. 
977 van Weeghel Dividends, supra n. 965 at sec. 2; Paras. 13.1-13.2 OECD Model: Commentary on Article 10 (2017); and 

referring thereto: para 13 UN Model: Commentary on Article 10 (2017). 
978 Id. 
979 Compare: Schön Tax Coordination Part II, supra n. 835, at sec. 4.4.4.2.; Helminen international tax law concept, supra n. 6, at 

sec. 2.1; van Weeghel Dividends, supra n. 965, at sec. 2. 
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activity.980 Furthermore, a reduction in source state WHT on dividends would alleviate problems that can 

come along with investments made through Collective Investment Vehicles (CIVs).981 The access of such 

vehicles to tax treaties is not always given.982 Treaty entitled investors in the CIV may face high compliance 

cost for obtaining the applicable tax treaty relief.983 Thus, practically, the dividend WHT paid may exceed 

the rate provided for in the relevant tax treaty.984 Moreover, the elimination of WHT on direct dividends 

may also take place for the sake of facilitating the grouping of companies.985 The Parent Subsidiary 

Directive (2011/96) precisely pursues this goal.986 More generally, the avoidance of recurrent taxation, 

actually, also calls for a reduction in WHT on portfolio dividends.987 After all, the cascading effect also 

takes place here.988 In addition, an elimination of WHT on dividends creates consistency with the taxation 

of capital gains under article 13 OECD Model (2017).989 In fact, capital gains and dividends are largely the 

same from a corporate finance perspective – both reflect the earnings of the company.990  

Despite these downward pressures and the room for tax competition, source taxation of dividends still 

exists.991 It is fair to assume that the lower tax competition pressure on equity investment plays a role in 

                                                
980 With further references: Schön Tax Coordination Part II, supra n. 835, at sec. 4.4.4.2.; What concerns portfolio dividends, on 

the other hand, the alignment of incorporated and unincorporated business does not call for a reduction in WHT. Compare: 

Helminen international tax law concept, supra n. 6, at sec. 2.1; Schön Tax Coordination Part II, supra n. 835, at sec. 4.4.4.2. – 

who also notes that nothing prevents the legislator from extending this aligned treatment to portfolio shareholders. 
981 van Weeghel Dividends, supra n. 965 at sec. 2; in more detail thereon, see OECD, The Granting of Treaty Benefits with 

respect to the Income of Collective Investment Vehicles paras. 19-21 (OECD 2010), International Organizations’ Documentation 

IBFD [hereinafter OECD CIV Report]. 
982 See on the issue id., as well as, e.g. D. Blum & E. Pinetz, Investmentfonds im internationalen und europäischen Steuerrecht, in 

Investmentfonds - Aufsicht und Besteuerung p. 160 (N. Engel-Kazemi et al. eds., Linde 2015) and J. Schuch & C. Willvonseder, 

Einkünftezurechnung im DBA Recht und Investmentfonds, in Einkünftezurechnung im internationalen Steuerrecht p. 144 (M. 

Lang et al. eds., Linde 2015); M. Scherleitner, Thoughts on the Potential Effects of the OECD/G20 BEPS Action Plan on 

Collective Investment Vehicles - Part I, 70 Bull. Intl. Taxn. 10 (2016), Journals IBFD. 
983 Compare: OECD CIV Report, supra n. 2779, at para. 19 – mentioning that these costs may even be deterrent for the 

obtainment of treaty benefits. 
984 Compare id. 
985 With respect to the Parent-Subsidiary Directive 2011/96: M Helminen EU Tax Law 2017, supra n. 314, at sec. 3.1, referring 

to, e.g. CY: ECJ, 4 Oct. 2001, Case C-294/99, Athinaïki Zythopoiia, ECJ Case Law IBFD.  
986 See supra n. 985. As mentioned, this was regarded to be a key driver for the reduction in WHT on direct dividends among 

OECD states. See IMF Spillover, supra n. 908, at Appendix V.  
987 Critical on the differentiation between direct and portfolio shareholdings in Art. 10 para. 2: Harris Article 10, supra n. 285, at 

sec. 3.1.3.3.1.; Schön Tax Coordination Part II, supra n. 835, at sec. 4.4.4.1.; Holding a different view van Weeghel Dividends, 

supra n. 965, sec. 6; positive with respect to the need to differentiate between direct and portfolio shareholdings, but suggesting 

this to happen in the residence state: Helminen discussion, supra n. 976, at p. 77; focusing individual shareholders and 

discovering little justification for a levying a WHT on portfolio dividends in the source state, apart from revenue considerations 

and the fact that it is internationally accepted to do so: Vann General Report, supra n. 247, at sec. 4.1. 
988 Harris Article 10, supra n. 285, at sec. 3.1.3.3.1.; Schön Tax Coordination Part II, supra n. 835, at sec. 4.4.4.1. 
989 E.g. van Weeghel Dividends, supra n. 965, sec. 2.  
990 Id.; Likewise, it would increase consistency with interest, given the reduction in dividend WHT leads to the same level of 

source taxation as present for interest. Whilst, due to the deductibility of debt, full consistency would not be reached, the 

differences in the treatment between the instruments would be decreased and neutrality increased. Advocating for a similar 

taxation of dividends, interest and capital gains for tax neutrality reasons: Helminen discussion, supra n. 976, at sec. 4; Helminen 

international tax law concept, supra n. 6, at sec. 9.2.4.1; Helminen Classification, supra n. 1, at sec. 1. 
991 See, again, supra n. 306. 



106 
 

this context.992 Further, it can be well connected to the above discussions focusing on the company level: 

Most OECD countries experienced a decline in nominal CIT rates.993 However, often statutory tax cuts 

were accompanied with a broadening of the tax base.994 Thus, the effective CIT rates have fallen 

considerably less than the nominal ones.995 As a fraction of GDP in OECD countries, CIT revenues 

remained roughly constant between 1965-2005 and even increased towards the end of this observation 

period.996 Whilst in the wake of the financial crisis this ratio plummeted,997 it still displays a remarkable 

robustness of the CIT – despite some earlier predictions to the contrary.998  

3.2.1.3.2.3. Focus developing countries – ensuring source taxation 

Developing countries face the same trade-off as developed countries do: On the one hand, they have public 

spending needs they have to ensure revenue for. On the other hand, they want to provide an attractive tax 

regime for foreign and domestic investment.999 The above considerations regarding tax competition 

pressures and path dependencies are not less applicable for them. However, for the purpose of this study 

some specifications seem to be necessary.1000 

                                                
992 Compare: Schön Tax Coordination Part II, supra n. 835, at sec. 4.5.3.3; Schön Eigenkapital und Fremdkapital, supra n. 181, at 

sec. 3.5.4.1; Compare for more detail, as well as for further reasons (including the taxation of location specific rents): Sørensen 

Capital Income Tax, supra n. 914, at sec. 2.3.  
993 See, e.g. M.P. Devereux, Developments in the Taxation of Corporate Profit in the OECD since 1965: Rates, Bases and 

Revenues, Oxford University Centre for Business Taxation WP 07/04 (2007), and for further references Griffith, Hines & 

Sørensen, supra n. 927, at p. 932; Zodrow, supra n. 850, at p. 885. 
994 See M.P. Devereux, R. Griffith & A. Klemm, Can international tax competition explain corporate income tax reforms? 

(working title), available at http://discovery.ucl.ac.uk/15006/1/15006.pdf (accessed at 5. Apr. 2018); compare also: Stewart & 

Webb, supra n. 854.  
995 Compare id. and see with further references to empirical literature: Griffith, Hines & Sørensen, supra n. 927, at p. 932; The 

alleviation of the nominal tax cuts through the tax base broadening is likely only one reason for this “corporate tax rate-revenue 

paradox”. See R.A. de Mooij & G. Nicodème, Corporate tax policy, entrepreneurship and incorporation in the EU, European 

Commission Economic Papers N° 269, sec. 1 (2008); and Zodrow, supra n. 850, at pp. 885-886; Genschel & Schwarz fiscal 

democracy, supra n. 843, at ch. 4 under reference to Stewart & Webb, supra n. 854; For additional explanations compare: 

Zodrow, supra n. 850, FN 20, who, under reference to Devereux, supra n. 993, states that they may include: increased inward 

profit shifting, a shift from income from the personal income tax base to the CIT tax base (see here, e.g. de Mooij & Nicodème, 

supra n. 995) as well as increased relative profitability and increased investment in response to tax reductions; Compare also: 

Sørensen Capital Income Tax, supra n. 914, at sec. 2.2. 
996 See Devereux, supra n. 993; for a further discussion, including further references, see also Zodrow, supra n. 850, at pp. 885-

886; Genschel & Schwarz fiscal democracy, supra n. 843, at ch. 4.  
997 See the graph provided in: J. Owens, What Will the Corporate Income Tax Look Like When Claus Staringer Reaches His 

Sixtieth Birthday?, 27 SWI 12, p. 671 (2017) – in 2015 the OECD average was a 2,9%, which is a decline of 0,3% compared to 

2000 – variations between countries are, of course, existing. Owens also observes that there is a shift from the corporate form to 

the unincorporated form, which, ceteris paribus (c.p.), helps to explain the decline in CIT revenues. 
998 See with further references Schön Tax Coordination Part I, supra n. 130, at sec. 2.3.5.1; T. Horst, A Note on the Optimal 

Taxation of International Investment Income, 94 Q. J. Econ. 4, pp. 793-798 (1980). In fair detail on the complex issue why the 

CIT survived see also Zodrow, supra n. 850, at pp. 881-885; Griffith, Hines & Sørensen, supra n. 927, at p. 925, 932-933; 

Gordon & Hines, supra n. 876, pp. 67-68; Sørensen Capital Income Tax, supra n. 914, at sec. 2.1. 
999 IMF, OECD, UN & World Bank Supporting, supra n. 921, at p. 10.  
1000 Briefly on the differences between the tax landscapes in developed and developing countries, e.g. id. pp. 11-12, 15-21; 

Compare also: Miller & Oats, supra n. 690, at paras. 20.1-20.20, who cover much of what will be discussed below. See also R.M. 

Bird & E.M. Zolt, Tax policy in emerging countries, 26 Environ Plann C (2008). 
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First and foremost, the CIT is an important revenue raising tax in developing countries.1001 Typically, even 

more important than in developed countries.1002 Corporations are obliged to comply with statutory 

accounting requirements and are, thus, well accessible for taxation.1003 This is not necessarily so with 

respect to other sectors of the economy.1004 Not least may corporations also have rather substantial 

profits.1005 As some examples provided by the OECD show, the reliance on MNE taxation can be rather 

extreme in developing countries:1006 Rwanda, for instance, derives 70% of its tax base from MNEs.1007 In 

Nigeria it is 88%.1008 And in Burundi one company contributes to nearly 20% of total tax collection.1009 

Consequently, losing CIT revenue may be especially painful for developing countries.1010,1011 

Starting from this insight, tax competition should be focused first. Literature suggests that this, as 

mentioned, also takes place in developing countries.1012 They tend to compete in both, CIT rates and tax 

                                                
1001 Crivelli, de Mooij & Keen, supra n. 607; IMF Spillover, supra n. 908, at para. 5; Compare also: V. Tanzi & H. Zee, Tax 

Policy for Developing Countries, IMF Economic Issues No. 27 (2001); R. Burgess & N. Stern, Taxation and Development, 31 

Journal of Economic Literature 2, p. 777 (1993); R.S. Avi-Yonah & Y. Margolioth, Taxation in Developing Countries: Some 

Recent Support and Challenges to the Conventional View, 27 Va. Tax Rev. 1, p. 5; Durst Chapter 2, supra n. 896, at p. 1190; R. 

Gordon & W. Li, Tax Structures in Developing Countries: Many Puzzles and a Possible Explanation, 93 J. Public Econ. 7-8 

(2000), who find that 53,7% of income taxes paid in countries with a GDP below USD 745 are CIT; see also Collier & Riedel, 

supra n. 74, at sec. 2.3. 
1002 E.g. Crivelli, de Mooij & Keen, supra n. 607; IMF Spillover, supra n. 908, at para. 5; Durst Chapter 2, supra n. 896, at p. 

1190. 
1003 Burgess & Stern, supra n. 1001, at p. 777; Avi-Yonah & Margolioth, supra n. 1001, at pp. 2-3. 
1004 Referring to small farmers and traders, who are usually exempt from complying with statutory accounting requirements: 

Burgess & Stern, supra n. 1001, at p. 777; Compare, more recently, also: IMF, OECD, UN & World Bank Supporting, supra n. 

921, at p. 11 who underline the importance of the informal sector in developing countries. Further they note that the income of 

some taxpayers (“micro traders”) – even if informal – will likely lie below any reasonable tax threshold; Compare also: T. Besley 

& T. Persson, Why Do Developing Countries Tax So Little?, 28 J. Econ. Perspect, pp. 109-111 (2014). 
1005 Burgess & Stern, supra n. 1001, at p. 777; see also Collier & Riedel, supra n. 74, at sec. 2.3. who underline that: “Large 

entities […] serve as important revenue contributors in the developing world as they tend to operate in the formal sector, pay 

business and value added taxes, and act as third-party withholders of the personal income tax of their workers.” (footnote 

omitted). 
1006 OECD, Part 1 of a Report to G20 Development Working Group on the Impact of BEPS in Low Income Countries p. 11 

(OECD 2014), International Organizations´ Documentation IBFD [hereinafter OECD BEPS Low Income 1]. 
1007 Id; ATAF, Cross-Border Taxation: Implications for Africa – African Priorities on Base Erosion and Profit Shifting sec 2.2. 

(ATAF 2014) [hereinafter ATAF BEPS].  
1008 Id., referring to: ATAF, ATAF Consultative Conference on New Rules of the Global Tax Agenda: Outcomes Document, South 

Africa (2014). The relevant link provided in ATAF BEPS, supra n. 1007 does not work.  
1009 OECD BEPS Low Income 1, supra n. 1006, at p. 11, referring to: The North-South Institute, Domestic Resource 

Mobilization in Africa: An Overview, available at http://www.nsi-ins.ca/wp-content/uploads/2012/10/2010-Domestic-Resource-

Mobilization-in-Africa-An-Overview.pdf (accessed on 23. Apr 2018), p. 2 (2010).  
1010 Compare, e.g. OECD BEPS Low Income 1, supra n. 1006, at pp. 10, 33.  
1011 That skips – for the sake of conciseness – dealing with important preliminary questions. In fact, and as worked out in good 

detail by Durst Chapter 2, supra n. 896, at pp. 1190-1194, even absent tax competition, the setting of corporate income taxation 

has to include weighing the social benefits against the social costs of the tax. This results in a socially optimal level of CIT. Tax 

competition, then, most likely, results in a country raising less CIT revenue than socially optimal. See id., at p. 1196. To be clear, 

the pure raising of CIT does not automatically go in hand with an increase in social benefits. The presence of, e.g. corruption and 

government inefficiency require additional government policies in order to translate the tax revenue into something valuable for 

the society. See id., at p. 1191 and compare further his reference to Besley & Persson, supra n. 1004, at pp. 113-115; See, 

including further references, also Collier & Riedel, supra n. 74, at sec. 2.2., who imply developing countries do not tax enough.  
1012 See A. Klemm & S. van Parys, Empirical Evidence on the Effects of Tax Incentives, IMF Working paper 09/136 (2009); 

Compare also S.M.A. Abbas & A. Klemm, A partial race to the bottom: corporate tax developments in emerging and developing 

economies, 20 Int Tax Public Finance (2013), finding that the (standard) CIT systems of emerging and developing countries 

have, broadly speaking, developed in a similar fashion. Exceptions, such as sub-Saharan Africa, are available. The authors, 

however, observed a race to the bottom among special tax regimes, especially in Africa. 
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incentives.1013 Whether or not this is sensible policy-wise has been debated among experts.1014 The bottom 

line seems to be that tax incentives do not effectively counterbalance serious deficiencies in the overall 

investment climate.1015 As submitted by James, although a lowering in effective tax rates leads to an 

increase in FDI, the effect is eight times stronger for countries with a good investment climate.1016 Tax 

incentives do not appear to have as much effects in developing countries, than they do in developed 

countries.1017 What is more, in a developing country context tax incentives were often found to be 

redundant.1018 That means that the investment would have been effected also without the incentives.1019 The 

tax benefit was, therefore, a pure cash transfer to the investor.1020 Consequently, countries with poor 

investment climate1021 should concentrate on fixing this problem first.1022 The provision of tax incentives at 

this stage merely constitutes a waste of public revenues much needed in this process.1023 An UN survey 

                                                
1013 See Klemm & van Parys, supra n. 1012 for an empirical analysis indicating the existence of tax competition over CIT rates 

and some tax incentives (tax holidays, but not investment allowances); See also the above reference to Abbas & Klemm, supra n. 

1012.  
1014 See in more detail and with further references, e.g. Gugl & Zodrow, supra n. 850, at sec. 1; H.H. Zee, J.G. Stotksy & E. Ley, 

Investment: A Primer for Policy Makers in Developing Countries, 30 World Dev. 3 (2002); Zolt, supra n. 853, at ch. 1-2; S. 

James, Tax and Non-Tax Incentives and Investments: Evidence and Policy Implications, World Bank Group 2013, available at 

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2401905&download=yes (accessed 9. Mar. 2018); Durst Chapter 2, supra n. 

896, at pp. 1190-1196; Y. Margalioth, Tax Competition, Foreign Direct Investment and Growth: Using the Tax System to 

Promote Developing Countries, 23 Virginia Tax Review 1 (2003); Y. Brauner, The future of tax incentives for developing 

countries, in Tax, Law and Development (Y. Brauner & M. Stewart eds., Edward Elgar 2013); T. Dagan, The tragic choices of 

tax policy in a globalized economy, in Tax, Law and Development (Y. Brauner & M. Stewart eds., Edward Elgar 2013). 
1015 Suggesting this after balancing empirical evidence: James, supra n. 1014, at p. 8; see also J. Morisset & N. Pirnia, How Tax 

Policy and Incentives Affect Foreign Direct Investment: A Review, in Using Tax Incentives to Compete for Foreign Investment 

ch. 5 (L.T. Wells, J. Morisset & N. Pirnia. eds., World Bank Group, Foreign Investment Advisory Service (FIAS) 2001) who 

specify that, generally, when there are serious deficiencies in the investment environment, taxes will not be able to make them up. 

Neither will they generate desired externalities. Still, these authors bring forward that among peer countries taxes may have an 

impact. They subject this to further qualifications, including the tax incentive used, as well as the MNE´s activity and motivation 

to invest abroad. See in this regard also James, supra n. 1014, at p. 14, who discusses how different types of investment tend to 

respond to tax incentives. Efficiency seeking FDI appears to be highly responsive, whilst resource seeking, market seeking and 

strategic asset seeking FDI seems to be less responsive.  
1016 James, supra n. 1014, at p. 9. 
1017 Id., at p. 8; compare also IMF, OECD, UN & World Bank Options, supra n. 879, at p. 11; Literature, however, is not 

unanimous in this respect: T. Madies & J. Dethier, Fiscal Competition in Developing Countries: A Survey of the Theoretical and 

Empirical Literature, 3 Journal of International Commerce, Economics and Policy, ch. 5 (2012), for instance, state: “The 

literature reviewed in this paper showed that, empirically, fiscal incentives designed to attract FDI matter more in developing 

countries than in developed countries” after which they, however, continue with “A better strategy for developing countries as a 

whole would be to set a low and stable corporate income tax rate in order to attract FDI from developed countries, and to 

improve other features of the country which ultimately matter more than fiscal incentives, including its governance and the 

education of its labor force” (emphasis added). 
1018 James, supra n. 1014, at pp. 15-16; IMF, OECD, UN & World Bank Options, supra n. 879, at pp. 11-12. 
1019 Id. 
1020 IMF, OECD, UN & World Bank Options, supra n. 879, at p. 16. This creates one component of the revenue costs of tax 

incentives. The other relates to taxpayers abusively obtaining the incentive. See in more detail on the costs of tax incentives also 

id., at pp. 16-17 and Zolt, supra n. 853, at sec. 2.1.2.  
1021 James, supra n. 1014, at p. 9, assessed the investment climate based on: World Bank, Doing Business 2008 (World Bank 

2007).  
1022 See the recommendation provided for by James, supra n. 1014, at pp. 44-46. Compare also the above statement by: Madies & 

Dethier, supra n. 1017, at sec. 5; or, D. Hasen, Tax Neutrality and Tax Amenities, 12 Fla. Tax Rev. 2, p. 118 (2012). 
1023 Compare id.; or IMF, OECD, UN & World Bank Options, supra n. 879, at p. 10.  
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conducted among 7.000 companies doing business in 19 sub-Saharan countries strongly underlines this.1024 

According to it, tax incentive packages ranked only 11th out of 12 in importance of location factors.1025 

Whilst tax incentives are, as such, not in the focus of this research, this logic still appears to be quite relevant 

for this study. Mutatis mutandis it suggests that tax competition pressures are lower in countries with a 

weak investment climate.1026 Moreover, the prevalence of tax competition among developing countries and 

the major concerns expressed in connection with “wasteful tax incentives”1027 give some important context 

to the research on legislative action against tax arbitrage with HFIs in developing countries. It shows that 

not all worries of developing countries regarding the tax base are reflected in the OECD/G20 BEPS Action 

plan.1028 And notably, already BEPS is just one out of many tax related challenges faced by them.1029 Others 

include corruption, the informal sector and various other tax policy and tax administration concerns.1030 

Together with the low priority of combatting tax arbitrage with HFIs within the action against BEPS,1031 it 

becomes clear that the resources and (political) attention devoted to this topic might be quite limited. 

Despite this perception, the issue is nonetheless a real concern for developing countries1032 – not least as 

MNE affiliates situated there are typically the recipients, and not the providers, of intragroup finance.1033  

Also another important concern raised by developing countries is not dealt with in the BEPS project: the 

balance of source and residence taxation rights enshrined in bilateral tax treaties based on the OECD and 

                                                
1024 UNIDO, Africa Investor Report: Towards evidence-based investment promotion strategies (UNIDO 2011). 
1025 Id.; as referred to in: IMF, OECD, UN & World Bank Options, supra n. 879, at p. 11. 
1026 Simply because it can be assumed that tax played a little role in the investment decision anyway. 
1027 OECD BEPS Low Income 1, supra n. 1006, at pp. 21-22. 
1028 The OECD also acknowledges that and calls for separate action in this context – see OECD BEPS Low Income 1, supra n. 

1006, at p. 8, 21-22; OECD, Part 2 of a Report to G20 Development Working Group on the Impact of BEPS in Low Income 

Countries p. 19 (OECD 2014), International Organizations´ Documentation IBFD [hereinafter OECD BEPS Low Income 2]; 

relevant work has also been done. See, e.g. IMF, OECD, UN & World Bank Options, supra n. 879; Zolt, supra n. 853; compare 

further: Collier & Riedel, supra n. 74, at sec. 4, who provide for a broader overview regarding other efforts made after the 

OECD/G20 BEPS project.  
1029 As recognized in OECD BEPS Low Income 2, supra n. 1028, at p. 21; this does, of course, not mean that this is not a concern 

for developing countries. To the contrary, it is even argued that developing countries are hit harder by profit shifting activities 

than developed countries. See the relevant discussion and references provided for in sec. 7.4.2.1.; as well as concisely, Collier & 

Riedel, supra n. 74, at sec. 2.3.  
1030 OECD BEPS Low Income 2, supra n. 1028, at p. 21; in more detail see IMF, OECD, UN & World Bank Supporting, supra n. 

921; see also the elaborations in sec. 3.2.3.2.; For a more differentiated discussion on the issue of informality in developing 

countries, see Keen Taxation and Development, supra n. 106, at pp. 15-16  
1031 Which is clearly underlined in OECD BEPS Low Income 1, supra n. 1006, at p. 28, where the relevance of BEPS Action 2 is 

seen as low.  
1032 Harris UN Proposal, supra n. 2, at p. 288, who states: “While the relevance of the OECD recommendations in this regard 

may well be low, developing countries must be aware of the revenue risk raised by hybrid mismatch arrangements. There is a 

need to consider and respond to such arrangements, but not necessarily using the OECD recommendations.”; See also I.I.J. 

Burgers & I. Mosquera, Corporate Taxation and BEPS: A Fair Slice for Developing Countries, 8 Erasmus L. Rev. 8, sec. 2.3. 

(2017), who demand awareness raising in this respect. 
1033 For base erosion payments in general: OECD BEPS Low Income 1, supra n. 1006, at p. 15. 
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UN Model.1034 Contrary to the issue with tax incentives, where substantial guidance has been worked 

out,1035 a comparable work on the allocation of taxation rights in tax treaties has not (yet) taken place.1036  

Consider, in this regard, the fact that vis-á-vis developed countries, developing countries are usually net 

importers of capital.1037 The reciprocity that normally exists between developed countries is, thus, not 

comparably present in this relationship.1038 Hence, revenue gains and losses do not broadly even out.1039 

Rather, the developing country practically takes in the position of the source state.1040 Consequently, their 

core concern is whether the reduction in source taxation is justified by the increased inward investment.1041  

Whether the benefits of entering into a tax treaty can exceed the costs depends on the many facts of the 

underlying case.1042 Generally speaking, the empirical evidence on the impact of tax treaties on FDI seems 

to be mixed.1043 In addition, the presence of treaty shopping practices exacerbates the revenue loss 

                                                
1034 Again recognising this, as well as underlining the debate to be legitimate: OECD BEPS Low Income 1, supra n. 1006, at p. 9; 

for an overview of regional Model Conventions (with a focus on the source taxation of interest) see Jehlin, supra n. 309, sec. 

3.1.2.-3.1.8. 
1035 See, e.g. Zolt, supra n. 853, at ch. 2; IMF, OECD, UN & World Bank Options, supra n. 879; For a brief policy guidance see 

also OECD, Draft Principles to Enhance the Transparency and Governance of Tax Incentives for Investment in Developing 

Countries, available at https://www.oecd.org/tax/tax-global/transparency-and-governance-principles.pdf (accessed 9. Mar. 2018). 
1036 The MLI does not directly address the issue. Yet, it includes a number of provisions that – if chosen by the respective other 

Contracting State – may increase source taxation. 
1037 Compare, e.g. IMF Spillover, supra n. 908, at para. 35; Vann International Aspects, supra n. 167, at p. 8; UN Manual 2003, 

supra n. 910, at p. 5; UN Manual 2016, supra n. 312, at p. 12.  
1038 Compare, in essence, id. 
1039 As this typically happens under tax treaties between developed countries, which is caused by the more or less equal flows of 

trade and investment between them. See UN Manual 2003, supra n. 910, at 5. 
1040 See, e.g. the sources in surpa n. 1037. 
1041 Compare, in essence, id; Regarding positive signaling effects caused by entering a tax treaty, see: IMF Spillover, supra n. 

908, at para. 40; Vann International Aspects, supra n. 167, at p. 8. In the UN Manual 2016, supra n. 312, at pp. 13-14, the 

benefits and costs potentially caused to developing countries as a result of entering into tax treaty are summarised as follows: 

Benefits include: “(i) increased foreign investment as a result of removal or reduction of tax barriers, (ii) greater access to 

foreign technology and skills, (iii) flow-on benefits to the local economy from increased foreign investment, (iv) increased 

certainty for both taxpayers and tax administrations, (v) improved consistency of tax treatment, (vi) protection for investment 

abroad, (vii) avoidance of fiscal evasion.”; whilst the cost include: “(i) immediate revenue cost, (ii) affect or limit on the 

operation of certain domestic tax laws, (iii) risk of treaty-shopping and treaty abuse, (iv) risk of double non-taxation, (v) need for 

changes and/or clarifications to domestic law to conform with tax treaties, (vi) challenges to tax administration capacity to 

negotiate and administer tax treaties, including obligations under the mutual agreement procedure, exchange of information and, 

in some treaties, assistance in the collection of taxes.” (numeration style changed). 
1042 In more detail thereon see UN Manual 2016, supra n. 312, at pp. 11-14; A. Pickering, Why negotiate tax treaties? – Papers 

on Selected Topics in Negotiation of Tax Treaties for Developing Countries ch. 1 (United Nations 2014); M. Hearson, 

Bargaining away the tax base: The North-South politics of tax treaty diffusion ch. 3 (Thesis LSE 2016) [hereinafter Hearson 

Bargaining away].   
1043 See with further references IMF Spillover, supra n. 908, at para. 37 and Appendix V; as well as: Hearson Bargaining away, 

supra n. 1042, at sec. 3.3.2. 
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component.1044 Latter is said to be a “major issue” for many developing countries.1045 It is, against this 

background, not always sure, whether entering into a tax treaty is a good choice for a developing country.1046 

Ultimately, domestic law changes may achieve the desired outcomes as well.1047 In addition, also the 

domestic law of capital exporting states may include provisions that eliminate double taxation. If this is so, 

the tax treaty practically transfers revenue from the capital importing to the capital exporting country.1048 

As mentioned in sec. 2.1.5.3, neither article 10, nor and article 11 of the UN Model (2011) foresees a fixed 

limit on source taxation.1049 In each case, developing countries regarded the restrictions provided for by the 

OECD Model as inacceptable.1050 The UN Model, therefore, leaves this open for negotiation.1051 Despite 

the stronger emphasis on source taxation the UN, nevertheless, reminds developing countries to consider 

the negative effects of high WHT on investment,1052 or on the interest rate of the borrower.1053 

In this context, it seems worth to tell that when the UN Model was first considered, many developing 

countries felt that as a matter of principle the source state should have an exclusive taxation right for 

                                                
1044 Treaty shopping is usually referred to as an act of borrowing a tax treaty – see D. Rosenbloom, Derivative Benefits: 

Emerging US Treaty Policy, 22 Intertax 2, p. 83 (1994), as well as in more detail e.g. C. HJI. Panayi, Double Taxation, Tax 

Treaties, Treaty Shopping and the European Community ch. 2 (Kluwer Law 2007); R.S. Avi-Yonah & C. HJI Panayi, Rethinking 

Treaty Shopping Lessons for the European Union, in Tax Treaties: Building Bridges between Law and Economics pp. 21-50 (M. 

Lang et al eds. IBFD 2010); S. van Weeghel, The Improper Use of Tax Treaties ch. 8 (Kluwer Law 1998) [hereinafter van 

Weeghel Improper Use]; OECD, Double taxation Conventions and the Use of Conduit Companies (OECD 1986); de Broe 

Prevention of Abuse, supra n. 96, at pp. 5-20; G.S. Cooper, Preventing tax treaty abuse, in United Nations Handbook on Selected 

Issues in Protecting the Tax Base of Developing Countries (A. Trepelkov, H. Tonino & D. Halka eds., United Nations 2017) 

[hereinafter Cooper tax treaty abuse]. 
1045 IMF Spillover, supra n. 908, at paras. 34, 38; focusing Africa see A.W. Oguttu, OECD’ s Action Plan on Tax Base Erosion 

and Profit Shifting: Part 1 - What Should Be Africa’ s Response, 69 Bull Intl. Taxn. 11, sec. 5.2. (2015), Journals IBFD; A.W. 

Oguttu, OECD’ s Action Plan on Tax Base Erosion and Profit Shifting: Part 2 – A Critique of Some Priority OECD Actions from 

an African Perspective – Addressing Excessive Interest Deductions, Treaty Abuse and the Avoidance of the Status of a 

Permanent Establishment, 70 Bull Intl. Taxn. 6, sec. 14.2. (2016), Journals IBFD – who notes that many treaty shopping schemes 

involving Africa work through Mauritius; See also Collier & Riedel, supra n. 74, at sec. 3; OECD BEPS Low Income 2, supra n. 

1028, at p. 14; Note, however, that the question as to whether, and as to what extent, treaty shopping is inappropriate is more 

nuanced. See in this context especially L. de Broe et al., Tax Treaties and Tax Avoidance: Application of Anti-Avoidance 

Provisions, 65 Bull. Intl. Taxn. 7, sec. 5.7 (2011); and further: L. de Broe & N. Bammens, Treaty Shopping and Avoidance of 

Abuse, in Tax Treaties: Building Bridges between Law and Economics (M. Lang et al eds. IBFD 2010). See also Indian Supreme 

Court (SC) in IN: SC, 30 May 2002, Union of India v. Azadi Bachao Andolan, Tax Treaty Case Law IBFD. For a discussion of 

the case in the light of the above arguments see E. Baistrocchi, The Use and Interpretation of Tax Treaties in the Emerging 

World: Theory and Implications, 53 Brit. Tax Rev. 4, pp. 361-365 (2008) as well as sec. 7.4.3.1. 
1046 Stating that developing countries should not enter into tax treaties lightly: IMF Spillover, supra n. 908, at para 40; see also 

the tax policy considerations provided for in OECD, Action 6 Final Report 2015 – Preventing the Granting of Treaty Benefits in 

Inappropriate Circumstances paras. 75-81 (OECD 2015), International Organizations’ Documentation IBFD [hereinafter OECD 

Action 6], as well as the considerations in UN Manual 2003, supra n. 910, at pp. 58-59; UN Manual 2016, supra n. 312, at pp. 1-

20. 
1047 IMF Spillover, supra n. 908, at para. 40, naming WHT rates and the PE definition as examples; See in this context also 

Dagan Tax Treaty Myth, supra n. 166. 
1048 Hearson Bargaining away, supra n. 1042, at sec. 3.3. According to id. more than half of the world´s 3.000 tax treaties involve 

developing countries. Providing a different number (approx. 1.000): OECD BEPS Low Income 1, supra n. 1006, at p. 18.  
1049 Art. 10(2) and Art. 11(2) UN Model (2011). 
1050 See Para. 7 UN Model: Commentary on Article 10 (2011) and para. 9 UN Model: Commentary on Article 11 (2011). 
1051 Id.  
1052 With respect to dividends and interest, see UN Manual 2016, supra n. 312, at p. 82, 88. 
1053 With respect to interest, see id., at p. 88. 
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dividends.1054 Still, they accepted a taxation also in the residence state, but believed that a reduction in the 

WHT should benefit the investor and not the treasury of the other contracting state.1055 Likewise, many 

developing countries felt that the source state should have the exclusive, or at least the primary, taxation 

right on interest.1056 They supported this claim by arguing that the interest was earned in the source state, 

as this is the place where the capital was put into use.1057 Furthermore, developing countries underlined that 

taxing the interest in the source state would have a significant effect for their economies since apart from 

contributing to revenue, it would reduce the outflow of foreign exchange.1058 In addition, it may be relatively 

harder for developing countries to replace the forgone tax with other taxes.1059 Not least is the levying of a 

WHT on the gross amount of income a rather simple way to impose a tax.1060 This does, by itself, create a 

value for developing countries that face administrative resource constraints.1061 It was further stressed that 

in certain developing countries a net taxation also takes place provided the lender operates through a PE 

situated there.1062 Some developed countries have opposed that.1063 They brought forward that the residence 

state is best equipped to take into account the characteristics of the taxpayer,1064 i.e. provide for net 

taxation.1065 In this context they pointed to the fact that the greater part of international loans are provided 

by banks, pension funds and other financial institutions, and emphasised the – above described – negative 

consequences of a high WHT for local borrowers.1066 Another argument in favour of residence taxation 

relies on the fact that the relevant capital was created by using the infrastructure of this state. Lending it to 

the source state means that it is not available in the residence state anymore, which is why the latter should 

be able to tax.1067 Finally, a taxation in both states was agreed upon.1068 

                                                
1054 Referring to the time when the UN Model was first considered: UN Manual 2003, supra n. 910, at p. 89. One developing 

country stressed that especially in case tax incentives were already provided at the company level, there is no need for the source 

state to waive or reduce its taxation right on dividends. See id.  
1055 Id., at p. 90; para. 7 UN Model: Commentary on Article 10 (2011). 
1056 Para. 9 UN Model: Commentary on Article 11 (2011).  
1057 Id.  
1058 UN Manual 2003, supra n. 910, at p. 96.  
1059 See with further references: Jehlin, supra n. 309, at sec. 2.2.  
1060 Compare UN Manual 2003, supra n. 910, at p. 96. 
1061 Compare id; Jehlin, supra n. 309, at sec. 2.2. 
1062 Id; Compare here also Helminen Article 11, supra n. 315, at sec. 4.2.1., who notes that interest connected with a PE in the 

source state is often taxed on a net basis. 
1063 Compare UN Manual 2003, supra n. 910, at p. 96. See in more detail and with further references, Jehlin, supra n. 309. ch. 2. 
1064 Para. 8 UN Model: Commentary on Article 11 (2011). 
1065 Id.; Jehlin, supra n. 309, at sec. 2.1. 
1066 UN Manual 2003, supra n. 910, at p. 96 – as mentioned in sec. 3.2.1.3.2.2., it is likely that the lender will try to pass on the 

cost to the borrower by a tax gross up clause.  
1067 See with further references: Jehlin, supra n. 309, at sec. 2.1.  
1068 Para. 9 UN Model: Commentary on Article 11 (2011);UN Manual 2003, supra n. 910, at p. 97. See already the discussion and 

references provided for in sec. 2.1.5.3.  



113 
 

3.2.2. Efficiency  

3.2.2.1. The traditional presentation 

Efficiency requires the price of taxation to be kept to a minimum.1069 A tax system is more efficient than 

another if it raises the same revenue at a smaller cost.1070 These costs imposed by taxes are different.1071 

Ultimately, they constitute a loss for society.1072 The higher the marginal cost associated with raising the 

extra revenue, the higher the required benefit of marginal government spending.1073 If the former exceeds 

the latter, the economic justification for levying the tax is missing.1074 Clearly, as seen above, taxation does 

not only follow efficiency arguments.1075 Sometimes, they have to be traded off against other tax policy 

goals.1076 But sometimes they can also enhance them.1077 The aim of this section is to work out economic 

components that policymakers may be willing to take into account in this process.1078 Within the below the 

distributional outcome will, thus, be set as given.1079  

To start with, tax related costs, quite obviously, include administrative costs for the government to collect 

the tax,1080 as well as compliance costs for the taxpayers to meet their obligations.1081 The more complex 

                                                
1069 Instead of many compare, e.g. Bird & Wilkie, supra n. 687, at p. 286; or Bird & Zolt, supra n. 853, at p. 76.  
1070 Mankiw & Taylor, supra n. 848, at ch. 12; Compare also Bird & Wilkie, supra n. 687, at p. 286; A.J. Auerbach & J.R. Hines, 

Taxation and Economic Efficiency, NBER Working paper No. 8181 available at http://www.nber.org/papers/w8181.pdf 

(accessed 8 May 2018), sec. 1 (2001). 
1071 In more detail see, e.g. Bird & Wilkie, supra n. 687, at pp. 289-291. 
1072 E.g. J. Shaw, J. Slemrod & J. Whiting, J. (2010), Administration and Compliance, in Dimensions of Tax Design: The 

Mirrlees Review pp. 1105-1106 (J. Mirrlees et al. eds., Oxford University Press for Institute for Fiscal Studies 2011). 
1073 A. Robson, The Costs of Taxation, Cis Policy Monograph 68, p. 6 (2005), who also refers to Australian research that shows 

that the costs for raising an additional tax dollar are between 1,19-1,65 dollar. 
1074 Compare id.  
1075 Take, as an example in this context, lump sum taxes. They are the most efficient tax possible, because they cannot be altered 

via a change in behaviour. Yet they are rarely used in practice. The reason for that is their contradiction with widely present 

comprehensions of inter taxpayer equity. Compare e.g. Mankiw & Taylor, supra n. 848, at ch. 12; Bird & Wilkie, supra n. 687, at 

p. 290; Mirrlees et al. Tax by Design, supra n. 265, at p. 31 and their reference to the experiences with the UK community tax. 
1076 Compare, e.g. the brief discussion and further references provided for in sec. 3.1.; or, e.g. Mirrlees et al. Tax by Design, 

supra n. 265, pp. 36, 39 et seq. Bird & Wilkie, supra n. 687, at p. 298. 
1077 See, e.g. the discussion and references provided for in sec. 3.2.2.2.2. An increase in neutrality can also lead to an increase in 

efficiency and fairness. See, however, supra n. 1075 for an example where this logic did, arguably, not apply; see further Shaw, 

Slemrod & Whiting, supra n. 1072, at p. 1102, regarding trade-offs between administration and compliance costs. 
1078 Readers interested in a more comprehensive discussion are referred to Mirrlees et al. Tax by Design, supra n. 265; or the 

concise presentation of Bird & Wilkie, supra n. 687  
1079 As it has been the methodology in Mirrlees et al. Tax by Design, supra n. 265, at p. 22, who concisely state: “The way we 

formulate the objectives of a tax system is to say that for a given distributional outcome, what matters are: (i) the negative effects 

of the tax system on welfare and economic efficiency – they should be minimized;(ii) administration and compliance costs – all 

things equal, a system that costs less to operate is preferable;(iii) fairness other than in the distributional sense – for example, 

fairness of procedure, avoidance of discrimination, and fairness with respect to legitimate expectations; (iv) transparency – tax 

system that people can understand is preferable to one that taxes by ´stealth´.” (emphasis in the original, bullet points replaced 

by numbering) 
1080 Compare Bird & Wilkie, supra n. 687, at p. 289. According to a recent OECD survey among 55 countries, tax 

administrations had a combined operating budget of EUR 73 billion, which amounts to less than 1% of total net revenues. See 

OECD, Tax Administration 2017 Comparative Information on OECD and Other Advanced and Emerging Economies pp. 17, 36 

(OECD 2017). 
1081 Compare, e.g. Bird & Wilkie, supra n. 687, at p. 289, referring to financial and time costs of complying with the tax law, 

which includes acquiring the required knowledge, setting up the required accounting systems, obtaining and transmitting the 

required information, as well as getting professional advice. They note that, for Canada, studies suggest that compliance costs are 
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the tax system, the higher they tend to be.1082 This is similarly true with respect to the stability of the tax 

system.1083 The more often it changes, the greater the costs imposed on the taxpayer.1084  

All of these costs can be minimized, but not completely avoided.1085 To some extent, they can be balanced 

with each other:1086 For instance, requiring more information from the taxpayer to ease tax administration 

increases compliance cost, but decreases administration costs.1087 On the contrary, providing guidance and 

help to the taxpayer will lead to higher administrative costs, but fewer compliances costs.1088 On different 

occasions, they move into the same direction.1089 Both costs, for instance, tend to rise when the tax 

administration needs more information from the taxpayer and undertakes more audits based on that.1090,1091 

Less obviously, but not less real, taxes also have other costs for society.1092 They occur, when economic 

decisions are altered as a result of the tax.1093 This deadweight loss, or excess burden, of taxation arises 

because something is not done; or is done in a different form.1094 It was suggested in literature that these 

                                                
four to five times higher than direct administration costs. Compliance costs are not only incurred by taxpayers, but also by third 

parties involved in the tax remittance process – compare Shaw, Slemrod & Whiting, supra n. 1072, at p. 1106; or, e.g. Bird & 

Wilkie, supra n. 687, at p. 289. 
1082 R.A. Musgrave & P.B. Musgrave, Public Finance in Theory and Practice 5th ed. pp. 278-279 (McGraw-Hill 1989) 

[hereinafter Musgrave & Musgrave Public Finance]; Robson, supra n. 1073, at p. 3; in more detail on the issue see Shaw, 

Slemrod & Whiting, supra n. 1072., p. 1119. 
1083 Compare: Mirrlees et al. Tax by Design, supra n. 265, at p. 44.  
1084 Id., who note that there are not only costs associated with changing a tax system, but also with keeping a poor tax system in 

place.  
1085 Compare e.g. Shaw, Slemrod & Whiting, supra n. 1072, at pp. 1106-1108. 
1086 Compare, e.g. id., at p. 1121, and see also p. 1109, where it is held that to the extent that a trade-off between administrative 

costs and tax compliance costs exists, the former should receive a slightly higher weight, because higher administrative costs 

have to be met through taxation, which in itself entails further administrative, compliance and tax distortion costs.  
1087 See Bird & Wilkie, supra n. 687, at p. 289: For means to reduce administrative costs see: Musgrave & Musgrave Public 

Finance, supra n. 1082, at p. 278. Shaw, Slemrod & Whiting, supra n. 1072, at p. 1121. 
1088 Shaw, Slemrod & Whiting, supra n. 1072, at pp. 1102, 1121. 
1089 Compare id., at p. 1121; Bird & Wilkie, supra n. 687, at p. 289 
1090 Bird & Wilkie, supra n. 687, at p. 289. 
1091 For completeness sake: Also rent-seeking costs are mentioned as a cost of the tax system. They involve costs associated with 

lobbying activities targeted towards influencing the distribution of wealth. As they do not create any wealth themselves, they 

cause an additional social cost. See Robson, supra n. 1073, at pp. 3-4; under reference to: G. Tullock The Welfare Costs of 

Tariffs, Monopolies and Theft, 5 Western Economic Journal 3 (1967). 
1092 E.g. Bird & Wilkie, supra n. 687, at p. 286; Shaw, Slemrod & Whiting, supra n. 1072, at p. 1105; D. Begg, S. Fischer & R. 

Dornbusch, Economics 9th ed. pp. 326-328 (McGraw-Hill 2008); in more detail and with further references see, e.g. A.J. 

Auerbach, The Theory of Excess Burden and Optimal Taxation, in Handbook of Public Economics (A.J. Auerbach & M. 

Feldstein eds., Elsevier 1985); Auerbach & Hines, supra n. 1070; Mankiw & Taylor, supra n. 848, at ch. 12; Robson, supra n. 

1073, at pp. 4-5; M.S. Feldstein, Effects of taxes on economic behaviour, 61 Natl Tax J 1 (2008); J.R. Hines, Excess Burden of 

Taxation, Office of Tax Policy Research Working Paper Series 2007-1, available at 

https://pdfs.semanticscholar.org/6a21/0b8dc8deca58a8cd2dc543d5f802dd01689e.pdf (accessed 11. May 2018); J.R. Hines, Three 

Sides of Harberger Triangles, 13 J. Econ. Perspect 2 (1999); who elaborates on the issue taking especially account of the work 

of: A.C. Harberger, The Measurement of Waste, 54 Am. Econ. Rev. 3 (1964).  
1093 See, including a more detailed discussion, e.g. Bird & Wilkie, supra n. 687, at pp. 286, 291; Musgrave & Musgrave Public 

Finance, supra n. 1082, at pp. 279, and 279-295.  
1094 Instead of many Bird & Wilkie, supra n. 687, at p. 291; for more detail see, e.g. the sources provided for in supra n. 1092.  



115 
 

efficiency costs are more important in modern times, than they were some 30-40 years ago.1095 Further, 

they are a multiple of the above mentioned administration and compliance costs.1096 

3.2.2.2. Relevance for the thesis 

3.2.2.2.1. Overview 

For the purpose of this thesis, all of the above dimensions of tax related costs are relevant. In discussing 

them, it appears sensible to orientate on the three “rules of thumb” brought forward by Mirrlees et al. in 

their attempt to propose reforms to the UK tax system.1097 These are: (i) neutrality, (ii) simplicity and (iii) 

stability.1098 Other things being equal, they are likely to improve the tax system overall.1099 It is important 

to underline that these are not aims of the tax system themselves.1100 Rather, they are instrumental guidelines 

that make the achievement of its final goals more likely.1101 Notably, it is not necessary to aim towards 

these ends at all times.1102 Under certain circumstances, it may even be that a violation of these criteria is 

more desirable.1103  

3.2.2.2.2. Neutrality 

Neutrality means that similar activities are treated in a similar way.1104 If, for instance, all income is taxed 

the same, the tax system is neutral over the forms in which income is received.1105 Likewise, a tax system 

that treats all forms of savings in the same way achieves neutrality with respect to the forms in which 

savings take place.1106 Consequently, a neutral tax system minimises distortions over taxpayers´ choices 

and behaviour.1107 Thus, it minimises welfare loss.1108 Absent neutrality, taxpayers have an incentive to 

reduce their tax payments by changing the form and substance of their actions.1109 Neutrality is not always 

                                                
1095 Bird & Wilkie, supra n. 687, at p. 291. 
1096 Id.  
1097 In working on the so-called Mirrlees Review. For a summary of the work see J. Mirrlees et al., The Mirrlees Review: A 

Proposal for Systematic Tax Reform, 65 Natl Tax J 3 (2012). 
1098 See their discussion in: Mirrlees et al. Tax by Design, supra n. 265, at pp. 39-44. 
1099 Compare id., at p. 39. 
1100 Id, at p. 35. 
1101 Id. 
1102 Id, at pp. 39-40. 
1103 Compare: id. Stated differently: Neutrality is not a goal of the tax system itself. Efficiency, on the contrary, is. Ensuring 

neutrality may help in achieving it. This does, however, not mean that this has always to happen. Sometimes, the legislator might 

precisely aim towards influencing behaviour through taxes. For instance, it may want to discourage certain activities, such as e.g. 

environmental pollution, or, it may want to encourage certain behaviour, such as e.g. research and development. In such case, 

neutrality should not be present. See for, as well as for more detail: id., at pp. 39-41. 
1104 E.g. and instead of many: id., at p. 40; or: J. Furman, The Concept of Neutrality in Tax Law, available at 

https://www.brookings.edu/wp-content/uploads/2016/06/0415_tax-_neutrality_furman-1.pdf (accessed 11 May 2018).  
1105 Mirrlees et al. Tax by Design, supra n. 265, at p. 40. 
1106 Id. 
1107 Id. 
1108 Id. 
1109 See id. and Furman, supra n. 1104, at p. 2. 
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looked-for.1110 Nevertheless, it was submitted that many existing non-neutralities are wasteful and hard to 

justify.1111 When the tax system draws a dividing line between things that are close substitutes, or difficult 

to differentiate, there will be opportunities for taxpayers to choose the more favourable option.1112 Often, 

greater neutrality leads to greater fairness as well.1113 

For this thesis, two notions of neutrality are important. The first one is neutrality with respect to the form 

of financing. The second one is neutrality with respect to the location of the investment. Research on these 

topics will be briefly discussed.  

What concerns financing neutrality, it became clear in sec. 2.1.5. that debt and equity is widely treated 

unequally.1114 Parts of scholarship are missing an economic principle justifying this distinction.1115 After 

all, so they say, both debt and equity investors will only invest if the expected return covers their opportunity 

cost.1116 As noted above, the concept of income as such does not defend a differentiation between these 

forms.1117 Nevertheless, it has been argued that current tax systems inevitably require a distinction between 

debt and equity.1118 This thesis will not address this dispute. However, investigations on the welfare effects 

of the debt-equity divide should mutatis mutandis provide for some insights deployable in the research part 

of the thesis.  

Recall, to start with, section 2.2.2.2 and 2.3.1. As discussed there, the tax deductibility of interest payments 

influences the financing decision. In presence of the debt bias, firms have more debt than they would have 

in its absence.1119 This excess borrowing causes a welfare-reducing rise in social risk premiums.1120 Hence, 

a lower corporate debt ratio will be welfare improving, because it reduces these premiums included in the 

costs of capital.1121 At the same time, however, there is also an effect to the contrary.1122 Fewer deductible 

                                                
1110 Compare e.g. Mirrlees et al. Tax by Design, supra n. 265, at p. 40, or Bird & Wilkie, supra n. 687, at p. 290 and see already 

supra n. 1103 for examples. 
1111 See under special reference to the UK, but also mentioning this to be the case in most modern economies: Mirrlees et al. Tax 

by Design, supra n. 265, at p. 40. 
1112 Id., at p. 41. It is worth underlining that the non-neutral treatment of debt and equity is mentioned in this context. 
1113 Id., p. 41.  
1114 See sec. 2.1.5.  
1115 Explicitly: Mirrlees et al. Tax by Design, supra n. 265, at p. 41; see also, e.g. Hutchison, supra n. 559, at p. 147, who, after 

researching on the origins of the debt and equity distinction in the US, concludes: “Ultimately, the history of the debt-equity 

distinction supports the arguments of its present-day critics. Lacking a consistent policy basis and shaped by ad hoc responses to 

shifting external pressures, it is hardly surprising that the distinction appears arbitrary from a contemporary perspective”. 

Compare also the discussion and references provided for in sec. 2.3.2. 
1116 E.g. Becker & Dwenger, supra n. 242, at sec. 3.2.; similarly also Helminen international tax law concept, supra n. 6, at sec. 

9.1.  
1117 See the discussion and references provided for in sec. 2.1.2. 
1118 See the discussion and references provided for in id. Foremost, this relates to the realisation principle and the taxation of 

commercial entities. 
1119 See the discussion and references provided for in sec. 2.2.2.2. and 2.3.1-2.3.2. 
1120 Sørensen Optimal Constraint, supra n. 638. In id, at sec. 1, the social risk premium is defined as “the weighted average of the 

pre-tax risk premiums on debt and equity.” (emphasis in the original).  
1121 Id., explaining the effect in sec. 3.1. 
1122 Id., explaining the effect in sec. 3.2. 
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interest payments result in less tax shield. This, again, drives up the costs of capital.1123 Investment becomes 

discouraged, which causes a loss to society.1124  

Given the financing mix companies would chose in absence of the debt bias was not optimal,1125 the tax 

deductibility of debt payments may have additional welfare effects.1126 Some of them are of a positive 

nature. For instance, if one regards the pecking order theory as correctly describing the financing 

process,1127 and provided that, in reality, for most firms debt is the marginal source of finance,1128 the tax 

deductibility of interest may increase welfare.1129,1130 This happens if, due to it, firms enter into more 

profitable projects and thus maximise pre-tax profits.1131 Also in presence of information asymmetries 

between management and shareholders, the deductibility of debt finance may cause efficiency gains.1132 

The favourable tax treatment leads to more debt being issued, which gives rise to the agency benefits 

discussed in sec. 2.2.2.5.1133  

On the other hand, the debt level may also be regarded as too high, even absent taxation.1134 If this is so, 

the debt bias exacerbates the pre-existing distortions.1135 For instance, as discussed in sec. 2.2.2.4., firms 

                                                
1123 Id. 
1124 Id. The cost of capital is the minimum pre-tax return required for the investment to be undertaken – see, e.g. Spengel et al. 

Effects on Cost of Capital, supra n. 126, at sec. 4.1. 
1125 See especially the theoretical and empirical critique on the trade-off theory presented in 2.3.2.1.; Compare also: IMF Note 

2011, supra n. 264, at p. 13.  
1126 Compare: IMF Note 2011, supra n. 264, at p. 13; See for that as well as for a comprehensive elaboration on this issue, 

including further references: Becker & Dwenger, supra n. 242, at sec. 3.2-3.7. 
1127 As discussed in sec. 2.2.3.  
1128 Notably, given that external equity is not an empirically relevant alternative. It is held in Becker & Dwenger, supra n. 242, at 

sec. 3.3., that this may alter the results; See also C. Fuest, B. Huber & S.B. Nielsen, Why is the corporate tax rate lower than the 

personal tax rate? The role of new firms, 87 J. Public Econ. (2002). Based on a model in which asymmetric information distorts 

financing decisions and assuming the social costs of debt to be higher than the social cost of equity, which implies a strong policy 

case for the government to increase equity finance, these authors argue that a reduced taxation of equity income relative to 

payments on debt can be part of an optimal tax policy. The reduction in the CIT rate below the personal income tax rate will 

encourage equity finance and hence mitigate excessive debt finance induced by information asymmetries. They argue that this 

improved access to equity finance will be especially important to new firms not being able to finance investments with internal 

funds. Compare also: Weichenrieder, supra n. 619, at sec. 5.2. 
1129 Becker & Dwenger, supra n. 242, at sec. 3.3., who also note that this may require a higher CIT rate, which may reduce 

welfare.  
1130 Compare also Gordon, supra n. 581, at sec. 4-5, who argues that, in a lemons market, good firms borrow too less and bad 

firms too much, leading to a misallocation of capital. He underlines that the tax system can alleviate these misallocations if it can 

encourage good firms to borrow more, and “perhaps” even discourage bad firms from borrowing. He discovers some features in 

relevant US tax law that can have this effect. They include “no-loss offset provisions” and the progressive corporate tax schedule. 

See id., at sec. 4-5, 8.  
1131 Becker & Dwenger, supra n. 242, at sec. 3.3. 
1132 Id., at sec. 3.4.  
1133 Id., who, after having mentioned that, question whether tax is the right policy tool to overcome such a problem. Besides, and 

with further references, they underline that empirical evidence for firm value to rise with higher debt levels – as implicated by 

this argument – is not observable.  
1134 See here IMF Note 2011, supra n. 264, at p. 13, who note that the debt bias is only one reason for excessive debt levels to 

occur. In this course reference is made to: Bianchi, supra n. 627.  
1135 Compare: IMF Note 2011, supra n. 264, at p. 13. 

moritzsc
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may take inefficiently high risks.1136 Taxing the return on debt can alleviate this problem.1137 Furthermore, 

as discussed in sec. 2.3.2.2., the debt bias amplifies macroeconomic stability risks. Too much borrowing 

increases the likelihood of a financial crisis to occur and magnifies its depth.1138 Restricting the deductibility 

of interest payments may mitigate this problem,1139 and may lead to a lower possibility of losing output 

because of the effects of a financial crisis on the real economy.1140 

As argued by Becker & Dwenger (2013), it may well be that the complex and heterogeneous capital market 

simultaneously shows several characteristics in support of different of the above arguments.1141 But even if 

it was clear that the equal treatment of debt and equity is desirable from an efficiency point of view, there 

are some practical obstacles policymakers have to overcome:1142  

Reaching neutrality by means of allowing a deduction for the return on equity has a negative impact on 

revenue.1143 Reaching neutrality by means of denying a deducting for the return on debt may be suboptimal 

for a single country.1144 As mentioned above, debt is more mobile than equity.1145 States will balance an 

efficiency loss resulting from the non-neutral treatment of the financing forms,1146 against the benefit of 

                                                
1136 Also: Becker & Dwenger, supra n. 242, at sec. 3.7. 
1137 Id; see also D. Dharmapala, The Economics of Corporate and Business Tax Reform, Oxford University Centre for Business 

Taxation WP 16/04 (2016), sec. 2.4. (2016) [hereinafter Dharmapala Economics of tax reform]. 
1138 See already the discussion and references provided for in sec. 2.3.2.2.  
1139 IMF Note 2016, supra n. 262, at paras. 24-34; compare also: Becker & Dwenger, supra n. 242, at sec. 3.7.  
1140 Which starts from Dharmapala Economics of tax reform, supra n. 1137, at sec. 2.4, who notes that if the debt bias is indeed 

associated with financial instability, the efficiency costs may include lost output from the effects of the crisis on the real 

economy. This implies that in absence of the debt bias the probability of this output being lost sinks. See also the discussion in 

sec. 2.3.2.2. 
1141 Becker & Dwenger, supra n. 242, at sec. 3.7. 
1142 In detail see: Becker & Dwenger, supra n. 242, at sec. 3.5-3.6. 
1143 States who want to compensate for this loss may to consider to cut expenditure or to increase the tax rate. Further, they can 

also hope that growth effects offset the revenue loss. Compare: Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 

3.6.3.2; and his reference to: de Mooij & Devereux, supra n. 269; see also Spengel et al. Effects on Cost of Capital, supra n. 126, 

at sec. 7.4. 
1144 E.g. Becker & Dwenger, supra n. 242, at sec. 3.5. 
1145 See the discussion and references provided for in sec. 3.2.1.3.2.2., as well as also Becker & Dwenger, supra n. 242, at sec. 

3.5. 
1146 Sørensen Optimal Constraint, supra n. 638, estimates the welfare cost to be 5% of CIT revenue in Norway. Sørensen´s work 

is based on the assumption that in absence of taxation the finance decision is optimal. After stating that he does not chose to base 

his arguments on the pecking order theory, he notes that: “in so far as adverse selection problems in capital markets would lead 

to an inoptimally low use of debt finance in the absence of tax, the analysis in the present paper may overstate the benefits of 

constraints on corporate debt finance and/or interest deductibility.” See in this context also the discussion in Gordon, supra n. 

581, sec. 4-5; Id., at sec. 3, likewise, provides for an estimate of the efficiency costs of the debt equity distinction. Based on a 

trade-off model, his results suggest that the welfare effect is below 1% of US CIT revenue; The welfare effects worked out in 

A.J. Weichenrieder & T. Klautke, Taxes and the efficiency costs of capital distortions, CESifo working paper No. 2431 (2008), 

were 0,05-0,15% of the invested capital; see for that and a further discussion: IMF Note 2011, supra n. 264, at pp. 12-14, where it 

is noted in id., at p. 14 “Summing up: the welfare costs of debt bias are probably substantial. They exceed traditional deadweight 

loss calculations, which ignore externalities in the financial sector, the impact on the business cycle, and the costs associated 

with tax arbitrage.” 
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attracting mobile capital.1147 In equilibrium, the financing structure will be inefficient.1148 But deviating 

from it through increasing the taxation of debt finance could be irrational.1149 The consequence may be an 

outflow of capital.1150 To the extent not compensated by an increase in equity finance, this means a welfare 

loss for the state.1151 Hence, absent coordination a state is unlikely to act.1152  

Besides, it is also true that the denial of interest deductions would lead to a taxation of inexistent profits.1153 

These tax payments may drive some zero profit firms into bankruptcy.1154 Yet, firms would adapt to the 

different incentive structure. Still, there is a good chance that in the wake of an economic downturn demands 

for “re-allowing” the tax deduction for interest payments become stronger.1155 Likewise, there is a good 

chance for politicians to accommodate these desires.1156 The problem, albeit, is that for the equal treatment 

of debt and equity to improve welfare, taxpayers have to believe that this change will not be reversed.1157 

Whether this happens in practice may be doubted. It is not less plausible that tax policymakers decide in 

dependence of the business cycle.1158 That would give rise to a market failure in the form of a time 

consistency problem.1159 In the presence thereof, the more pragmatic solution is to keep the status quo right 

away.1160 Frequent changes to tax policy cause adaption costs and lead to planning uncertainties.1161 The 

inefficiencies induces by the non-neutral treatment of the financing forms may be regarded as smaller than 

that.1162 

                                                
1147 Becker & Dwenger, supra n. 242, at sec. 3.5; see also the more detailed work of Edgar, Farrar, & Mawani, supra n. 581, 

which indicates that the actual welfare effect depends on a variety of interacting factors. 
1148 Without a possibility to attract further capital. See Becker & Dwenger, supra n. 242, at sec. 3.5., under reference to the logic 

worked out in: G.R. Zodrow & P. Mieszkowski, Pigou, Tiebout, property taxation, and the underprovision of local public goods, 

19 J. Urban Econ. 3 (1986) and J.D. Wilson, A theory of interregional tax competition, 19 J. Urban Econ. 3 (1986).  
1149 Becker & Dwenger, supra n. 242, at sec. 3.5. 
1150 Id.; See also the discussion and references provided for in sec. 3.2.1.3.2.2.; See, however, the discussion and references 

provided for in sec. 3.2.1.3.2.3., according to which it may be more sensible for developing countries not to engage in such form 

of tax competition.  
1151 Becker & Dwenger, supra n. 242, at sec. 3.5. – whilst it may, of course, increase global welfare.  
1152 Compare id., who underline that acting alone may be too costly for a state.  
1153 This is so because tax payments would be due, even when there is no profit left after the interest payments – see Becker & 

Dwenger, supra n. 242, at sec. 3.6; compare also: Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.2. 
1154 Becker & Dwenger, supra n. 242, at sec. 3.6, under reference to the discussion held with respect to the interest limitation 

rules in Germany.  
1155 Id.  
1156 As argued in id, this results from them being unwilling to be made responsible for the default of whole groups of companies. 
1157 Compare, id.  
1158 Compare Id. 
1159 Id.  
1160 Id.  
1161 See id., as well as the discussion below.  
1162 Id., as well as supra n. 1162. 
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Consider location neutrality next. Under it, the decision where to invest should not be distorted by taxes.1163 

Thus, economic – and not fiscal – factors should drive this decision.1164 In this context, two concepts of 

international neutrality have a “pivotal”1165 status: Capital export neutrality (CEN) and capital import 

neutrality (CIN).1166 Having been developed some 60 years ago by the Musgraves,1167 these two notions 

have become the most known policy directives for governments with respect to cross border operations of 

taxpayers.1168  

The literature on this topic is vast.1169 And it is very controversial.1170 For the purposes of this study – and 

thereby skipping a very complex discussion – it appears adequate to boil issues down to the following 

remarks:1171 First, some studies take CIN and CEN for normatively granted.1172 They discuss criteria usable 

to choose between these concepts.1173 Second, some studies do not take CIN and CEN for normatively 

                                                
1163 Compare, under reference to P.B. Musgrave, United States taxation of foreign investment income: issues and arguments pp. 

108 et seq. (Law School of Harvard University 1969) [hereinafter P. Musgrave U.S. taxation], Bärsch, supra n. 155, at sec. 3.1.1; 

Schön Tax Coordination Part I, supra n. 130, at sec. 2.3.1.; see also, and instead of many more, Kemmeren Principles of origin, 

supra n. 796, at p. 74; Smit, supra n. 796, at sec. 3.3.1. (The work of P. Musgrave U.S. taxation, supra n. 1163, has not been 

available to this author).  
1164 Compare, e.g. id.; Note, however, that the reliance on neutrality within the efficiency analysis has also been subject to 

critique – see immediately below, including the references provided for in supra n. 1192.  
1165 Peters Legitimacy, supra n. 689, at sec. 4.4.1.1.  
1166 For a detailed elaboration on this topic, including many further references, see, e.g. id., at sec. 4.4. 
1167 See N.F. Shaheen, International Tax Neutrality: Reconsiderations, 27 Va. Tax Rev, p. 205 (2007) [hereinafter Shaheen 

reconsiderations], who traces the concepts back to: P. Musgrave U.S. taxation, supra n. 1163, at pp. 65-66, 74, 104-07; P.B. 

Richman, Taxation of Foreign Investment Income, An Economic Analysis (John Hopkins Press 1963) [hereinafter Richman 

Taxation] – the latter contribution has not been available to the author. See, however, also K. Vogel, Worldwide vs. source 

taxation of income – A review and re-evaluation of arguments (Part II), 16 Intertax 10, p. 311 (1988) [hereinafter Vogel Part II], 

who regards the start to have been made with R.A. Musgrave, Criteria for Foreign Tax Credit, in Taxation and Operations 

Abroad p. 84 (Princeton: The Tax Institute, 1960) [hereinafter R.A. Musgrave Criteria] – the latter contribution has not been 

available to the author. 
1168 Peters Legitimacy, supra n. 689, at sec. 4.4.1.1.; For further references see, e.g. the literature quote by Shaheen 

reconsiderations, supra n. 1167, at FN 11, which includes: D. Rousslang, Deferral and the Optimal Taxation of International 

Investment Income, 53 Nat´l Tax J. (2000); J.R. Hines, The Case Against Deferral: A Deferential Reconsideration, 52 Nat´l Tax 

J., pp. 395-96 (1999). 
1169 Compare in more detail, and with many further references, among others: Shaheen reconsiderations, supra n. 1167; See 

further the more detailed the elaborations in: M.S. Knoll, Reconsidering International Tax Neutrality, 64 Tax L. Rev. (2011); and 

F. Shaheen, International Tax Neutrality: Revised, 64 Tax L. Rev. (2011) [hereinafter Shaheen revisited]; Horst, supra n. 998; 

Vogel Part II, supra n. 1167, at pp. 310-315; R.A Green, The Troubled Rule of Nondiscrimination in Taxing Foreign Direct 

Investment, Cornell Law Faculty Publications. Paper 941. (1994) [hereinafter Green Nondiscrimination]; D.A. Weisbach, The 

Use of Neutralities in International Tax Policy, Coase-Sandor Institute for Law & Economics Working Paper No. 697, sec. 1 

(2014) [hereinafter Weisbach Neutralities]; Schön Tax Coordination Part I, supra n. 130, at sec. 2.3.; Bärsch, supra n. 155, sec. 

3.1.1.; Peters Legitimacy, supra n. 689, at sec. 4.4; Kemmeren Principles of origin, supra n. 796, at pp. 69-115; Smit, supra n. 

796, at sec. 3.3-3.5; J.C. Fleming, R.J. Peroni & S.E. Shay, Some Perspectives from the United States on the Worldwide Taxation 

vs. Territorial Taxation Debate, 3 Journal of the Australasian Tax Teachers Association 2 (2008); Ring One Nation, supra n. 1, at 

pp. 102-106. 
1170 Compare, e.g. the discussions and references in Weisbach Neutralities, supra n. 1169; D. Shaviro, Fixing U.S. International 

Taxation pp. 121-141 (Oxford University Press 2014); or commenting on the latter: R.S. Avi-Yonah, No Country is an Island: Is 

a Radical Rethinking of International Taxation Needed?, University of Michigan Public Law & Legal Theory Research Paper 

No. 380. (2014) and see the discussion held below. 
1171 The first two of which are built on the strong presentation of this topic in: Peters Legitimacy, supra n. 689, at sec. 4.4.1.2. 
1172 Id., or as the “normative universe”, to use the words of Graetz, supra n. 166, at p. 271. Interested readers are also referred to 

the discussion held in id., at pp. 269-277. 
1173 With further references: Peters Legitimacy, supra n. 689, at sec. 4.4.1.2.; they include: Kemmeren Principles of origin, supra 

n. 796, at pp. 74-78; Smit, supra n. 796, at pp. 88-93; see also the discussion in: Jacobs, Endres & Spengel, supra n. 181, at pp. 

19-37; It is worth noting, that it is generally considered impossible for CIN and CEN to be fulfilled at the same time, unless the 
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granted.1174 They demand an adaption of these concepts.1175 Third, some studies expressed doubts whether 

neutrality is the right benchmark for tax efficiency analysis.1176 For them, a focus on the allocative, 

distributive and competitive properties of tax rules may be more important.1177 

Due to space and capacity limitations, it is not possible to confirm or to reject any of these views. 

Nevertheless, a brief reflection on existing neutrality concepts should be conducted.  

Focus CEN first. For a tax system to satisfy it, capital should be invested into the same jurisdictions it would 

have been invested in the absence of taxes.1178 That way, investors will choose the investment location 

based on the highest pre-tax return.1179 Hence, CEN prevails if an investor has no incentive to invest abroad, 

rather than at home – or the other way around.1180 As a result, the tax system has to ensure that the same 

total amount of tax is paid, no matter whether the income is received from domestic or foreign sources.1181 

Thus, the residence state would have to tax its residents on a worldwide basis, without deferral and without 

discrimination between foreign and domestic income. Further, it would have to provide for a full credit for 

source taxes.1182 Under the – widely present – ordinary credit method, CEN may be partially missed.1183  

This happens when there are limits on the creditability of the source state tax.1184   

                                                
tax rate and the tax base are the same in all countries. See for that, e.g. Weisbach Neutralities, supra n. 1169, at sec. 1.; See, 

however, also the more detailed discussion in: Shaheen reconsiderations, supra n. 1167; Knoll, supra n. 1169, and Shaheen 

revisited, supra n. 1169.  
1174 With further references, Peters Legitimacy, supra n. 689, at sec. 4.4.1.2. 
1175 Compare id. That led to the introduction various new neutrality concepts. See here, e.g. the chronological summary provided 

by Weisbach Neutralities, supra n. 1169, at sec. 1. 
1176 See especially: Hasen, supra n. 1022, at p. 57 who states: “Because tax revenues finance infrastructure and other 

productivity-enhancing goods - so-called "tax amenities" - and because capital burdens infrastructure, the reallocation of tax 

revenues among jurisdictions and the movement of assets and productive capacities across borders cause the amount of tax 

revenue collected in each jurisdiction to diverge from the revenue target. A consequence is that what are viewed as tax incentive 

effects, or distortions, improve productivity in some cases. Neutrality as a value, however, rests on the idea that tax incentive 

effects reduce efficiency by causing resources to be allocated away from some optimum non-tax affected baseline; this idea is 

what justifies referring to tax-influenced allocations as distortions. An implication is that the baseline is not well specified in the 

open-economy setting.” and, e.g. also Weisbach Neutralities, supra n. 1169, at ch. 2.  
1177 So at least the demand expressed by Hasen, supra n. 1022, at. pp. 111-122; Compare also Weisbach Neutralities, supra n. 

1169, at ch. 3-4.  
1178 Under reference to, e.g. Richman Taxation, supra n. 1167, at p. 5 and P. Musgrave U.S. taxation, supra n. 1163, at p. 109: 

Shaheen reconsiderations, supra n. 1167, p. 207. 
1179 E.g. Weisbach Neutralities, supra n. 1169, at sec. 1; to be clear, the investor makes her decision based on after tax rates. 

International tax differentials may result in higher after tax returns, which do not necessarily go in hand with the higher pre-tax 

rates of return. Thus, the optimal allocation of capital may be distorted. See for that Shaheen reconsiderations, supra n. 1167, p. 

207. 
1180 Instead of many and with further references: Smit, supra n. 796, at sec. 3.3.2. 
1181 E.g. Kemmeren Principles of origin, supra n. 796, at p. 71; Peters Legitimacy, supra n. 689, at sec. 4.4.1.1. 
1182 E.g. Smit, supra n. 796, at sec. 3.3.2; In the theoretical absence of source taxation, CEN would be ensured by pure residence 

taxation, whereby residents would be taxed on their worldwide income without deferral and without discrimination between 

domestic and foreign income – compare, e.g. id. 
1183 Schön Tax Coordination Part I, supra n. 130, at sec. 2.3.1. See, with further references, also Bärsch, supra n. 155, at sec. 

3.1.1.;. See also the further discussion in: Griffith, Hines & Sørensen, supra n. 927, at pp. 957-958. 
1184 Compare id., see already supra n. 911. 



122 
 

CIN starts from the perspective of the host state.1185 It demands that capital originating in various states 

should compete on equal terms in the market of any state – no matter where the investor is resident.1186 

Thus, the tax burden on the return on investment has to be the same, regardless of whether the investment 

is made by domestic or foreign taxpayers.1187 Foreign activities, consequently, have to bear foreign taxes.1188 

Essentially CIN requires a source-based territorial taxation.1189 The practice of many continental European 

countries to exempt active foreign income constitutes an example of CIN based tax policy.1190  

Consider capital ownership neutrality (CON) next. This is a relatively new concept.1191 It looks at the 

ownership, rather than at the location of capital investments.1192 It accepts that the return on investment 

might differ depending on who owns it – for instance due to the existence of firm specific rents.1193 

Ultimately, an asset should be owned by whom it can be used most productively.1194 A tax system satisfies 

CON if it does not distort cross-country ownership patterns.1195 That means that the transfer of an 

investment from one investor to another should not be disturbed through taxes.1196 CON may be obtained 

if all countries apply the same tax base and foresee a worldwide taxation with unlimited foreign tax 

credits.1197 Likewise, it may be achieved if all residence countries exempt foreign income from domestic 

tax.1198 Moving towards territorial taxation, thus, furthers CON.1199  

                                                
1185 See, for instance, id., Schön Tax Coordination Part I, supra n. 130, at sec. 2.3.2.; Jacobs, Endres & Spengel, supra n. 181, at 

p. 19; under reference to Richman Taxation, supra n. 1167: Smit, supra n. 796, at sec. 3.3.3; Kemmeren Principles of origin, 

supra n. 796, at pp. 71-72.  
1186 Under reference to R.A. Musgrave Criteria, supra n. 1167, at p. 83; Kemmeren Principles of origin, supra n. 796, p. 71; see 

also, e.g. Smit, supra n. 796, at sec. 3.3.3.; Vogel Part II, supra n. 1167, at p. 311; Peters Legitimacy, supra n. 689, at sec. 

4.4.1.1. 
1187 E.g. Jacobs, Endres & Spengel, supra n. 181, at p. 19; Bärsch, supra n. 155, at sec. 3.3.1. 
1188 E.g. Jacobs, Endres & Spengel, supra n. 181, at p. 19. 
1189 And excludes residence taxation: Schön Tax Coordination Part I, supra n. 130, at sec. 2.3.2.; see further, e.g. Vogel Part II, 

supra n. 1167, at p. 311.  
1190 Compare Schön Tax Coordination Part I, supra n. 130, at sec. 2.3.2 – this exemption can be based on a tax treaty or on 

unilateral measures.  
1191 See M.A. Desai & J.R. Hines, Evaluating International Tax Reform, 56 Natl Tax J 3 (2003); Green Nondiscrimination, supra 

n. 1169, at pp. 139-152. For a more detailed discussion of these contributions see Smit, supra n. 796, at sec. 3.3.4; who also 

refers to the discussion in Knoll, supra n. 1169, at pp. 110-112. The latter submits that ownership neutrality may be regarded as a 

second meaning of CIN, which, in fact, seems to be the meaning intended by Musgrave. Compare also: M.P. Devereux, Capital 

Export Neutrality, Capital Import Neutrality, Capital Ownership Neutrality and All That, Inst. for Fiscal Studies Working Paper, 

(1990), As discussed in more detail in: M.P. Deveraux, Taxing Foreign Profit Economic Principles and Feasibility, available at 

https://www.ifs.org.uk/docs/etpf/devereux.pdf (accessed 27. May 2018), sec. 2.2. (2008). 
1192 Compare with further references, e.g. Smit, supra n. 796, at sec. 3.3.4; Schön Tax Coordination Part I, supra n. 130, at sec. 

2.3.4; Shaheen reconsiderations, supra n. 1167, p. 208. 
1193 Compare Schön Tax Coordination Part I, supra n. 130, at sec. 2.3.4 who names the use of intangibles, production synergies, 

economies of scale, and access to markets as examples of firm specific rents that may be extracted within MNEs.  
1194 E.g. Griffith, Hines & Sørensen, supra n. 927, at p. 953. 
1195 E.g. id. 
1196 E.g. Schön Tax Coordination Part I, supra n. 130, at sec. 2.3.4. 
1197 E.g. Griffith, Hines & Sørensen, supra n. 927, at pp. 953-954, who note that also the definition of the tax base would have to 

be the same. 
1198 E.g. id., who note that they also have to apply the same rules regarding the deductibility of financing costs or the writing-off 

of cross-border acquisitions.  
1199 Schön Tax Coordination Part I, supra n. 130, at sec. 2.3.4. 
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Besides, also countries aiming to maximize the sum of their tax revenues and the after tax profits of their 

companies will opt for such a territorial system – provided this does not lead to a reduction in domestic tax 

revenue raised from domestic economic activity.1200 Exempting foreign income, consequently, satisfies 

national ownership neutrality (NON) as well.1201  

Furthermore, there is the concept of national neutrality (NN),1202 which aims to maximize domestic tax 

revenues and firm profits.1203 The national tax system of an NN seeking country should not affect the 

locational allocation of national businesses.1204 NN requires the deductibility of foreign taxes as an 

expense.1205 The concept is barely used in practice.1206  

3.2.2.2.3. Simplicity 

A simpler tax system is said to be better than a complex one – given it reaches the same ends.1207 If a tax 

system is simple, administrative and compliance costs are, as mentioned, typically lower.1208 Fewer rates, 

borderlines and reliefs, go in hand with less effort that has to be put into the understanding of the relevant 

tax rules.1209 Also the time to be used for the mechanical fulfilment of the obligations decreases.1210 The 

same is true for the record and monitoring requirements for tax authorities.1211 Neutrality and simplicity are 

linked, i.e. the more neutral a tax system, the simpler it tends to be.1212 Their absence invites taxpayers to 

structure their tax affairs in a way that reduces their tax liability.1213 If the legislator, on the one hand, reacts 

to this by implementing a complex set of rules targeted against such actions, and the taxpayer, on the other 

                                                
1200 Desai & Hines, supra n. 1191, at p. 496; Griffith, Hines & Sørensen, supra n. 927, at pp. 954-955, who underline that for that 

to be true any increase in outbound investment induced by the move to the territorial system has to be offset by an equally 

productive amount of new inbound investment by foreign firms. 
1201 See for that and for a more detailed discussion: id. 
1202 Under reference to P. Musgrave U.S. taxation, supra n. 1163, at pp. 133-134: Shaheen reconsiderations, supra n. 1167, p. 

209; Schön Tax Coordination Part I, supra n. 130, at sec. 2.3.5.2; Griffith, Hines & Sørensen, supra n. 927, at p. 953. 
1203 Compare, essentially, id; see also, e.g. the discussion in Graetz, supra n. 166, at pp. 277-294. 
1204 With further references: Shaheen reconsiderations, supra n. 1167, p. 209. 
1205 Compare, e.g. the sources provided for in supra n. 1205. 
1206 Griffith, Hines & Sørensen, supra n. 927, at p. 953; Schön Tax Coordination Part I, supra n. 130, at sec. 2.3.5.2. 
1207 Mirrlees et al. Tax by Design, supra n. 265, at p. 42. 
1208 Id.; and Shaw, Slemrod & Whiting, supra n. 1072, at p. 1119; see already sec. 3.2.2.1.; Compare also: J.R. Kearl, Rules, rule 

intermediaries and the complexity and stability of regulation, 22 J. Public Econ.2, sec 3 (1983); R.E. Quandt, The Welfare Effects 

of Complexity and Variability in Regulations, 13 Econ. Lett. (1983); S.R. Johnson, Administrability-Based Tax Simplification, 4 

Nev. L.J., p. 579 (2004) [hereinafter Johnson Administrability]. 
1209 Shaw, Slemrod & Whiting, supra n. 1072, at p. 1119; compare also C.E. McLure, The Budget Process and Tax 

Simplification/Complication, 45 Tax L. Rev, p. 43 (1989) who identifies as five sources of complexity: “(1) rules necessary for 

the accurate definition of real economic income, (2) provisions creating tax expenditures, (3) "backstop" provisions intended to 

prevent the abuse of tax preferences and/or the appearance of inequity, (4) transitional rules, and (5) complications that arise 

because the tax system lacks internal coherence”; compare, e.g. also: A. Das-Gupta, Implications of Tax Administration for Tax 

Design: A Tentative Assessment, available at https://www.issuelab.org/resources/5281/5281.pdf (accessed 5. June 2018), p. 15 

(2006). 
1210 Shaw, Slemrod & Whiting, supra n. 1072, at p. 1119. 
1211 Id. 
1212 And the other way around. See Mirrlees et al. Tax by Design, supra n. 265, at p. 42. 
1213 Id. As already discussed above this often happens without leading to changes in the underlying economic nature of the 

taxpayer´s activities. See the discussion and references provided for in 3.2.1.3.2.2.; so also Mirrlees et al. Tax by Design, supra n. 

265, at p. 42. 
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hand, responds by searching for potentially new tax saving schemes, this will increase the economic costs 

of taxation.1214 Aside from adding to complexity and increasing implementation costs, it also boosts costs 

associated with finding these new schemes.1215 Greater simplicity may also increase fairness, provided it 

makes the costly exploitation of loopholes more difficult.1216  

3.2.3.2.4. Stability 

Other things being equal, a stable tax system is better than an unstable one.1217 As mentioned above, tax 

systems that frequently change impose greater compliance costs on the taxpayer.1218 A large part thereof is 

constituted by the need for the taxpayer to understand the relevant tax rules.1219 Stability is promoted, if 

governments get legislation right the first time.1220 An instable system also makes long term planning more 

difficult.1221 The absence of stability can have a negative impact on investment decisions by firms,1222 and 

is perceived to be a barrier to inward investment.1223 Likewise, it was argued that changes to the tax system 

might be seen as unfair, if the current tax system is capitalized into the value of an asset.1224 

3.2.3. Administrability  

3.2.3.1. The traditional presentation   

Whatever a weighing up of the above factors leads to: “The best tax policy in the world is worth little if it 

cannot be implemented effectively.”1225 Put differently, optimal tax policy requires simultaneous attention 

to the design of tax rules and the administrative structure created to enforce it.1226 Tax administration plays 

                                                
1214 Compare: Mirrlees et al. Tax by Design, supra n. 265, at p. 42; see also Dharmapala Economics of tax reform, supra n. 1137, 

at sec. 2.2., for more detail on the deadweight cost of tax planning; compare also the discussion and references provided for in 

sec. 2.3.2.3. 
1215 Mirrlees et al. Tax by Design, supra n. 265, at p. 42; The compliance costs that result from taxpayers´ attempt to reduce their 

tax payments are sometimes labeled as voluntary compliance costs. The counterpart are unavoidable compliance costs, which 

simply arise to taxpayers in complying with their tax obligations. See for that: Shaw, Slemrod & Whiting, supra n. 1072, at p. 

1106, who, however, note that in practice the distinction is quite hard to make. They further submit, that both types of compliance 

costs equally constitute a waste from a society´s point of view.  
1216 E.g. Johnson Administrability, supra n. 1208, at p. 580; This was also used as a starting point in: C. Fuest, A. Peichl & T. 

Schaefer, Does a Simpler Income Tax Yield More Equity and Efficiency?, 54 CESifo Economic Studies 1, sec. 1 (2008); compare 

in this context also the sources provided for in supra n. 741. 
1217 Mirrlees et al. Tax by Design, supra n. 265, at p. 44.  
1218 Id.; see also Shaw, Slemrod & Whiting, supra n. 1072, at p. 1120; Kearl, supra n. 1208, at sec. 4, suggesting that new rules 

also lead to a lower return to intermediation; see further: Quandt, supra n. 1208, at p. 259.  
1219 Compare: Shaw, Slemrod & Whiting, supra n. 1072, at p. 1120. 
1220 Id., under reference to: C.A. Sandford, Tax Compliance Costs: Measurement and Policy (Bath:Fiscal Publications 1995). The 

book has not been available to this author.  
1221 Mirrlees et al. Tax by Design, supra n. 265, at p. 44. 
1222 Besides, it can also negatively affect investment and savings decisions by individuals – see id.  
1223 See Pistone Tax Policy, supra n. 835, at sec. 1.7.3, and already supra n. 852. 
1224 See Mirrlees et al. Tax by Design, supra n. 265, at p. 44.  
1225 R.M. Bird, Administrative Dimensions of Tax Reform, 10 Asia-Pac. Tax Bull. 3, sec. 1 (2004) [hereinafter Bird 

Administrative Dimensions]. The following chapter takes this contribution as a starting point.  
1226 J. McLaren, Abstract, in Institutional Elements of Tax Design and Reform (World Bank Technical Paper No. 539), p. v 

(2003). 
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an important role in determining the real, as opposed to the statutory, tax system.1227 In fact, what can be 

done has a considerable impact on what is done in a country.1228 Thus, changes in tax policy have to be 

compatible with the administrative capacity.1229 

How (well) a tax administration functions depends largely on the environment it works in.1230 An important 

influencer is, for instance, the taxpayer herself.1231 If her attitude towards compliance is low, a tax 

administration will find it more difficult to perform its functions.1232 Also the level of taxpayer 

sophistication affects revenue authorities: The higher it is, the more complex their tax evasion/avoidance 

strategies may be.1233 This implies that tax administrations that want to ensure compliance must be smarter 

themselves.1234 On the other hand, the higher the taxpayers´ capacity, the more tasks can, potentially, be 

delegated to them.1235  

Another key role is played by the structure and nature of the economy.1236 The greater the size of the 

informal sector, the more barter trades, or the more unreliable business records, the more difficult the 

enforcement of tax law becomes.1237 Taxpayers´ use of banking channels, likewise, makes tax 

administration easier.1238 Yet, the financial system may also facilitate funds to cross the border, and to 

escape taxes.1239  

Furthermore, the simplicity of tax law has – as indicated above – an impact on tax administration.1240 The 

more difficult the law, the harder it is to implement.1241 Complex tax law may give rise to interpretations 

                                                
1227 Under reference to: V. Tanzi, Public Finance in Developing Countries (Edward Elgar 1991): Bird Administrative 

Dimensions, supra n. 1225, at sec. 2. The former book has not been available to the author. 
1228 As concisely held by: Bird Administrative Dimensions, supra n. 1225, sec. 1; or Bird & Wilkie, supra n. 687, at sec. 1.5. 
1229 Z. Shalizi, Lessons of Tax Reform, World Bank, p. 51 (1991); Bird Administrative Dimensions, supra n. 1225, at sec. 2. 
1230 J.B.S. Gill, A Diagnostic Framework for Revenue Administration, World Bank Technical Paper 472, ch. 3 (2000), who 

names, and discusses, as major environmental factors impinging the tax authorities: the economic environment, fiscal policy, the 

legal framework, the executive, the legislature, the judiciary, public sector-wide institutions, public agencies, public service 

unions, banks, taxpayers, stakeholders; compare also: R.M. Bird, Improving Tax Administration in Developing Countries, 1 

Journal of Tax Administration 1, p. 26 (2015) [hereinafter Bird Improving Tax Administration].  
1231 See, e.g. Gill, supra n. 1230, at ch. 3; compare also: Bird Administrative Dimensions, supra n. 1225, at sec. 2.1. 
1232 Compare, in essence, id.  
1233 Gill, supra n. 1230, at ch. 3.  
1234 Id.; Compare more generally in this context, e.g. J. Slemrod & S. Yitzhaki, Tax Avoidance, Evasion, and Administration, in 

Handbook of Public Economics Vol. 3 (A.J. Auerbach & M. Feldstein eds., Elsevier 2002).  
1235 Gill, supra n. 1230, at ch. 3, who names the withholding of taxes as an example. 
1236 See id., at ch. 3; or Bird Improving Tax Administration, supra n. 1230, at p. 26. 
1237 Gill, supra n. 1230, at ch. 3; see also, e.g. Bird Improving Tax Administration, supra n. 1230, at p. 26. 
1238 Compare id, as well as: Gordon & Li, supra n. 1001: Their model predicts that if taxes are high enough, firms may forego the 

economic benefits from using banks in order to avoid these taxes. The threat of disintermediation may be less of an issue in 

developed countries where the benefits of using financial intermediation are considerable. In poorer countries this may, however, 

be different. Here the threat of disintermediation may be a key factor that may set limitations on revenue collection and may 

shape government policy more generally.  
1239 Bird Improving Tax Administration, supra n. 1230, at p. 31, who names openness of a country as another factor. 
1240 E.g. Gill, supra n. 1230, at ch. 3; Bird Administrative Dimensions, supra n. 1225, at sec. 2.1.; Das-Gupta, supra n. 1209, at 

pp. 9, 14, 33 (2006); Bird Improving Tax Administration, supra n. 1230, at p. 31; or, with further references: K. Baer & C. 

Silvani, Designing a tax administration reform strategy: Experiences and guidelines, IMF Working Paper No. 97/30, p. 10 

(1997). 
1241 Compare, in essence, id. 
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that further tax avoidance.1242 This may lead to long lasting legal disputes with (typically well advised) 

taxpayers.1243 Features that give rise to more complexity, tend to require more information.1244 This 

increases costs, because the information must be collected, interpreted and stored.1245 Instable tax law, 

likewise, makes tax administration more difficult.1246 It requires educating taxpayers about the changes.1247 

On the other hand, it may make necessary changes in a tax administration´s own dealings.1248 Also 

procedural tax law plays a role.1249 If this is poor it may, among others, cause a waste in administrative 

resources, or inefficiencies in assessing and collecting taxes.1250 Furthermore, it can give rise to 

corruption1251 – which may, by itself, be a major issue for tax authorities.1252  

3.2.3.2. Relevance for the thesis   

3.2.3.2.1 Overview 

Legislative action against tax arbitrage with HFIs goes in hand with various challenges from an 

administrative point of view. With foresight to the rules under analysis in the research part of the thesis, it 

seems that there are two issues that merit special attention. The first one is complexity. Both tax arbitrage 

through HFIs, as well as rules against it, can take complex forms. This calls for a brief elaboration on tax 

authorities´ capacities. Second, tax arbitrage with HFIs happens through cross border transactions.1253 The 

information needed to effectively combat it is not readily available in this setting. Consequently, some 

remarks on means to obtain this information, including their proliferation, will become necessary.  

3.2.3.2.2 Tax administration capacity 

No matter how sophisticated a tax authority is it can, at some point, be overloaded with complex tasks.1254 

It is fair to say that this point comes earlier for developing countries.1255 Many of them have to deal with 

challenges such as “large informal sectors, low levels of literacy and public morality, poor salary structure 

                                                
1242 Gill, supra n. 1230, at ch. 3. 
1243 Id.; or, similarly, Das-Gupta, supra n. 1209, at p. 15. 
1244 Das-Gupta, supra n. 1209, p. 15; compare also supra n. 1209.  
1245 Compare, with further references, Das-Gupta, supra n. 1209, p. 9. 
1246 E.g. id., at pp. 33-34; Gill, supra n. 1230, at ch. 3; Bird Administrative Dimensions, supra n. 1225, at sec. 2.1; Bird 

Improving Tax Administration, supra n. 1230, at p. 31.  
1247 Gill, supra n. 1230, at ch. 3. 
1248 Compare: id.  
1249 id. 
1250 Id.  
1251 Id. 
1252 See further: Bird Administrative Dimensions, supra n. 1225, at sec. 3.6.; Gill, supra n. 1230, at ch. 3; Collier & Riedel, supra 

n. 74, at sec. 2.5; interested readers are also referred to e.g.: R.M. Bird & J. Martinez-Vazquez, Tax Effort in Developing Countries 

and High Income Countries: The Impact of Corruption, Voice and Accountability, Economics Faculty Publications Paper 27 (2008); 

B. Olken & R. Pande, Corruption in Developing Countries, 4 Annual Rev. Econ. (2012). 
1253 See the relevant working definitions provided for in sec. 1.4. 
1254 Under reference to: C. Hood, The Limits of Administration (Wiley 1976): Bird Administrative Dimensions, supra n. 1225, at 

sec. 2.1. The former book has not been available to the author.  
1255 Compare: Bird Administrative Dimensions, supra n. 1225, at sec. 2.1.  
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for public servants, poor communications, malfunctioning judicial systems and entrenched interests against 

radical reform”.1256 Examples for successful transformations can be found.1257 Moreover, based on the 

wealth of advice provided to developing countries, further improvements may be expected. Nevertheless, 

the old wisdom telling that “in developing countries tax administration is tax policy”1258 still seems to have 

some validity.1259 Although potentially oversimplifying and inherently static, this will also be used as a 

starting point for this study. 

3.2.3.2.3. Availability of information 

States can tax their residents on their worldwide income.1260 A state´s power to tax, however, ends at its 

borders.1261 In other words, according to the principle of formal territoriality under public international law, 

a state cannot act in another state.1262 A cooperation between tax administrations is, thus, required.1263 For 

this purpose, a legal source is needed.1264  

What concerns the exchange of information an important provision is, for instance, article 26 of the OECD 

Model (2017) and UN Model (2011).1265 It can take the form of a minor information clause, under which 

only information necessary to carry out a tax treaty is exchanged.1266 Alternatively, it can also take the form 

                                                
1256 Id, at sec. 3. 
1257 Compare, with further references, the examples in Bird Administrative Dimensions, supra n. 1225, at sec 2.1.; Bird 

Improving Tax Administration, supra n. 1230; or also the broader discussion in: R.W. Bahl & R.M. Bird, Tax Policy in 

Developing Countries: Looking Back—and Forward, 61 Natl Tax J 2 (2008); more generally on the field of tax research focusing 

developing countries: R.M. Bird, Taxation and Development: What Have We Learned from Fifty Years of Research?, IDS 

Working Paper 427 (2013).  
1258 M. Casanegra de Jantscher, Problems of Administering a Value-Added Tax in Developing Countries, IMF Working Paper No. 

86/15, ch. 5 (1986) (emphasis in the original); also referred to in Bird Administrative Dimensions, supra n. 1225, at sec. 2.1.  
1259 See, however, also IMF, OECD, UN & World Bank Supporting, supra n. 921, at p. 18 who submit that asserting this may go 

too far. Still they underline that “in practice, the distinction between administration and policy is especially hard to make in 

developing countries”; see also Keen Taxation and Development, supra n. 106, at p. 17, who notes that also the opposite may be 

true. In this context, he quotes, J. Bodin & V. Koukpaizan, Taxation of Small Enterprises: Recent Developments,19 Intl. VAT 

Monitor 3 (2008), who state: ““Questionable options in...tax policy sometimes lead to equally questionable administrative 

practices.”” (the latter contribution has not been available to this author).  
1260 See, instead of many, e.g. Schaumburg, supra n. 812, at pp. 43-46; see also the discussion and references provided for in sec. 

4.5.3.  
1261 Schaumburg, supra n. 812, at p. 837, who provides a wealth of further references to public international law literature; A.P. 

Dourado, Art. 26, in Klaus Vogel on Double Tax Conventions 4th ed. para. 1 (E. Reimer & A. Rust eds., Kluwer L. Intl. 2015) 

[hereinafter Dourado Art. 26]; M. Hendricks, Art. 26 OECD MA (Art. 26 OECD Model), in Doppelbesteuerung 62nd ed., para. 1 

(F. Wassermeyer et al. eds., Beck 2015); M. Engelschalk, Artikel 26. Informationsaustausch, in Doppelbesteuerungsabkommen 

6th ed. para. 2 (K. Vogel & M. Lehner eds., Beck 2015); O. Günther & I. Kerschner, Amtshilfe in den österreichischen 

Doppelbesteuerungsabkommen (Art 26 und 27 OECD-MA), in Die österreichische DBA Politik p. 367 (M. Lang, J. Schuch & C. 

Staringer eds., Linde 2013).  
1262 Compare, in essence, id.; or: M. Schwandtner & C. Urtz, Art 26, in Doppelbesteuerungsabkommen para. 1 (D. Aigner, G. 

Kofler & M. Tumpel eds., Linde 2016). 
1263 See, e.g. Hendricks, supra n. 1261, at para. 2; Schaumburg, supra n. 812, at p. 837; or: Günther & Kerschner, supra n. 1261, 

at p. 367.  
1264 Compare, in essence, id.; and the sources provided in supra n. 1260-1263.  
1265 In more detail see, e.g. Dourado Art. 26, supra n. 1261; Hendricks, supra n. 1261; Schwandtner & Urtz, supra n. 1262. 
1266 E.g. M. Lang, Introduction to the Law of Double Taxation Conventions 2nd ed. para. 523 (Linde 2013) [hereinafter Lang 

Introduction]; See OECD Model Tax Convention on Income and on Capital art. 26(1) (30 July 1963), Models IBFD: “The 

competent authorities of the Contracting States shall exchange such information as is necessary for the carrying out of this 

Convention and of the domestic laws of the Contracting States concerning taxes covered by this Convention insofar as the 
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of a major information clause.1267 Here, information foreseeably relevant for the administration and 

enforcement of domestic law is in scope as well.1268 

In addition, there are a variety of other sources the exchange of information can be based on.1269 They 

include, among others, Tax Information Exchange Agreements (TIEAs),1270 EU directives,1271 or the OECD 

Multilateral Convention on Mutual Administrative Assistance in Tax Matters.1272 The latter has been 

ratified, accepted or approved by 121 countries.1273 It applies in parallel to other agreements concluded by 

participating states.1274 As it contains a major information clause, it practically “upgrades” tax treaties 

among participating states that only include a minor information clause.1275  

Furthermore, the OECD Multilateral Convention on Mutual Administrative Assistance in Tax Matters also 

has rules on the recovery of tax claims.1276 This issue is, likewise, addressed by article 27 OECD Model 

(2017)1277 and UN Model (2011),1278,1279 The proliferation of the latter tax treaty provision is, however, 

rather low.1280  

                                                
taxation thereunder is in accordance with this Convention.” (emphasis added); See in this regard, e.g. Dourado Art. 26, supra n. 

1261, at paras. 37-38. 
1267 E.g. Lang Introduction, supra n. 1266, at para. 520; See OECD Model Tax Convention on Income and on Capital art. 26(1) 

(11 April 1977), Models IBFD: “The competent authorities of the Contracting States shall exchange such information as is 

necessary for carrying out the provisions of this Convention or of the domestic laws of the Contracting States concerning taxes 

covered by the Convention insofar as the taxation thereunder is not contrary to the Convention” (emphasis added); See in this 

regard, e.g. Dourado Art. 26, supra n. 1261, at paras. 37-38. 
1268 E.g. Lang Introduction, supra n. 1266, at para. 520; in more detail on the minor and major information clause see, with many 

further references: M.A.T. Jimenez, The Extent of Exchange of Information under Article 26 OECD Model (Article 26(1) OECD 

Modell), in Exchange of Information for Tax Purposes (O. Günther & N. Tüchler eds., Linde 2013); Engelschalk, supra n. 1261, 

at para. 47; Hendricks, supra n. 1261, at para. 27; Schwandtner & Urtz, supra n. 1262, at paras. 145-150; Dourado Art. 26, supra 

n. 1261, at paras. 37-38, 229-245; E. Aumayr & C. Marchgraber, Der Anwendungsbereich des Art. 26 OECD-MA mit kleiner 

Auskunftsklausel, 21 SWI 5 (2011).  
1269 See for more detail the discussions in, e.g. Dourado Art. 26, supra n. 1261, at paras. 3-151; or Schwandtner & Urtz, supra n. 

1262, at paras. 25-128. 
1270 In more detail on TIEAs see in id.; or, e.g. M. Pankiv, Tax Information Exchange Agreements (TIEAs), in Exchange of 

Information for Tax Purposes (O. Günther & N. Tüchler eds., Linde 2013). 
1271 Most importantly: Council Directive 2011/16/EU of 15 February 2011 on administrative cooperation in the field of taxation 

and repealing Directive 77/799/EEC, OJ L 64/1 (2011), EU Law IBFD; see in more detail on administrative cooperation in the 

EU: Dourado Art. 26, supra n. 1261, at paras. 64-126, 127-142. 
1272 OECD, The Multilateral Convention on Mutual Administrative Assistance in Tax Matters (OECD 2010).  
1273 As per 31. May 2018: See http://www.oecd.org/tax/exchange-of-tax-information/Status_of_convention.pdf (accessed 7. Jun 

2018).The instrument was developed in 1988 by the OECD and the Council of Europe. Responding to a call of the G20 at their 

2009 summit in London, it was amended and, as such, opened for signature on 1. June 2011. See for that: 

http://www.oecd.org/ctp/exchange-of-tax-information/convention-on-mutual-administrative-assistance-in-tax-matters.htm 

(accessed 7. Jun 2018).  
1274 See The Multilateral Convention on Mutual Administrative Assistance in Tax Matters art. 27 (2010); and thereon, e.g. 

Schwandtner & Urtz, supra n. 1262, at para. 46. 
1275 Schwandtner & Urtz, supra n. 1262, at para. 49. 
1276 The Multilateral Convention on Mutual Administrative Assistance in Tax Matters arts. 11-16 (2010) and thereon, e.g. 

Schwandtner & Urtz, supra n. 1262, at para. 49. 
1277 OECD Model Tax Convention on Income and on Capital art. 27 (27 Nov 2017), Models IBFD. 
1278 UN Model Double Taxation Convention arts. 27 (2011), Models IBFD. 
1279 See in more detail, e.g. A.P. Dourado, Art. 27, in Klaus Vogel on Double Tax Conventions 4th ed. paras. 2, 22 (E. Reimer & 

A. Rust eds., Kluwer L. Intl. 2015) [hereinafter Dourado Art. 27]; P. Loser & C. Urtz, Art 27, in Doppelbesteuerungsabkommen 

para 1. (D. Aigner, G. Kofler & M. Tumpel eds., Linde 2016); Lang Introduction, supra n. 1266, at paras. 535-538. 
1280 Dourado Art. 27, supra n. 1279, at para. 2. 
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4. Tax arbitrage and its equity, efficiency and administrability concerns  

4.1 Building the bridge between the multi-disciplinary analysis and the research part of the thesis 

This chapter should build the bridge between the above preparatory part and the below research part of the 

thesis. The goal is to isolate the concerns raised by tax arbitrage with HFIs from the perspective of equity 

and efficiency (sec. 4.2.-4-3.). In addition, some preliminary considerations regarding combatting tax 

arbitrage with HFIs will be provided (sec. 4.4-4.5). The underling chapter should serve as a general baseline 

for the investigation of the respective rules.1281  

4.2. Equity concerns of tax arbitrage with hybrid financial instruments 

4.2.1. Inter taxpayer equity concerns of tax arbitrage with hybrid financial instruments 

Section 3.2.1.2.2. concluded that the thesis will rely on the notions of horizontal and vertical equity. This 

is because these concepts matter in practice.1282 Compliance of an individual tends to decrease if she faces 

a higher tax burden than a comparable individual. Similarly, compliance within a group may decrease, if it 

perceives to bear a higher tax burden than another group. Finally, on a societal level, tax compliance tends 

to decrease if the tax system is perceived as unfair.1283  

The first inter taxpayer equity concern connected to tax arbitrage with HFIs presented in literature has to 

be seen against this background.1284 Provided tax arbitrage with HFIs is perceived to be unfair it could have 

detrimental effects on tax compliance.1285 This may show up at all of the above levels. Intuitively: An 

individual taxpayer could be more inclined to purse tax arbitrage strategies, if it regards it as standard 

corporate behaviour.1286 Further, tax arbitrage with HFIs may be regarded as an abuse accessible to, and 

stronger used by, certain groups of taxpayers (viz. those earning capital income having the potential to 

                                                
1281 I.e. the later research part of the thesis will, inter alia, inquire, whether the approaches under analysis can address the 

concerns worked out in the below.See already sec. 1.2.-1.3., and 1.5. Note also that the listing of concerns happens mainly for 

analytical convenience. In reality they may interact strongly. The analysis is not exhaustive and additional concerns may well 

exist. Besides, the identified concerns may be inexistent or rather unimportant under some circumstances, whilst under different 

circumstances they are more relevant. 
1282 See the discussion and references provided for in sec. 3.2.1.2.2. 
1283 See for that the discussion and references provided for in id. 
1284 See Ring One Nation, supra n. 1, at pp. 122-123; Boyle, supra n. 157, at pp. 530-531; similarly also, e.g. Avi-Yonah 

Commentary, supra n. 1, at p. 172; OECD Tax Policy and Compliance Issues, supra n. 2, at para. 27; Russo, supra n. 1, at sec. 3, 

8; L. Danicz, Purpose of and Policy Considerations for Implementing Hybrid Mismatch Rules, in Limiting Base Erosion sec. 4.1. 

(E. Pinetz & E. Schaffer eds., Linde 2017); more differentiated, but in effect apparently similar also: May, supra n. 157, at p. 47; 

compare further: R. Tomazela Santos, Prevention of Hybrid Mismatches as a Justification?, in Non-Discrimination in European 

and Tax Treaty Law pp. 168-169 (K. Dziurdź & C. Marchgraber eds., Linde 2015); see also de Boer & Marres, supra n. 124, at 

sec. 6.2, who are apparently critical on justifying combatting tax arbitrage with HFIs based on a “fair share concept”. 
1285 Compare: Ring One Nation, supra n. 1, at pp. 122-123, who states at p. 122: “If the taxpaying public perceives cross-border 

tax arbitrage as an abuse available to (and used by) a limited pool of taxpayers (those with capital, as opposed to wage income, 

who have the potential for cross-border operations), then public support for and confidence in the tax system may be 

undermined.”. Her reference to the “public support” for the tax system may be understood as taxpayers´ compliance with it. 
1286 Id., at p. 122. 
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engage in cross border transactions).1287 This may undermine confidence in the tax system.1288 Likewise, 

and for similar reasons, this could decrease compliance within a group (viz. those who earn domestic labour 

income).1289 

As indicated in sec. 3.2.1.2.2. the size of the effect is unclear. The public understanding of the tax code is 

said to be quite poor.1290 What concerns complex tax arbitrage transactions with HFIs, this might be even 

weaker.1291 Explicit numbers are not available. Literature that worked out the perception of abuse to be an 

equity concern of tax arbitrage argued based on intuition fed by empirical research, and not based on 

empirical findings alone.1292 This gives rise to an analytical inconvenience for the research part of the thesis. 

If the extent to which the first inter taxpayer equity concern exists is unknown, also the extent to which a 

rule can overcome it remains unknown.  

Even though speculative to the highest extent, it seems possible to sufficiently overcome the problem by 

setting some strong – but not implausible – assumptions. They should be summarised in describing the 

proxy person NM. First, assume that NM is aware of the tax practices discussed in the aftermath of the 

financial crisis. This happened by him following the debate on tax planning activities of some MNEs, which 

lead to the OECD/G20 BEPS project.1293 It was held on an international and, notably, quite public level.1294 

Even if NM had a weak understanding of tax law, he may have remained with a perception of the tax system 

being unfair.1295 Second, this perception is nourished by the end result of tax planning – and not by the 

single strategies employed within this process. Stated differently, NM cares about the dramatically low 

                                                
1287 Id. and see supra n. 1285.  
1288 Ring One Nation, supra n. 1, at p. 122. 
1289 Compare, e.g. Menuchin, supra n. 6, at p. 32; As noted by Wenzel, supra n. 728, at p. 51, group and societal level can 

sometimes be difficult to distinguish.  
1290 See the discussion and references provided for in sec. 3.2.1.2.2.  
1291 For practical examples of abusive transactions with HFI see, e.g. Rosembuj Abusive Transactions, supra n. 157. 
1292 Compare, e.g. the elaborations in Ring One Nation, supra n. 1, at pp. 122-123. 
1293 For an early overview see, instead of many, M. Nouwen, The Gathering of Momentum of International and Supranational 

Action against Aggressive Tax Planning and Harmful Tax Competition: The State of Play of Recent Work of the OECD and the 

European Union, 53 Eur. Taxn. 10, sec. 1 (2013); on the importance of negative media coverage as an impetus OECD/G20 BEPS 

Project see A. Christians & S. Shay, General Report, in Assessing BEPS: Origins, Standards, and Responses International Fiscal 

Association (IFA), Cahiers de droit fiscal international vol. 102a, sec. 2.1. (Sdu Fiscale & Financiele Uitgevers 2017), Online 

Books IBFD. See supra n. 1312 for examples of articles.  
1294 Compare: Y. Brauner, BEPS: An Interim Evaluation, 6 World Tax J. 2, sec .1 (2014), Journals IBFD [hereinafter Brauner 

Interim Evaluation] naming as an example the newspaper articles: C. Duhigg & D. Kocieniewski, How Apple Sidesteps Billions 

in Taxes (New York Times, 28 April 2012); J. Drucker, Google Revenues Sheltered in No-Tax Bermuda Soar to $10 Billion, 

Bloomberg, 10 Dec 2012); and R. Waters, Microsoft’s foreign tax planning under scrutiny, Financial Times, 7 June 2011; see 

also OECD, What the BEPS are we talking about, available at http://www.oecd.org/ctp/what-the-beps-are-we-talking-about.htm 

(accessed at 24.Aug. 2017); The author used this references already within a similar discussion in: M. Scherleitner, The 

“Multilateral Convention to Implement Tax Treaty Related Measures to Prevent Base Erosion and Profit Shifting”– An analysis 

of the Principal Purpose Test from the perspective of Finnish tax treaty practice, JFT 2, sec. 1.3. (2018) [hereinafter Scherleitner 

MLI]. 
1295 This argument finds support in the declaration of the G20 summit in St. Petersburg, as referred to in sec. 3.2.1.2.2, viz. “ensuring 

that all taxpayers pay their fair share of taxes is more than ever a priority.”; Also OECD BEPS Action Plan, supra n. 16, at p. 8 

refers to citizens being more sensitive to tax fairness issues. 
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effective tax rates of certain MNEs achieved through tax planning activities.1296 The fact that one strategy 

to reach that is tax arbitrage with HFIs is of no separate relevance. Likely, he will set the low effective tax 

rate of the MNE in a relation to the tax burden of a domestic standalone entity.1297 The greater the gap, the 

worse the fairness perception. 

That being said, it is important to stress that the magnitude of such tax planning is different among different 

countries. If it is small, then also the first inter taxpayer equity concern may be small. If it is substantial, the 

opposite is true. To get a better grasp of the dimensions, consider the following: 

According to the OECD, the overall revenue losses caused by BEPS practices is estimated to be between 

USD 100 – 240 billion per year.1298 This equals 4% - 10% of global CIT revenues.1299 For a country like 

Austria this would, for example, mean an annual loss between EUR 240-600 million.1300 A direct translation 

of the figures is, however, not possible.1301 Remaining with Austria, the sample presented in BEPS Action 

11 actually shows that Austrian MNEs have the lowest links to countries not taxing corporate income.1302 

The reasons for that are assumed to lie in the existing Austrian domestic anti-abuse legislation.1303 Thus, 

the figure might be smaller in Austria and it might be greater in another country. Furthermore, how much 

thereof is precisely attributable to tax arbitrage with HFIs is not clear. Comprehensive data seems 

                                                
1296 Compare the examples mentioned in supra n. 1294. See further the discussion in, e.g. A. de Graaf, P. de Haan & M. de 

Wilde, Fundamental Change in Countries’ Corporate Tax Framework Needed to Properly Address BEPS, 42 Intertax 5, sec. 2.3 

(2014). One of the examples they use is Apple, which, in 2011, paid 1.9% tax on their non-US profits. Compare further the 

discussion and references in: D. Harris, International Tax Implications of the Organisation for Economic Co-operation and 

Development Proposal to Neutralize Hybrid Mismatch Arrangements, 65 Cath. U. L. Rev, pp. 635-636 (2016); A. Ting, iTax-

Apple's international tax structure and the double non-taxation issue, 59 Brit. Tax Rev. 1 (2014); Note, besides: J.M. Fisher, 

Fairer Shores: Tax Havens, Tax Avoidance, and Corporate Social Responsibility, 94 B. U. L. Rev. (2014), who argues, from the 

perspective of the corporate social responsibility doctrine, that such practices may ultimately cause more harm than financial 

benefits. 
1297 See already supra n. 1296. For a brief overview of literature dealing with practical examples of MNEs being able to reach 

such low rates. See in this context also OECD, Action 11 Final Report - Measuring and Monitoring BEPS pp. 15-16 (OECD 

2015) [hereinafter OECD Action 11], according to which: “[t]he effective tax rates paid by large MNE entities are estimated to be 

4 to 8½ percentage points lower than similar enterprises with domestic-only operations, […]” See id. for a more general 

elaboration of BEPS from an empirical perspective. Yet, see also de Boer & Marres, supra n. 124, at sec. 6.2., and their reference 

to M. Bostock et al., Across U.S. Companies, Tax Rates Vary Greatly, The New York Times, (25 May 2013), available at 

https://archive.nytimes.com/www.nytimes.com/interactive/2013/05/25/sunday-review/corporate-taxes.html (accessed 25 Feb. 

2019), who show that many MNEs may have effective tax rates similar to those of their smaller competitors for the domestic 

market. See also supra n. 1373.  
1298 See OECD Action 11, supra n. 1297, at p. 15, and para. 174; OECD Policy Brief, supra n. 723, at p. 1. It is fair to assume that 

the revenue loss estimated by the OECD is somehow related to the understanding of BEPS present in the OECD/G20 BEPS project; 

Besides, see also M.T. Alvarez-Martinez et al., How Large is the Corporate Tax Base Erosion and Profit Shifting? A General 

Equilibrium Approach, CESifo Working Paper No. 6870 (2018), who state that “[o]ur central estimate of the impact of BEPS on 

corporate tax losses for the EU amounts to €36 billion annually or 7.7% of total corporate tax revenues. The USA and Japan also 

appear to loose tax revenues respectively of €101 and €24 billion per year or 10.7% of corporate tax revenues in both case.” See 

further: N. Riedel, Quantifying International Tax Avoidance: A Review of the Academic Literature,69 Rev. Econ. 2 (2018); 

Dharmapala Review, supra n. 74. 
1299 OECD Action 11, supra n. 1297, at para. 174.  
1300 C. Staringer, Die Anti-Tax-Avoidance-Richtlinie: Gesamtwürdigung aus steuerpolitischer Sicht, in Die Anti-Tax-Avoidance-

Richtlinie sec. 3.2. (M. Lang et al., eds. Linde 2017) [hereinafter Staringer ATAD].  
1301 As argued in id., using the Austrian example. 
1302 OECD Action 11, supra n. 1297, at p. 145.  
1303 Staringer ATAD, supra n. 1300, at sec. 3.2. 
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missing.1304 However, anecdotal (and recently empirical)1305 evidence suggests the amounts at stake can be 

substantial.1306 Consequently, the relative importance of this specific tax planning strategy can be high, or 

low, when seen against the total of BEPS practices.  

As a result, to the extent that combatting tax arbitrage with HFIs leads to an increase in tax revenue derived 

from MNEs whose tax planning activities upset the proxy person, the fairness perception of the latter may 

improve. As the case may be, that could be a comparably small, or a comparably great amount. 

The second inter taxpayer equity concern relates to the different tax planning opportunities open to an entity 

part of an MNE and a domestic standalone entity.1307 Assume, to begin with, that both conduct an economic 

activity in State A. Thus, their operating profits should generally be subject to tax there. Assume now that 

the local entity of the MNE in question can engage in a tax arbitrage transaction through a HFI with a 

related party. Under it the payment is deductible in the source state. Thereby, it shields parts of the operating 

profits from taxation. At the same time, it is not taxed at the level of the receiver – for instance because it 

is qualified as a dividend in its residence state. The domestic standalone entity, on the contrary, does not 

have this possibility. Its operating profits are fully taxed in State A. This can give rise to a horizontally 

inequitable outcome.1308  

To what extent this judgment holds depends on some deeper considerations.1309 Start, for the sake of the 

argument, with a separation of the above mentioned transaction into two perspectives: the (i) base erosion 

perspective (i.e. the ability to make payments that are deductible in the source state) and the (ii) tax arbitrage 

                                                
1304 Already: OECD Addressing BEPS, supra n. 16, at ch. 2.  
1305 See I. Hardeck and P.U. Wittenstein, Assessing the Tax Benefits of Hybrid Arrangements — Evidence from the Luxembourg 

Leaks, 71 Natl Tax J 2 (2018). Their research is based on tax arrangements that 123 firms implemented by means of conduit 

entities in Luxembourg. They provide evidence that hybrid arrangements lead to continuous and substantial reductions in the 

effective tax rate. 
1306 See, e.g. OECD Tax Policy and Compliance Issues, supra n. 2, at para. 5; or Johannesen 2014, supra n. 126, at sec. 1, who 

states: “Qualitative evidence suggests, however, that cross-border hybrid instruments are widely used and have contributed 

significantly to the decline in effective tax rates on cross-border investment.” 
1307 See already the discussion in sec. 3.2.1.2.2. and compare the similar discussion in: Fleming, Peroni & Shay Earnings 

Stripping, supra n. 130, at p. 687; in principle also the OECD raised this concern in: OECD Tax Policy and Compliance Issues, 

supra n. 2, at para. 24 when saying: “Some businesses, such as those which operate cross-border and have access to 

sophisticated tax expertise, may profit from hybrid mismatch opportunities and have unintended competitive advantages 

compared with other businesses, such as small and medium-sized enterprises, that cannot or cannot easily use mismatch 

opportunities.”; see also Danicz, supra n. 1284, at sec. 4.1; Tomazela Santos, supra n. 1284, at p. 167-168. Apparently more 

critical on such an argument: de Boer & Marres, supra n. 124, at sec. 6.2.; Compare more broadly, further going, and with an 

U.S. emphasis: E.D. Kleinbard, Stateless Income, 11 Fla. Tax Rev 9 (2011) [hereinafter Kleinbard Stateless Income]; E.D. 

Kleinbard, The Lessons of Stateless Income, 65 Tax L. Rev. 1 (2011) [hereinafter Kleinbard Lessons]. See especially the 

elaborations on “tax rents” achievable by MNEs through the creation of stateless income provided in id., at pp. 124-129. 
1308 See already the discussion and references provided for in sec. 3.2.1.2.2. 
1309 This argument is inspired by the work of Fleming, Peroni & Shay Earnings Stripping, supra n. 130. Compare, most 

importantly, the discussion in id., at pp. 675, 687, 694-697; see further: H. Rosenbloom, Banes of an Income Tax: Legal Fictions, 

Elections, Hypothetical Determinations, Related Party Debt, 26 Sydney Law Review, pp. 29-31 (2003) [hereinafter Rosenbloom 

Banes of an Income Tax].  
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perspective (i.e. the ability to structure the payment in a way that leads to no/low taxation at the level of the 

receiver). 

The horizontal equity concern discussed above starts with the (i) base erosion perspective. This is so, 

because therewith the operating income is shielded from taxation in the state in which it emerged.1310 The 

(ii) tax arbitrage perspective, on the other hand, relates to the magnitude of the problem.1311 This is so, 

because a lower taxation at the level of the receiver leads to a lower effective tax rate of the MNE.1312 It is 

not necessary for (i) to be interest. Other deductible payments can shield the operating income in State A 

as well.1313 Neither is it necessary for (ii) to rely on a qualification conflict. Any tax rate at the level of the 

receiver that is lower than the one at the level of the payer should reach this effect.1314 

With respect to the (i) base erosion perspective an important remark as to be made: Not every intra-group 

payment gives rise to the same concerns.1315 Arguably, horizontal equity issues are not present when the 

deductible payment has been made to reimburse the receiving MNE entity for a real cost.1316 In such 

circumstances a factual comparability between the MNE entity and the domestic standalone entity is not 

given. Rather, it simply lies in the nature of the MNE to be able to raise finance centrally and to on-lend it 

to subsidiaries in need.1317 The fact that domestic standalone companies do not have this option comes with 

the character of their business. It is not a problem as such. For sure, the payments made by the MNE entity 

still have a base eroding effect. However, there is a good case for a country, which taxes net income, not to 

ignore them.1318 Everything else would go in hand with a general denial of deductions for cross-border 

payments.1319   

                                                
1310 Which is a possibility only the MNE has. Compare, e.g. also id., at pp. 675, 687. 
1311 As worked out separately below, it can also cause concerns on its own. Ignore this for the moment. 
1312 For a similar logic, even though focusing on transfer pricing, compare: Fleming, Peroni & Shay Earnings Stripping, supra n. 

130, especially at p. 685. There the authors state that the arm´s length standard can affect the magnitude of the base eroding effect 

of earnings stripping payments. It does not, however, prevent base erosion per se.  
1313 Compare, with further references, id., at pp. 690-692. See in this context also the limitations explained in sec. 1.5. 
1314 Compare, in essence, also id., at pp. 675, 687. 
1315 Note that any attempt to precisely work out the differences would require the opening of a book that is considerably thicker 

than this thesis, i.e. the appropriateness of the separate entity approach as such. This was scoped out from the study – see sec. 1.5. 
1316 Despite them not explicitly focusing on horizontal equity, compare, nevertheless, for this logic: Fleming, Peroni & Shay 

Earnings Stripping, supra n. 130, 696-697. 
1317 Compare in this regard also the discussion and references provided for in sec. 2.2.5. 
1318 See the more sophisticated comments made by Fleming, Peroni & Shay Earnings Stripping, supra n. 130, at pp. 696-697 

quoted below in supra n. 1319. 
1319 See Fleming, Peroni & Shay Earnings Stripping, supra n. 130, at pp. 696-697, who convincingly state:” USSub’s 

reimbursement payments to UKCo are real costs to the UKCo-USSub MNE of producing income through activity in the United 

States. They are not costless transfers and their deduction is essential for purposes of properly measuring USSub’s net income. 

Stated differently, deductions for these payments measure, but do not transfer, USSub’s net income and, therefore, these 

deductions do not erode the U.S. income tax’s net income base. Thus, allowing them to be deductible does not amount to 

tolerating base erosion. To hold otherwise would lead to the conclusion that no deduction should be allowed for any business 

expenses paid to foreign unrelated parties in arm’s-length transactions. This would amount to an economically indefensible 

definition of the tax base and could have a deleterious effect on free trade.”  
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Fleming, Peroni & Shay (2015) refer to the above as “real payments”. 1320 If, on the other hand, the payment 

exceeds the actual costs of the receiving MNE entity it comes closer to an income distribution.1321 These 

authors call this “costless foreign related party payments”.1322 The latter sort of payments shift the incidence 

of taxation to someone else.1323 This is a possibility the domestic enterprise does not have.1324 Therefore, 

the horizontal equity concerns present under the (i) base erosion perspective, arguably, will emerge in the 

latter context.1325 

Irrespective of how to judge the (i) base eroding transaction – the (ii) tax arbitrage element is always 

problematic. First, as mentioned, if a concern with respect to the (i) base eroding payment exists, the (ii) 

tax arbitrage element will magnify it.1326 Yet, it can also create its own problems when (i) was real. In fact, 

the MNE entity that obtained finance from a third party will be entitled to a deduction for the interest 

payment. In addition, for the MNE entity in State A, a deduction for interest is possible, too.1327 What is 

missing is the offsetting inclusion in the state of the MNE entity providing finance.1328 Thus, compared to 

a domestic standalone entity that obtains (real) finance,1329 the result is an extra deduction for the same 

economic expense. The consequence may, again, be a higher after tax return of the MNE vis-à-vis the 

                                                
1320 Or “real expenses” see id, at p. 697. 
1321 See id. 
1322 Or “costless foreign related party payments” see id. As mentioned in sec. 1.5., they propose the denial of the deduction for 

interest payments that are costless foreign related party payments. 
1323 E.g. id., at pp. 687-688; Rosenbloom Banes of an Income Tax, supra n. 1309, p. 30. 
1324 Fleming, Peroni & Shay Earnings Stripping, supra n. 130, at p. 697 “use the terms “real expenses” and “real payments” in 

referring to outlays that are not costless foreign related party expenses or costless foreign related party payments.” This 

indicates that all costless foreign related party payments are, indeed, unreal. One might challenge that by, e.g. invoking the 

pecking order theory discussed in sec. 2.2.3. If internal finance is regarded the best option the taxpayers will chose it. In such 

case, there are strictly speaking no third party interest costs to reimburse (but, there are, of course, opportunity cost). Still, the 

transaction is real in the sense that there was a financing need within the MNE to satisfy. It is questionable, however, if labelling 

this transaction as debt is real as well. As discussed in sec. 2.2.5., such finance is economically closer to equity than to debt. 

Repayments, thus, correspond to income distributions. Therefore, it seems justified to rely on the terminology of Fleming, Peroni 

& Shay Earnings Stripping, supra n. 130, at p. 697. 
1325 Note, for clarity, that the solution proposed by Fleming, Peroni & Shay Earnings Stripping, supra n. 130, makes necessary a 

deviation from the contemporary separate entity approach. Due to the currently missing political will to do so, this was scoped out 

from the thesis – see already sec. 1.5. Therefore, one could argue that it would not be consequent to introduce into this thesis the 

normative basis for their conclusions, i.e. the differentiation between real payments and costless foreign related party payments as 

a determinant for the deductibility. However, to this author it does not seem problematic to borrow this logic. Ultimately, what is 

relevant for the second equity concern from the (i) base erosion perspective is that MNEs can, de lege lata, shift the incidence of 

taxation to someone else within the group. This is something that others cannot do. At the same time, MNEs and domestic 

standalone entities are not always comparable. It lies in the nature of the former to operate cross-border. This alone does, per se, 

not give rise for tax concerns. Fleming, Peroni & Shay Earnings Stripping, supra n. 130 succeed in providing a workable 

differentiation between these ends. Whilst their solution is scoped out from this thesis – their argumentation is not. 
1326 In id., at pp. 718-719 the authors briefly deal with tax arbitrage. There it seems that the authors consider the work of the 

OECD to be consistent with their proposals.  
1327 Which concerns payments made under the loan received from the MNE entity that obtained finance from a third party.  
1328 Practically, the problems created by tax arbitrage in the context of real payments will be relevant if (ii) is, indeed, a tax 

arbitrage transaction that relies on a qualification conflict. If the MNE entity providing finance was resident in a no/low tax 

jurisdiction, the “extra” deduction resulting from obtaining third party finance is without much value, given there is no tax 

liability it can be set off against.  
1329 And, thus, gets one deduction for the interest payment. 
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domestic standalone entity.1330 Arguably, the concerns disappear if both companies have the equal 

opportunity to finance themselves through a tax arbitrage opportunity at the market.  

The third inter taxpayer equity concern connected to tax arbitrage with HFIs relates to tax revenue.1331 The 

greater the scale and volume of tax arbitrage with HFIs, the fewer tax revenue will be collected.1332 If the 

same level of revenue has to be maintained, the tax has to be raised elsewhere.1333 Tax arbitrage with HFIs, 

thus, may have an effect on the distribution of the tax burden.1334 Presumably, a greater share will be borne 

by those with less mobile wage income.1335 

To take account of some thoughts expressed in literature, the above argument has to be qualified.1336 Under 

reference to the fact that both laws have been complied with, one could argue that tax arbitrage with HFIs 

does – strictly speaking – not reduce revenue.1337 Ultimately, a HFI that is classified as debt in the source 

state will enjoy a deduction like any other instrument that fulfils this criteria. The argument goes that, 

therefore, from the pure national perspective of this state, nothing is lost.1338 Naturally, this has to apply to 

the second state as well. If this one treats the instrument as equity then it was, arguably, committed not to 

tax the income. Thus, no state loses. The only thing gone is some global tax revenue.1339  

The persuasiveness of this is rather weak, though. First, when a taxpayer adapts its behaviour due to the tax 

arbitrage opportunity, then the state loses revenue.1340 Secondly, it is doubtful whether tax systems are 

indeed widely indifferent to what happens in the other state.1341 In fact, whilst it is true that “taxation or 

non-taxation is always a political decision of sovereign states”1342 and, thus, always intended from a 

                                                
1330 Which, of course, depends on the facts present in the underlying case. Thereby, especially the applicable tax rates and, as 

mentioned, the ability of the MNE company to offset the deduction against otherwise taxable income will play a role. 
1331 Ring One Nation, supra n. 1, at pp. 120-121; Boyle, supra n. 157, at pp. 530-531; Rosenzweig Harnessing, supra n. 91, at p. 

564; Roin Taxation without Coordination, supra n. 157, at p. 75; similarly also: OECD Tax Policy and Compliance Issues, supra 

n. 2, at para. 23; Compare also Bärsch, supra n. 155, at p. 52 and Tomazela Santos, supra n. 1284, at p. 167; based on Bundgaard 

Hybrid Financial Instruments, supra n. 156, at p. 218, also Dell´Anese, supra n. 157, at p. 90 et seq. seems to argue towards this 

end; see also the discussion in Avi-Yonah Commentary, supra n. 1, at p. 172. 
1332 Id. 
1333 Compare id.  
1334 Compare id.  
1335 See, e.g. Rosenzweig Harnessing, supra n. 91, at p. 564; as well as Avi-Yonah Commentary, supra n. 1, at p. 172, including 

the figures provided by latter; compare also the remarks by Boyle, supra n. 157, at FN 9; and, with further references, Tomazela 

Santos, supra n. 1284, p. 168.  
1336 Take, as a starting point, the issues raised in: Menuchin, supra n. 6, at pp. 59-60, 34. 
1337 Compare id., p. 59.  
1338 Compare, in essence, id.  
1339 Id.; apparently supportive of such logic, e.g. S. Edge, Base Erosion and Profit Shifting: A Roadmap for Reform – Tax 

Arbitrage with Hybrid Instruments, 68 Bull. Intl. Taxn. 6/7, sec. 5 (2014), Journals IBFD, who states that “it may well be that 

each jurisdiction is happy with the current outcome.”; A similar, but more denying, logic is followed in: OECD Tax Policy and 

Compliance Issues, supra n. 2, at para. 23. The OECD notes that is it difficult to tell what state has precisely lost tax revenue. 

Yet, it underlines that it is clear that, collectively, countries loose it; also de Boer & Marres, supra n. 124, at sec. 6.2. doubt 

whether the loss of tax revenue can justify combatting hybrid mismatch arrangements. They argue that the term loss implies an a 

priori entitlement to the revenue, which they do not see neither state to have in case of mismatches.  
1340 Compare Menuchin, supra n. 6, at p. 59;, who refers to the work of Edgar, supra n. 127. 
1341 At least in a domestic context, tax policymakers usually aim to ensure coherence.  
1342 Helminen General Report, supra n. 771, at sec. 4.1. 
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unilateral perspective, this does not tell whether (cross border) double non-taxation is intended as well.1343 

If it is unintended and taxpayers exploit this opportunity the state, arguably, loses tax revenue.1344 The 

reason for that can lie in the fact that the tax rule was implicitly premised on a particular treatment 

abroad.1345 Take domestic dividend relief systems as a relevant example. These mechanisms typically aim 

at avoiding economic double taxation.1346 Consequently, a taxation in the source state is presumed.1347 In 

its absence there is no justification for granting the relief. Yet, if a state provides for it, it loses, in terms of 

its own tax system, tax revenue.1348 If the rules are not implicitly based on the tax treatment abroad the result 

may be different. 

For the most parts of this thesis,1349 the argument that no state loses tax revenue from the perspective of its 

own tax system is of little relevance. It has become void due to legislative action against tax arbitrage with 

HFIs being taken. Here a state positively expresses that (the tackled) outcome is – from its perspective – 

unintended.1350 In other words, the tax system precisely tells that it is not prepared to accept this outcome.1351 

However, in the absence of any special rules it remains more difficult. The latter is the starting point of 

chapter 8. A separate discussion will have to be provided there. 

Besides, it has also been argued that the decrease in the cost of capital caused by tax arbitrage with HFIs 

increases the volume of transactions and, thus, economic activity.1352 Furthermore, tolerating tax arbitrage 

                                                
1343 F.D. Martínez Laguna, Abuse and Aggressive Tax Planning: Between OECD and EU Initiatives – The Dividing Line between 

Intended and Unintended Double Non-Taxation, 9 World Tax J. 2, sec. 2.2-2.3. (2017), Journals IBFD. The author refers to this 

as “twice non-taxation”. In id., sec. 2.3. the author notes: “Twice non-taxation relates to the unilateral and due application at the 

same time of rules laid down in different tax systems involved in a cross-border situation that might lead first to non-taxation 

(domestically) and then to two times non-taxation (internationally).” (footnotes omitted).  
1344 It is precisely unintended double non-taxation that is considered to be harmful: Compare here: Helminen General Report, 

supra n. 771, at sec. 4.1., and Martínez Laguna, supra n. 1343, at ch. 1, as well as ch. 2-4 for a detailed elaboration on this topic. 
1345 West, supra n. 1, at pp. 172-173, who, notably, also holds that there is no legitimate objection to international tax arbitrage, at 

least where the tax law consequences in one jurisdiction do not depend on the tax consequences in any other jurisdiction; 

supportive, e.g. Krahmal, supra n. 157, at p. 124; In the context of demanding considerations regarding how tax systems interact 

with each other, also the OECD speaks about “unintended non-taxation”. See OECD Tax Policy and Compliance Issues, supra n. 

2, at para. 2. 
1346 Compare, instead of many: Harris Article 10, supra n. 285, at sec. 2.2.; see also the discussion in sec. 2.1.5.2; Participation 

exemption regimes may (also) pursue other goals such as, e.g. promoting CIN. See for that in the context of elaborating on the 

effect of EU State Aid rules on the granting of participation exemption benefits in case of deductible dividends: S. Douma, EU 

Report, in Assessing BEPS: Origins, Standards, and Responses International Fiscal Association (IFA), Cahiers de droit fiscal 

international vol. 102a, sec. 2.2.2. (Sdu Fiscale & Financiele Uitgevers 2017). This topic will be briefly discussed in sec. 5.4.3.1. 

and sec. 5.5.1. 
1347 E.g. Harris Article 10, supra n. 285, at, at sec. 1.1.2.2. 
1348 Compare also the discussion in, e.g. sec. 8.4.1.2.  
1349 So ch. 5-7. 
1350 Compare for this: Martínez Laguna, supra n. 1343, at sec. 2.3., 4.2.; see for further elaborations on domestic law provisions 

against double non-taxation: Helminen General Report, supra n. 771, at sec. 4.4. 
1351 See Martínez Laguna, supra n. 1343, (especially) at sec. 2.3., 4.2. and concisely ch. 5.  
1352 See Menuchin, supra n. 6, at p. 34; recently also: Alvarez-Martinez et al., supra n. 1298, who note: “In terms of 

macroeconomic impact, profit shifting to tax havens allows reducing the cost of capital, mainly of multinationals, which in turn 

has a positive effect on investment and GDP. However, the effects are small and the rise in consumption taxes needed to 

compensate for corporate tax revenue losses lead to a net loss in welfare, estimated at about 0.2% of GDP for the EU28 and 

0.4% for the USA and Japan.”  



137 
 

with HFIs can be used as a tax competition device.1353 In each case, states can obtain more taxes from other 

sources, which compensates for the revenue loss caused by tax arbitrage transactions with HFIs.1354 The 

extent of the third inter taxpayer equity concern, hence, also depends on the strength of the latter effects. If 

allowing tax arbitrage with HFIs, overall, brings more revenue than it takes, a shift of the tax burden onto 

the immobile tax base does not occur. The issue will be deepened within the next section.  

4.2.2. Inter nation equity concerns of tax arbitrage with hybrid financial instruments 

As just mentioned, tax arbitrage with HFIs, on the one hand, imposes a revenue cost. On the other hand, 

the lower cost of capital may foster economic activity.1355 In addition, allowing tax arbitrage with HFIs can 

be used as a tax competition device.1356 It is realistically only open to MNEs.1357 Those engaging in it will 

lower their effective tax rates. This can help in attracting (or retaining) mobile MNE activity. The benefits 

thereof may exceed the revenue costs attached to tax arbitrage with HFIs.1358 In fact, tolerating tax arbitrage 

with HFIs for tax competition purposes typically comes with relatively little “collateral damage”.1359 This 

means that it generates few windfall gains for taxpayers whose activity is not targeted.1360 The immobile 

domestic tax base, at least, will hardly exploit tax arbitrage opportunities.1361 MNEs engaged in immobile 

activities, however, can. The more important the latter are, the less attractive tolerating tax arbitrage with 

HFIs may become.1362 

                                                
1353 See the discussion and references provided for in sec. 3.2.1.3.2.2. and 4.2.2. 
1354 See in this regard Menuchin, supra n. 6, at p. 34, who notes that the “spill-over” argument does not solve the problem at stake 

and does not balance the unequal taxation of income form labour and income from capital.  
1355 See Menuchin, supra n. 6, at p. 34. 
1356 See the discussion and references provided for in sec. 3.2.1.3.2.2.; compare further Kane, supra n. 91, at especially pp. 140-

145 and, with respect to repos, id., at pp. 156-159. 
1357 See generally on the heterogeneity across firms with respect to profit shifting activities e.g. Wier & Reynolds, supra n. 607; 

Dharmapala Review, supra n. 1298; and Davies et al., supra n. 74, as referred to in Collier & Riedel, supra n. 74, at sec. 2.3; 

Who summarise the argument towards the fixed costs incurred by profit shifting to low taxed recipients implying that especially 

large MNEs being involved in such practices. See further the analysis of: S. Barrios & D. d´Andria, Profit shifting and industrial 

heterogeneity, JRC Working Papers on Taxation and Structural Reforms No. 7/2016 (2018), who demonstrate sectoral 

differences in profit shifting. 
1358 See the discussion and references provided for in sec. 3.2.1.3.2.2.  
1359 Compare id., and see also the discussion in Buettner, Overesch & Wamser, supra n. 125.  
1360 Compare, again, the discussion and further references provided for in sec. 3.2.1.3.2.2.  
1361 Although it is not impossible. The shareholders in a domestic standalone entity may found a foreign company, for the sake of 

it engaging in a tax arbitrage strategy with the domestic company.  
1362 Intuitively, it seems less sensible to tolerate tax arbitrage with HFIs to attract MNEs that conduct an immobile activity. This 

can, for instance, concern MNEs that exploit natural resources. A reduction in the effective tax rate through tax arbitrage with 

HFIs may not comparably induce them to come into country, or to stronger invest more in it. However, tax competition is not 

inexistent in this context. See for a more detailed elaboration on this issue: R. Boadway & M. Keen, Perspectives on resource tax 

design, in The Taxation of Petroleum and Minerals: Principles, Problems and Practice sec. 5. (P. Daniel, Michael Keen & C. 

McPherson Abingdon Routledge 2010).  
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Depending on the relative strengths of these effects, and for a given revenue target,1363 tax arbitrage with 

HFIs can have two fiscal consequences: Either a state might have to impose some extra taxes elsewhere.1364 

Alternatively, the “spill-over effect”1365 and the tax competition effect outweigh the revenue loss through 

tax arbitrage with HFIs.1366  

It is crucial to emphasise that all countries will have to do this balancing exercise. Thereby, it is clear that 

they will reach different results. Some will prefer to combat tax arbitrage with HFIs. For them the benefits 

of allowing it do not outweigh its costs. Others, however, will reach a different outcome. For them it may 

appear more sensible to tolerate tax arbitrage with HFIs, rather than to deny it. Importantly, these 

considerations do not happen in isolation. To the contrary, the actions of peer states likely play a substantial 

role in this process. State X could, for instance, want to tackle tax arbitrage with HFIs. But if the peer 

state(s) Y (and Z) do not do so, this might not be possible. The fear of too much mobile capital disappearing 

may prevent it.1367  

This is a problem per se. The benefits coming along with tax arbitrage with HFIs1368 will lead to countries 

having a different interests in combatting it. Their acts will, at the same time, affect the costs and benefits 

of other countries. In expectation of others´ behaviour they may, or may not, adapt their initial decisions. 

The relevant game theoretical considerations will be left for the research part of the thesis.1369 For now it 

suffices to define the above as the first inter nation equity concern.  

In addition, there are countries that benefit from the facilitation of tax arbitrage with HFIs or its substitute 

transactions.1370 They require special attention. First, these are tax havens which impose no or low CIT.1371 

                                                
1363 Which is here understood as overall revenue, i.e. not only CIT revenue itself. 
1364 In order to compensate for the revenue loss induced by tax arbitrage with HFIs. The state will have to raise as much taxes as 

required to reach the revenue target. If a state does not have a revenue target, it may also be possible not to raise new taxes, but 

to, e.g. take out public debt, or cut governmental spending.  
1365 So referred to by Menuchin, supra n. 6, at p. 34. 
1366 See in this regard also Fleming, Peroni & Shay Earnings Stripping, supra n. 130, at pp. 688-689, who, having been exposed 

to a similar question in their work on cross border earnings stripping in an US context, state: “Consequently, we will not engage 

in a lengthy detour into the tax competition debate. For present purposes, we will assume, we believe realistically, that the 

Treasury’s revenue loss from earnings stripping will not yield a more-than- compensatory cornucopia of benefits.” In part, this 

was based on the fact that investment capital, which tax competition would aim to attract, has already been widely available in 

the US. See, with further references, id. 
1367 Compare also the discussion in Johannesen 2014, supra n. 126; for a further going elaboration see, e.g. Kane, supra n. 91, at 

pp. 116-132. 
1368 So the spill-over effect and the fact that it can be used as a targeted tax competition tool. The precise benefit of the latter lies 

in its advantage as opposed to the next best tax competition tool. 
1369 See especially the discussion and references provided for in, e.g. sec. 5.4.3.1., 7.4.3.1. 
1370 In this context see especially: O.Y. Marian, The State Administration of International Tax Avoidance, 7 Harvard Business 

Law Review, pp. 1-5 (2016); compare also, e.g. Hardeck & Wittenstein, supra n. 1305.; compare further going also the 

discussion in Kane, supra n. 91.  
1371 For a more detailed elaboration on the characteristics of tax havens see, especially: D. Dharmapala, What problems and 

opportunities are created by tax havens?, 24 Oxford Review of Economic Policy 4, sec. 2 (2008) [hereinafter Dharmapala Tax 

havens]; Compare also the overview in Miller & Oats, supra n. 690, at paras. 12.1-12.21.  
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Under certain circumstances, they can be used to replicate tax arbitrage with HFIs.1372 Putting existing anti-

abuse rules in brackets for the moment,1373 a way to do so is the interposition of a tax haven company 

between the ultimate borrower and the lender. Consider as a stylised example: The shareholder finances a 

tax haven company with equity. The latter passes on the funds as a loan to an operating company. From the 

perspective of the tax planner optimally, the payments on the loan are fully deductible and free of WHT. 

This strips parts of the operating company´s earnings into the tax haven, where they go untaxed. The 

repatriation of the profits to the shareholder is done via a dividend distribution, which is tax exempt for 

it.1374 The tax haven gets some compensation for its role.1375 For small remote and resource scare islands, 

this might be enough.1376 Notably, it has been estimated that approx. 30% of worldwide FDI is routed 

through tax havens.1377 They are, hence, not marginal.1378  

Also high tax countries can benefit from facilitating tax arbitrage with HFIs. A recent example is the 

administrative practice of Luxembourg,1379 as revealed by the Lux Leaks affair.1380 Marian (2015), who 

analyses leaked advance tax agreements (“ATAs”) issued by the Luxembourg’s Administration des 

Contributions Directes (LACD),1381 calls this process “arbitrage manufacturing”.1382 According him this 

behavior “can generally be described as a process in which, in return for a fee, a jurisdiction issues a 

                                                
1372 Compare: Harris UN Proposal, supra n. 1, at p. 218 and sec. 4.3; see also already supra n. 96. 
1373 Subject to a more detailed discussion within the research part of the thesis, relevant anti-abuse rule include CFC rules in the 

residence state of the shareholder(s) in the tax haven company, interest limitation rules in the source state, or GAARs in both 

states. For an overview of relevant anti-abuse rules certain states relied on before the OECD/G20 BEPS Project see, e.g. M. 

Dahlberg & B. Wiman, General Report, in The taxation of foreign passive income for groups of companies International Fiscal 

Association (IFA), Cahiers de droit fiscal international vol. 98a,(Sdu Fiscale & Financiele Uitgevers 2013). 
1374 Compare on such a structure also Meldgaard, Bundgaard & Weber, supra n. 123, at sec. 2.2.1. 
1375 According to some literature, tax havens “commercialize” their sovereignty. See R. Palan, Tax Havens and the 

Commercialization of State Sovereignty, 56 International Organization 56 (2002); The precise benefit for the tax haven can differ. 

At a minimum, some jobs in the financial services industry are attracted. For a very small tax haven, this might already be a 

significant contribution to economic growth. See in more detail and under reference to data supporting this view: Genschel & 

Seelkopf, supra n. 855, at sec. 4; The Cayman Island, for instance, does not levy a direct tax on corporations. Instead, it raises its 

revenue otherwise, including via company fees. Compare in more detail; C. Duncan, Without direct taxes, how does the Cayman 

Island gets its revenue?, available at http://www.caymanfinancialreview.com/2016/11/01/without-direct-taxes-how-does-the-

cayman-islands-generate-its-revenue/ (accessed on 24. Jun. 2018); See further on the issue Slemrod & Wilson, supra n. 897. 
1376 Compare with further references Genschel & Seelkopf, supra n. 855, sec. 4. For more detailed considerations see J.R. Hines, 

Do Tax Havens Flourish?, NBER Working Paper Series – Working Paper No.10936, ch. 4 (2004). As stated in id., tax havens 

outperformed other economies in terms of per capita GDP growth in between 1982-1999. Tax havens are often small and well-

governed countries. Compare: D. Dharmapala & J.R. Hines, Which countries become tax havens?, 93 J. Public Econ. (2009); 

who provide for a list of 41 countries. Their real sector is usually negligible in comparison to the financial business they host, or 

they have measures to differ between these types of activities. See for that Keen & Konrad, supra n. 856, at sec. 4.4.2. 
1377 R. Palan, C. Chavagneux & R. Murphy, Tax Havens: How Globalization Really Works p. 52 (Cornell University Press, 

2010), who provide a comprehensive overview on the issue. 
1378 Id., p. 76, who note that available data are rough estimates. 
1379 Which shows characteristics that are untypical for ´classic´ tax havens, such as a relatively high CIT rate (2018: 26,01% for 

Luxembourg City), and the existence of anti-abuse rules. Compare: Marian, supra n. 1370, at pp. 2-3; see for the relevant details 

of the Luxembourg tax system: A. Jeanrond et al., Luxembourg - Corporate Taxation sec. 1.6, ch. 7, Country Surveys IBFD 

(accessed 23. Jun. 2018). 
1380 See https://www.icij.org/investigations/luxembourg-leaks/explore-documents-luxembourg-leaks-database/ (accessed 21 Jun 

2018).  
1381 For a more detailed description of the data and its shortcomings, see Marian, supra n. 1370, at, pp. 6-11.  
1382 Marian, supra n. 1370, at p. 3 
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regulatory instrument to a taxpayer who resides outside the jurisdiction, in respect of an investment located 

outside the jurisdiction. The regulatory instrument is designed to synthetically generate differences between 

the tax laws of the jurisdictions of source and residence. The taxpayer can then take advantage of the 

manufactured differences, and eliminate most of its tax liability on the profitable activity.”1383  

The difference to the above mentioned example concerning “classical” tax havens1384 lies in the need to 

minimise an otherwise payable CIT liability. The idea is simple. Payments were routed through 

Luxembourg, whereby it was ensured that they are deductible at the level of the (foreign) operating 

company and not taxed at the level of the (foreign) shareholder of the Luxembourg intermediary company. 

That needed a qualification conflict – either between Luxembourg and the source jurisdiction, or 

Luxembourg and the shareholder jurisdiction.1385  

The LACD accepted (probably without any substantive considerations),1386 the taxpayers´ view to treat 

instruments such as Profit Participating Loans (PPLs), Interest Free Loans (IFLs), Convertible Preferred 

Equity Certificates (CPECs), or Preferred Equity Certificates (PECs) as debt.1387 Typically – and given the 

economic nature of the instruments somewhat understandably – this view has not been shared by other 

jurisdictions.1388 Outgoing interest payments are generally not subject to WHT in Luxembourg.1389 What 

remains is a small spread taxable at the full Luxembourg CIT rate – the fee.1390  

                                                
1383 Id. 
1384 It should be noted that Luxembourg appears on various tax havens lists – see Gravelle tax havens, supra n. 306, at p. 4.  
1385 See in more detail Marian, supra n. 1370, at pp. 26-40. Put simply: In the first case, the payment was deductible in the state 

of the operating company and not included into the income of the Luxembourg intermediary company, from where it is 

distributed as a dividend to the shareholder in the Luxembourg intermediary company. In the second case, the payment made by 

the operating company is deductible in the source state and included into the income of the Luxembourg intermediary company. 

Yet, the income is offset by deductible interest payments made under a HFI issued by the Luxembourg intermediary company 

that is treated as debt Luxembourg, but as equity in the state of the shareholder.  
1386 The analysis in id., at pp. 16-18, strongly suggests a mere rubber-stamping of what was submitted by taxpayers. According to 

Marian: “about 40% of the ATAs were approved the same day they were submitted (some of these submissions were hundreds of 

pages long). It is unlikely that Kohl [the LDAC official that had the authority to approve or reject ATAs] was able to give 

substantive consideration to such submissions before approving them. This conclusion is also supported by the fact that none of 

the decisions issued by Kohl contain any form of substantive analysis. Rather, all ATAs contain the written legal analysis by the 

sponsor, followed by Kohl’s acceptance of such analysis verbatim.”; See also L.A. Sheppard, Luxembourg Lubricates Income 

Stripping, 76 Tax Notes Int´l,  p. 851 (2014); The LDAC, on the other hand, brings forward the necessity of discussions between 

the tax authority and the taxpayer before the formal submission of a written ATA. See, including further justifications, 

Luxembourg ministry of Finance, Luxembourg ministry of Finance position paper on tax transparency and rulings, available at 

http://www.europaforum.public.lu/fr/actualites/2014/12/gouv-ruling-luxleaks-prises-positions/position-paper-transparency-and-

rulings.pdf (access 25. Jun. 2018). See, however, again: Marian, supra n. 1370, at p. 21, who counters that this does not explain 

the fact that few time (if any at all) was spent by the LDAC in scrutinizing the submissions made by taxpayers.  
1387 Marian, supra n. 1370, at pp. 30-35.  
1388 Compare id. Apparently, it was not even always shared by Luxembourg either. See id., at p. 34, who refers to equity 

classifications of IFLs and PPLs, despite them usually being treated as debt. According to id., at p. 28, 15% of the ATAs in the 

sample were aimed at ensuring an equity treatment in Luxembourg, whilst the instrument in question was regarded as debt in the 

source state. 
1389 See Jeanrond et al., supra n. 1379, at sec. 7.3.4.2., who also names some exceptions, such as profit sharing bonds, or interest 

reclassified as dividends. 
1390 As suggested by Marian, supra n. 1370, at p. 38, with respect to the sample under analysis, the determination of the taxable 

spread seemingly depended solely on the face amount of financing made through Luxembourg. To give the reader an indication: 

Below EUR 25 million the taxable margin was set at 0,25%. Above EUR 6.250 million it was 0.015625%. This acts as an 
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Due to the ATAD (2016/1164), Luxembourg is unlikely to continue with such practices in the nearer future. 

In addition, the political pressure would not seem to allow that either.1391 Nevertheless, the behaviour of 

Luxembourg is principally open to every rent-seeking state.1392 Marian is right in saying that international 

tax arbitrage has an institutional dimension as well.1393 This gives rise to the second inter nation equity 

concern connected to tax arbitrage with HFIs: Rent-seeking states may, in return for a fee, be willing to 

provide for tax arbitrage opportunities to save taxes outside its jurisdiction.  

The tax arbitrage opportunity existing between two countries also involves a bilateral surplus.1394 This is 

the fiscal benefit achievable from closing it down.1395 If the source country denies its deduction it collects 

all of the available joint surplus.1396 However, also the residence state might have wished to get a share 

itself.1397 Hence, it may want to tax the income it would have otherwise exempt.1398 The result is a threats 

and chicken game.1399 Each player has an interest to tax, without the other one to do the same.1400 If both 

tax, the result is double taxation, i.e. the worst possible outcome.1401 History shows that this may happen.1402 

                                                
incentive to increase the amounts of funds transferred through Luxembourg. The actual activity in Luxembourg did not play a 

role. The discussion on State Aid previously held in such context should only be mentioned here. See in more detail: id., p. 38, as 

well as: Commission Decision of 16 October 2002 on the aid scheme C 50/2001 (ex NN 47/2000) — Finance companies — 

implemented by Luxembourg, OJ L153 (2003), EU Law IBFD.  
1391 Also the statements made in Luxembourg Government, The Luxembourg government's position on the practice of issuing tax 

rulings, available under http://www.mf.public.lu/publications/divers/position_rulings_eng_101214.pdf (accessed 25 Jun. 2018) 

point, at least in principle, towards this end. See also P. Mischo & F. Kerger, After ‘Lux Leaks’: Welcome Changes to 

Luxembourg’s Tax Ruling Practice, 77 TNI (2015).  
1392 Marian, supra n. 1370, at pp. 4-5, who sees good reasons to expect that also other jurisdictions engage in similar behaviours; 

compare also the discussion in Johannesen 2011, supra n. 896; as well as Johannesen 2014, supra n. 126. 
1393 Marian, supra n. 1370, at p. 23, 46. 
1394 Compare: Shaviro Money on the Table, supra n. 157, at p. 328; Rosenzweig Harnessing, supra n. 91, at p. 593. 
1395 Compare id. 
1396 Id. In principle, also a harmonisation of the relevant parts of the law would constitute a possibility to get the surplus. Due to 

not being in the scope of the thesis, this will not be considered. See in this regard sec. 1.5. It may, however, be mentioned, that a 

harmonisation of the relevant parts of tax law for the sake of closing down a tax arbitrage opportunity can raise costs on its own, 

and might not be feasible. See in this context the more detailed elaborations in Rosenzweig Harnessing, supra n. 91, at pp. 590-

591.  
1397 Shaviro Money on the Table, supra n. 157, at p. 328; Rosenzweig Harnessing, supra n. 91, at p. 593; compare also the 

differentiated discussion in Kane, supra n. 91, at especially pp. 144-145. 
1398 This may even be so, where a state would have tolerated this result for tax competition reasons in the first place. 
1399 Shaviro Money on the Table, supra n. 157, at p. 328; Rosenzweig Harnessing, supra n. 91, at p. 593.  
1400 In more detail on game theory see, e.g. the relevant references provided for in 6.4.3.2.  
1401 This requires that double taxation is seen to be more problematic than double non-taxation. Compare in this direction, e.g. 

Rosenzweig Harnessing, supra n. 91, at p. 593 who states: “[U]nilateral denials of deductions for cross-border investments could 

rationally lead to retaliation among the various jurisdictions involved, for example, by the host country similarly denying tax 

benefits. Such retaliation would result in “double taxation” of a single economic gain, potentially resulting in a reduction in total 

worldwide efficiency that could far exceed anything gained from preventing the perceived abuse.”; Compare also Ring One 

Nation, supra n. 1, at p. 106. 
1402 See under reference to the dual consolidated loss rules enacted in the US, which resulted in retaliation by the UK: 

Rosenzweig Harnessing, supra n. 91, at pp. 593-595. The result was double taxation. In 2006 the US and the UK entered into a 

competent authority agreement that permitted the taxpayer to elect to take the deduction in one of the two countries. See United 

Kingdom/United States Dual Consolidated Loss Competent Authority Agreement To the Convention Between the Government of 

the United States of America and the Government of the United Kingdom of Great Britain and Northern Ireland for the 

Avoidance of Double Taxation and the Prevention of Fiscal Evasion with Respect To Taxes on Income and on Capital Gains art. 

4 (6. Oct. 2006).  
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This gives rise to the third inter nation equity concern: legislating against tax arbitrage with HFIs can lead 

to retaliation, which, ultimately, may end in double taxation.  

4.3. Efficiency concerns of tax arbitrage with hybrid financial instruments 

Due to the tax arbitrage opportunity, a cross border transaction gets taxed at a lower rate than a comparable 

domestic transaction. This raises efficiency concerns.1403 In fact, taxpayers might replace domestic 

investments with foreign ones.1404 Thereby they may concentrate on countries with respect to which the tax 

arbitrage opportunity exists.1405 Furthermore, the arbitrage opportunity may cause an increase in the usage 

of such financial instruments that precisely cause the desired result.1406 All of this may lead to an inefficient 

global resource allocation.1407 

Seen from the microeconomic perspective1408 the magnitude of the efficiency costs induced by tax arbitrage 

with HFIs depends on what is replaced by the tax arbitrage transaction.1409 Consider, first, a transaction that 

solely targeted at reaching the favourable tax outcome. It does not substitute a transaction otherwise 

                                                
1403 Compare, e.g. Ring One Nation, supra n. 1, at pp. 102-104, 109-120; Kofler & Kofler, supra n. 1, at sec. 3.2.; Avi-Yonah 

Commentary, supra n. 1, at p. 171; Roin Taxation without Coordination, supra n. 157, at pp. 75-76; Shaviro Money on the Table, 

supra n. 157, at pp. 322, 325; Menuchin, supra n. 6, at pp. 25-30; Marian, supra n. 1370, at p. 22; similarly: Tomazela Santos, 

supra n. 1284, at p. 168; according to Bundgaard Hybrid Financial Instruments, supra n. 156, at p. 218, also Dell´Anese, supra n. 

157, at p. 90 et seq. seems to argue towards this end; critical, however: May, supra n. 157, at pp. 47-49. 
1404 Compare, e.g. Ring One Nation, supra n. 1, at p. 109; Kofler & Kofler, supra n. 1, at sec. 3.2. 
1405 Compare, e.g. id. 
1406 Ring One Nation, supra n. 1, at p. 109. 
1407 Compare, e.g. Kofler & Kofler, supra n. 1, at sec. 3.2.; Ring One Nation, supra n. 1, at pp. 109-112; Shaviro Money on the 

Table, supra n. 157, at pp. 322; concisely also Avi-Yonah Globalization, supra n. 829, at pp. 1604-1605, who, in explaining the 

consequences cross-border of double non-taxation, as opposed to domestic single taxation, states ”The result is a deadweight loss 

from a global efficiency perspective because investments will not be allocated to their most productive (highest-yielding) pretax 

uses. In the long run, as more capital flows to host-country investments, the pretax returns on those investments will fall and 

pretax returns on home-country investments will rise until equilibrium is restored (when after-tax returns are equalized). The 

deadweight loss, however, will remain the same because some less productive host-country investments will be made at the 

expense of more productive home-country investments (that is, capital will be oversupplied in the host country and undersupplied 

in the home country).” To speak in the location neutrality terms discussed in sec. 3.2.2.2.2., this violates CEN. See id, at p. 1604; 

See also OECD Tax Policy and Compliance Issues, supra n. 2, at para. 25; According to id., it further it violates CIN, as the tax 

arbitrage transaction is “more attractive than a competing local investor’s investment in the target country.” See also Kleinbard 

Lessons, supra n. 1307, at pp. 124-129 who argues that the presence of “stateless income” violates CON. Tax arbitrage with HFIs 

as analysed in this thesis can be understood as a form of Kleinbard´s stateless income. The latter is defined in Kleinbard Stateless 

Income, supra n. 1307, at pp. 701-702 as: “income derived by a multinational group from business activities in a country other 

than the domicile (however defined) of the group's ultimate parent company, but which is subject to tax only in a jurisdiction that 

is not the location of the firm's customers or the factors of production through which the income was derived, and is not the 

domicile of the group's parent company. Stateless income thus can be understood as the movement of taxable income within a 

multinational group from high-tax to low-tax source countries without shifting the location of externally supplied capital or 

activities involving third parties.” (footnotes ommitted, emphasis in the original) The term was first used by the author in E.D. 

Kleinbard, Throw Territorial Taxation From the Train, Tax Notes 114, p. 559 (2007). 
1408 See for a more detailed elaboration on the macroeconomic and microeconomic perspective in tax efficiency analysis: Bärsch, 

supra n. 155, at sec. 3.1. Under the former, allocation and production efficiency should be reached. The latter generally demands 

decision neutrality at the level of the single business. Both perspectives interact as decision neutrality at the company level 

promotes achieving efficiency at the economic level. See, with plenty of further references, id.; Compare also the discussion and 

references provided for in sec. 3.2.2.2.2.  
1409 See comprehensively: Edgar, supra n. 127, at p. 1104.  
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effected. Hence, it does not entail any direct efficiency costs. Still, it incurs transaction costs.1410 Further, it 

induces efficiency costs that may come along with a need to compensate for the lost revenue.1411  

If, on the other hand, the transaction replaces another one, additional efficiency costs can emerge.1412 These 

are rather modest when the tax arbitrage transaction constitutes a nearly perfect substitute for the transaction 

that would otherwise have been chosen.1413 If, however, the otherwise preferred transaction is replaced by 

an imperfect substitute, a more significant change in the pattern of cash flows was required to reach the tax 

arbitrage result.1414 Here the direct efficiency costs involved are higher.1415 These costs equal an implicit 

tax imposed on the substitute transaction.1416  

4.4. Legislative action against tax arbitrage with HFIs – administrability and administrative and compliance 

costs   

Whilst the above elaborated on equity/efficiency concerns that come along with tax arbitrage with HFIs, 

this section will change the focus towards the rules that may be relied on in combatting this phenomenon. 

They can give rise to concerns themselves. Especially, this includes the administrative and compliance costs 

attached to the rules. For two reasons they are important for this thesis:  

First, they determine the general administrability of a rule. If the administrative and compliance costs 

incurred by it are too high, it will not be administrable anymore. Under these circumstances, it cannot be 

(sensibly) implemented – even if a country would want to do so.1417 Whether a rule is administrable or not 

will depend on a country´s tax authority. They have to have sufficient resources and skills to fulfil their 

tasks. For the reasons discussed above, especially developing countries must be careful in this regard.1418 

                                                
1410 Id. 
1411 Id.; See also the discussion in Roin Taxation without Coordination, supra n. 157, at p. 75, stating: “It is possible, but hardly 

plausible, that governments systematically choose relatively less efficient taxing mechanisms in the first instance and move to 

more efficient mechanisms in response to revenue shortfalls. More likely, though, tax arbitrage, like other forms of tax shelter 

activity, drives up governments' marginal cost of funds by forcing increases in taxes that are more distortionary than a properly 

operating (that is, one with no arbitrage opportunities) income tax system.”; compare also e.g Shaviro Money on the Table, 

supra n. 157, at p 325. 
1412 Which can be understood as the costs associated with scarifying otherwise desirable non-tax attributes. See Edgar, supra n. 

127, at pp. 1103-1104; compare into a similar direction also, e.g. Roin Taxation without Coordination, supra n. 157, at p. 75. 
1413 Compare: id, at p. 1104, who, intuitively, also notes that, at least in the context of FDI structures, most international tax 

arbitrage transactions are perfect or nearly perfect substitutes for higher taxed transactions. This is because different private law 

or accounting consequences associated with alternative transactions are often meaningless constraints, given the controlling 

status of the investor. See also the discussion and further references provided for in sec. 2.2.5. 
1414 Compare Edgar, supra n. 127, at p. 1104. 
1415 Compare: id. 
1416 Id. stating: “More particularly, instances of imperfect substitutability arise where a change in the pattern of cash flows is 

required to attract a lower tax burden. The sacrifice in the pattern of cash flows associated with substitutable transactional forms 

imposes a cost of repackaging that can be characterized as an implicit tax on the lower-taxed substitute”. 
1417 See the discussion and references provided for in sec. 3.2.3.1, 3.2.3.2.2. 
1418 See more broadly the discussion and references provided for in sec. 3.2.3. 
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Secondly, administrative and compliance costs are efficiency costs.1419 Whilst, they will come to the fore 

within the administrability analysis of the approaches,1420 they remain relevant from an efficiency 

perspective. Hence, even if rules help to overcome the above mentioned efficiency costs of tax arbitrage 

with HFIs1421 – they may, on balance, not give rise to welfare gains. This means that high administrative 

and compliance costs make the implementation of an approach less attractive – even if the rules can, in 

principle, be administered as such. 

For the purposes of this thesis, simplicity will be used as a proxy for low administrative and compliance 

costs.1422 In this context several dimensions seem to be of relevance. At the start stands the tax technical 

complexity of the rules. The higher this is, the more likely the need for employing costly specialist 

knowledge becomes. To the extent interpretative scope remains further costs may be incurred. For instance, 

the obtainment of advance rulings may become necessary. This can be expensive and resource binding. 

Besides, taxpayers, or tax authorities, may make honest mistakes. Fixing them can be burdensome as well. 

Not least does room for interpretation increase the likeliness of legal disputes. Also this costs time and 

money.1423 

The more complex the rules, the higher the information requirements imposed by them may be.1424 Their 

collection, interpretation and storage gives rise to costs as well.1425 Simpler rules, on the contrary, will 

require the obtainment and processing of fewer information. This is cheaper for the tax authorities and the 

taxpayer.  

4.5. Basics for legal dogmatic research 

4.5.1. Introductory remarks 

The legal dogmatic research aims at identifying the legal obstacles potentially faced by an approach against 

tax arbitrage with HFIs. For obvious reasons this is an important part of the general suitability of a set of 

rules. If they were found to violate higher ranking law, they cannot be relied on.1426 As explained above, 

this thesis will (only) analyse the main rules from the perspective of tax treaty law and, where regarded 

                                                
1419 See the discussion and references provided for in sec. 3.2.2.1. 
1420 See sec. 5.4.5.; 6.4.5.; 7.4.5 and 8.4.5. See also the discussion in sec. 1.2. and 1.3. . 
1421 See sec. 4.3. 
1422 See the discussion and references provided for in sec. 3.2 2.2.3 and sec. 3.2.3.1. 
1423 Compare in this regard especially the discussion and references provided for in sec. 3.2.3.1, 3.2.3.2.2. 
1424 See the discussion and references provided for in sec. 3.2.3.1 
1425 See the discussion and references provided for in id. 
1426 See already sec. 1.2. and 1.5.  
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necessary,1427 from an EU law point of view.1428 A short introduction into these fields will be provided in 

the following two sections. 

4.5.2. EU Law 

EU Member States are essentially free to regulate their direct taxation matters as they regard it 

appropriate.1429 However, in exercising this power, they must follow the EU law rules and principles.1430 

This concerns, first, so-called primary EU law. It includes the founding treaties, i.e. the Treaty on European 

Union (TEU) and the Treaty on the Functioning of the European Union (TFEU).1431 They do not explicitly 

refer to direct taxes. Yet, various provisions are of relevance for this field. The most important ones are the 

fundamental freedoms1432 and the prohibition of state aid.1433,1434 In addition, so-called secondary EU law 

must be paid attention to.1435 It includes the EU-directives, four of which are issued in the area of direct 

taxation.1436  

                                                
1427 So in ch. 5 and 6. See in this context already sec. 1.5.  
1428 See sec. 1.2.-1.3. and sec. 1.5. for a more detailed explanation of the limitations regarding the legal dogmatic research 

conducted in this thesis.  
1429 E.g. Helminen EU Tax Law 2017, supra n. 314, at sec. 1.2.1. 
1430 See, e.g. id., at sec. 1.2.3. 
1431 E.g. id., at sec. 1.3.1. In addition, the EU Charter of Fundamental Rights is part of primary EU law. Further, certain legal 

principles based on the founding treaties are considered part of primary EU law. See for a more detailed discussion, e.g. id.; or K. 

Borchardt, Die rechtlichen Grundlagen der Europäischen Union 5th ed. paras. 82-85 (Facultas 2012). 
1432 These are: free movement of goods (Art. 28 et seq TFEU), free movement of workers (Art. 45 et seq TFEU), Freedom of 

establishment (Art. 49 et seq TFEU), freedom to provide services (Art. 56 et seq TFEU) and the free movement of capital and 

payments (Art. 63 et seq TFEU).  
1433 As stated in Art. 107 et seq TFEU. Also Art. 4 TEU, and Art. 18, 21 and 115 TFEU are of relevance. 
1434 E.g. B.J.M. Terra & P.J. Wattel, European Tax Law 6th ed sec. 3.1.2. (Wolters Kluwer 2012); Helminen EU Tax Law 2017, 

supra n. 314, at sec. 1.3.2.; see also, e.g. I. Lazarov, The Relevance of the Fundamental Freedoms for Direct Taxation, in 

Introduction to European Tax Law on Direct Taxation 5th ed. (M. Lang et al. eds., Linde 2018); A. Miladinovic, The State Aid 

Provisions of the TFEU in Tax Matters, in Introduction to European Tax Law on Direct Taxation 5th ed. (M. Lang et al. eds., 

Linde 2018). 
1435 These are provisions issued by EU organs based on the authorisations given by the founding treaties. See, e.g. Helminen EU 

Tax Law 2017, supra n. 314, at sec. 1.4.1.; Borchardt, supra n. 1431, at paras. 86-87. 
1436 The four directives relevant for direct taxation are the Parent Subsidiary Directive (2011/96), the Interest and Royalty 

Directive (2003/49); the Council Directive 2009/133/EC of 19 October 2009 on the Common System of Taxation Applicable to 

Mergers, Divisions, Partial Divisions, Transfers of Assets and Exchanges of Shares Concerning Companies of Different Member 

States and to the Transfer of the Registered Office of an SE or SCE between Member States (Codified Version), art. 8, OJ L310 

(2009), EU Law IBFD [hereinafter Merger Directive (2009/133)]; and the ATAD (2016/1164). See, e.g. M. Helminen, EU-vero 

oikeus sec. 1.4. (Alma Talent Pro 2018) [hereinafter Helminen EU-vero oikeus 2018], who also refers to other directives that can 

have an influence, such as, e.g. Council Directive 2011/16/EU of 15 February 2011 on administrative cooperation in the field of 

taxation and repealing Directive 77/799/EEC, OJ L 64 (2011), EU Law IBFD; or Council Directive 2010/24/EU of 16 March 

2010 concerning mutual assistance for the recovery of claims relating to taxes, duties and other measures, OJ L84 (2010), EU 

Law IBFD; for an analysis of the directives see, e.g. Helminen EU-vero oikeus 2018, supra n. 1436, at ch. 3; Helminen EU Tax 

Law 2017, supra n. 314, at ch. 3; M. Tenore, The Parent Subsidiary Directive, in Introduction to European Tax Law on Direct 

Taxation 5th ed. (M. Lang et al. eds., Linde 2018); M. Hofstätter & D. Hohenwarter-Mayr, The Merger Directive, in Introduction 

to European Tax Law on Direct Taxation 5th ed. (M. Lang et al. eds., Linde 2018); D. Hristov, The Interest and Royalties 

Directive, in Introduction to European Tax Law on Direct Taxation 5th ed. (M. Lang et al. eds., Linde 2018); S. Govind & S. 

Zolles, The Anti-Tax Avoidance Directive, in Introduction to European Tax Law on Direct Taxation 5th ed. (M. Lang et al. eds., 

Linde 2018); M. Schilcher, K. Spies & S. Zirngast, Mutual Assistance in Direct Tax Matters, in Introduction to European Tax 

Law on Direct Taxation 5th ed. (M. Lang et al. eds., Linde 2018). 
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EU Member States must not enact, or apply, domestic tax rules or tax treaty provisions that are in conflict 

with EU law.1437 Thus, if the analysis in the research part reveals that a rule violates primary or secondary 

EU law, it cannot be implemented in EU Member States. Further, secondary EU law has itself to comply 

with primary EU law.1438 If it does not then Member States cannot implement the rules either.  

4.5.3. Tax treaty law1439 

A state can, essentially, tax where it has jurisdiction to.1440 What its jurisdiction to tax is, is a subject of 

public international law.1441.In this regard it is generally accepted that there must be some connecting factors 

that link the taxpayer to a jurisdiction.1442 Essentially, they can be divided into “personal attachments”1443 

and “economic attachments”.1444 Most states combine these principles1445 and reserve the right to tax once 

such an attachment – sufficiently strongly – exists with respect to their jurisdiction.1446 That means that 

usually they tax both, the activities of their residents and the activities of non-residents in their 

jurisdictions.1447 The tax claims made by the source and residence state do not exclude each other. To the 

contrary, it is well possible that they overlap.1448 The result can be double taxation. As this would seriously 

threaten cross-border economic relations, states usually aim to mitigate that.1449 Frequently this happens 

through tax treaties.1450 They define the extent to which each state can tax as foreseen under its domestic 

law.1451  

                                                
1437 E.g. Helminen EU Tax Law 2017, supra n. 314, at sec. 1.3.2. 
1438 D. Ehlers, § 7 Allgemeine Lehren der Grundfreiheiten, in Europäische Grundfreiheiten und Grundrechte para. 9 (U. Becker 

& D. Ehlers eds., de Gruyter 2009); who also note that it is very rare for the ECJ to examine the compatibility of secondary EU 

law with primary EU law. See further, e.g. id.;or the references provided for in: M. Desens, Ist die neue Korrespondenzregel in 

der Mutter-Tochter-Richtlinie mit dem primären Unionsrecht vereinbar?, 23 IStR 22, p. 830 (2014), including to: DE: ECJ, 29 

Feb. 1984, Case C-37/83, Rewe-Zentral, para. 18, ECJ Case Law IBFD. 
1439 This sec. is based on earlier research conducted by the author in the course of his doctoral studies. See Scherleitner MLI, 

supra n. 1294, at sec. 1.1. 
1440 E.g. Rohatgi, supra n. 312, at p. 14.  
1441 E.g. Miller & Oats, supra n. 690, at para. 2.2; in more detail see, e.g. Kluge, supra n. 812, at pp. 40-44; R. Dolzer, Wirtschaft 

und Kultur, in Völkerrecht 5th ed. paras. 100-105 (M. Bothe & W. Vitzthum eds., de Gruyter 2010); R.S. Avi-Yonah, supra n. 

164, at pp. 483-501. 
1442 E.g. Rohatgi, supra n. 312, at pp. 14-15; Lehner Grundlagen, supra n. 812, at paras. 10-18; Schaumburg, supra n. 812, at ch. 

5, 14; Kluge, supra n. 812, at pp. 12-13; Schindel & Atchabahian, supra n. 749, at ch. 2; Kofler Einleitung, supra n. 799, at 

paras. 1-2; Jacobs, Endres & Spengel, supra n. 181, at pp. 6-7; Ault & Arnold Comparative Taxation, supra n. 812, at p. 429. 
1443 E.g. Rohatgi, supra n. 312, at. p. 15. 
1444 E.g. id. 
1445 E.g. Holmes Tax Policy, supra n. 765, at sec. 2.1; Schindel & Atchabahian, supra n. 749, at sec. 1.2.1. 
1446 Compare, e.g. id. 
1447 Compare id. In addition, some states tax based on citizenship. Others apply a territorial tax regime, which is, again, different. 

For a discussion compare, e.g. UN Manual 2003, supra n. 910, at p. 10. 
1448 In more detail on the issue see, e.g. K. Vogel & A. Rust, Introduction, in Klaus Vogel on Double Tax Conventions 4th ed. 

paras 2-6 (E. Reimer & A. Rust eds., Kluwer L. Intl. 2015); Lang Introduction, supra n. 1266, at sec. 1.2. 
1449 E.g. Lang Introduction, supra n. 1266, at sec. 1.3.1. 
1450 Alternatively, unilateral measures can be employed to reach this goal. See, e.g. id., at sec. 1.3.2. 
1451 E.g. Lang Introduction, supra n. 1266, at sec. 1.3.1. 
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Notably, the violation of tax treaty law through contradicting domestic law provisions does not always 

mean that an approach is not implementable. In some countries a treaty override will be legally possible.1452 

In others it will not.1453 This thesis will (have to) leave it with that. As such, it will only aim to inquire 

whether a violation of tax treaty law has happened. It is then up to the reader to judge on the country specific 

legal and political implications thereof. 

4.6. Summary of concerns related to tax arbitrage with hybrid financial instruments and methodical 

implications for further research 

The above concerns related to tax arbitrage with HFIs can be summarised as: 

From the perspective of inter taxpayer equity:1454 

(i) An increased perception of the tax system being unfair.  

(ii) A possible horizontally inequitable taxation of a local subsidiary of an MNE and a domestic 

standalone entity.  

(iii) Tax revenue costs which may have to be borne by the immobile tax base.  

From the perspective of inter nation equity:1455  

(i) A different interest of jurisdictions to legislate against tax arbitrage with HFIs. This makes 

combatting it more difficult in general.  

(ii) The willingness of rent-seeking states to provide for tax arbitrage opportunities in order to 

poach revenue from other countries. 

                                                
1452 The German Constitutional Court, for instance, has allowed a Treaty override in: DE: BVerfG [Constitutional Court], 15. 

Dec. 2015, 2 BvL 1/12, Tax Treaty Case Law IBFD; See also G. Kofler & A. Rust, Deutsches BVerfG zur 

Verfassungskonformität von „Treaty Overrides“, 26 SWI 3 (2016); A. Rust, Germany: Consequences of a Treaty Override, in 

Tax Treaty Case Law Around the Globe 2017 (M. Lang et al. eds., Linde 2017); J. Rengers, Sec. 8b, in Körperschaftsteuer 

(EStG) 132nd ed., paras. 140-141 (Blümich ed., Vahlen 2016). In the US the Supreme Court held in US: SC, 1988, Whitney v. 

Robertson, 124 U.S. 190, Tax Treaty Case Law IBFD, that: “By the Constitution of the United States, a treaty and a statute are 

placed on the same footing, and if the two are inconsistent, the one last in date will control, provided the stipulation of the treaty 

on the subject is self-executing.” For critics see, e.g. A.C. Infanti, Curtailing Tax Treaty Overrides: A Call to Action, 62 U. Pitt. 

L. Rev. (2001); For a more detailed overview of different country practices, including a wealth of further references, see Lehner 

Grundlagen, supra n. 812, at paras. 203-207; focusing Africa see L. Steenkamp & S. Hales, Do tax treaties override domestic law 

in Africa? Intl. Tax Rev. (1 July 2013); A. Marais, The Risk for Tax Treaty Override in Africa – A Comparative Legal Analysis, 

68 Bull. Intl. Taxn. 11 (2014), Journals IBFD; K. Nakayama, Tax Policy Designing and Drafting a Domestic Law to Implement a 

Tax Treaty (IMF 2011); see further: OECD, Tax Treaty Override, R(8)-3(5) (2 Oct. 1989). 
1453 As explained, with further references, by de Broe Prevention of Abuse, supra n. 96, at pp. 231-232 treaty overrides are 

impossible under Belgian law; According to Lehner Grundlagen, supra n. 812, at para. 205d, the same should be true for 

Portugal; In Austria treaty overrides seem, per se, to be possible. Yet, they are very rare. See in more detail: Kofler & Rust, supra 

n. 1452, at pp. 148-150; Compare also the discussion in: M. Mittendorfer, Treaty Override – Überschreibung eines DBA durch 

nationales Gesetz, in Praxisfälle Steuerrecht 3 (C. Heber & D. Hohenwarter-Mayr eds., Linde 2018).  
1454 See the discussion and references provided for in sec. 4.2.1. 
1455 See the discussion and references provided for in sec. 4.2.2. 
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(iii) The fact that legislative action against tax arbitrage with HFIs may lead to retaliation, which 

may cause double taxation.  

From the perspective of efficiency:1456  

(i) The (welfare reducing) tax planning efforts necessary to find and exploit tax arbitrage 

opportunities. 

(ii) The negative efficiency effects caused by compensatory taxation, if existent. 

(iii) The sacrifices in cash flow patterns, made with a view to reach the tax arbitrage result. 

Recall from sec. 1.3. that denying tax arbitrage HFIs is worth little when taxpayers can simply replicate the 

effects. For that reason, it seems necessary to differ between a broad perspective and a narrow perspective. 

When focusing the former, substitute payments with financial instruments are taken into account as well. 

The above indicates that this is especially the case with respect to the first two inter taxpayer equity 

concerns.  

In the narrow perspective, on the contrary, it is not necessary to consider substitute transactions. Most 

clearly this is the case with respect to the third inter nation equity concern. This problem is very unlikely to 

emerge with respect to substitute transactions made to no/low taxed recipients. Tax havens will not retaliate. 

Besides, the third inter taxpayer equity concern and the first inter nation equity concern relate to tax 

arbitrage with HFIs, even though not perfectly. Whilst the intentional tolerating of tax arbitrage with HFIs 

underlies these elaborations, the core issue is not limited to it. In fact, any tax planning activity (be it 

intentionally tolerated or not) can give rise to similar effects: direct revenue costs on the one hand, and 

benefits attached to the lower effective tax rate reached through the tax planning activity on the other hand. 

However, it is precisely the characteristics of tax arbitrage with HFIs, which make tolerating it attractive. 

The thesis will, thus, remain in the narrow perspective in these settings.1457  

A more mixed position is taken in by the second inter nation equity concern. The rent seeking state can be 

a classical tax haven, or a non-haven jurisdiction employing certain administrative practices. With respect 

to tax havens (only) substitute transactions have to be looked at. What regards arbitrage manufacturers, 

principally, only tax arbitrage transactions relying on a qualification conflict are relevant. Further, the 

efficiency concerns discussed above emerge when taxpayers engage in tax arbitrage transactions with HFIs 

                                                
1456 See the discussion and references provided for in sec. 4.3. 
1457 One can criticise this position by arguing that tolerating tax arbitrage with HFIs presupposes tolerating also substitute payments 

to no/low taxed recipients, i.e. earnings stripping with interest payments in general. Although appealing, this argument would not 

always be true. A country could specifically address payments into (blacklisted) countries, and leave unaddressed those not 

involving such jurisdictions. See, e.g. the discussion and reference to Serbia made in sec. 7.4.3.2. 
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that rely on a qualification conflict. However, when taxpayers switch to substitute transactions, new 

efficiency concerns emerge. The thesis will aim to adequately take this into consideration.  

5. The OECD Approach against tax arbitrage with hybrid financial instruments 

5.1. Introductory remarks – BEPS Action 2, its backups and other relevant Actions – The “OECD 

Approach” 

The OECD dedicates Action 2 of the OECD/G20 BEPS Action Plan to the issue of “Neutralising the Effects 

of Hybrid Mismatch Arrangements”.1458 The final report was published in 2015.1459 It is based on two 

discussion drafts1460 and an interim report.1461 In 2017 it has been extended by a further report covering 

branch mismatch arrangements.1462 It is not the first work of the OECD on this topic.1463 Yet, it is by far the 

most comprehensive one.1464 

BEPS Action 2 is not a minimum standard of the OECD/G20 BEPS Action plan.1465 Hence, even if a 

country joined the Inclusive Framework on BEPS,1466 it does not have to implement this Action.1467 Rather, 

it is a “general policy direction” participating states have agreed on.1468 As such, the OECD expects 

domestic rules to converge over time.1469  

                                                
1458 OECD Action 2, supra n. 13. 
1459 id. 
1460 OECD, Public Discussion Draft BEPS Action 2: Neutralise the Effects of Hybrid Mismatch Arrangements (Recommendations 

for Domestic Laws) (OECD 2014) [hereinafter OECD Action 2 Discussion Draft Domestic Law]; as well as: OECD, Public 

Discussion Draft BEPS Action 2: Neutralise the Effects of Hybrid Mismatch Arrangements (Treaty Issues) (OECD 2014).  
1461 OECD, Action 2 - Neutralising the Effects of Hybrid Mismatch Arrangements (OECD 2014), International Organizations’ 

Documentation IBFD [hereinafter OECD Action 2 Interim Report]. 
1462 OECD Branch Mismatch Arrangements, supra n. 23, which is based on: OECD, Public Discussion Draft BEPS Action 2 Branch 

Mismatch Structures (OECD 2016).  
1463 The OECD discussed hybrid mismatch arrangements in: OECD, Addressing Tax Risks Involving Bank Losses (OECD 2010); 

OECD, Corporate Loss Utilisation through Aggressive Tax Planning (OECD 2011); OECD Tax Policy and Compliance Issues, 

supra n. 2; see for that OECD Action 2, supra n. 13, at para. 1. 
1464 OECD Action 2, supra n. 13 amounts to 454 pages. 
1465 The minimum standard is included in OECD Action 5, supra n. 888; OECD Action 6, supra n. 1046; OECD, Action 13 Final 

Report 2015 – Transfer Pricing Documentation and Country-by-Country Reporting (OECD 2015), International Organizations’ 

Documentation IBFD [hereinafter OECD Action 13]; OECD, Action 14 Final Report 2015 – Making Dispute Resolution 

Mechanisms More Effective (OECD 2015), International Organizations’ Documentation IBFD. 
1466 See for information about the Inclusive Framework on BEPS: http://www.oecd.org/tax/beps/beps-about.htm (accessed 28. 

Jun 2018). To date 128 jurisdictions take part. See http://www.oecd.org/tax/beps/inclusive-framework-on-beps-composition.pdf 

(accessed 26. Feb. 2019). Members of the Inclusive Framework have committed to implement the minimum standards. Further, 

they will join on an equal footing in the technical work. Moreover, they will, through their senior officials, take part in the OECD 

Committee on Fiscal Affairs consensus decision making process. See OECD, Background Brief – Inclusive Framework on BEPS 

ch. 1-2 (OECD 2017) [hereinafter OECD Inclusive Framework]; Christians & Shay, supra n. 1293, at sec. 4.1.; see also OECD, 

Inclusive Framework on BEPS – Progress Report June 2016 – June 2017 (OECD 2017). 
1467 Compare: OECD Inclusive Framework, supra n. 1466, at ch. 1 and sec. 3.2. 
1468 Id., at sec. 1.3. 
1469 Id.; see also OECD, BEPS – Frequently Asked Questions, available at http://www.oecd.org/ctp/beps-

frequentlyaskedquestions.htm (accessed 27. Feb. 2017), para. 4; as well as, e.g. Christians & Shay, supra n. 1293, at sec. 3.0. 
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EU Member States do not have this option. They have to implement the ATAD (2016/1164),1470 which 

generally follows the OECD approach.1471 Art 9(2) of the ATAD (2016/1164) is primarily relevant for tax 

arbitrage with HFIs.1472 Notably, the directive only sets out minimum requirements.1473 Thus, Member 

States can choose to implement rules that protect the CIT base more strongly.1474 Also other measures taken 

on EU level are of relevance.1475 They include state aid law,1476 the code of conduct for business taxation,1477 

the Parent Subsidiary Directive (2011/96),1478 the Common Corporate Tax Base (CCTB)1479 as well as the 

Common Consolidated Corporate Tax Base (CCCTB).1480,1481 Furthermore, the EU free movement law may 

pose restrictions.1482  

As it will be discussed below, the targeted OECD action against tax arbitrage with HFIs is conceptually 

backed up by two rules. The first are interest limitation rules as included in BEPS Action 4.1483 The second 

are CFC regulations as strengthened through BEPS Action 3.1484,1485 Both types of regulations are found in 

the ATAD (2016/1164).1486 In a less direct form, also other Actions of the OECD/G20 BEPS Action Plan 

may exert some influence on tax arbitrage with HFIs. They include BEPS Action 5 dealing with harmful 

tax practices,1487 BEPS Action 6 combatting the abuse of tax treaties,1488 BEPS Action 8-10 elaborating, 

                                                
1470 Unless held otherwise, as amended by ATAD 2 (2017/952). In the following, the consolidated directive is referred to as: 

ATAD (2016/1164). 
1471 See already sec. 1.1. regarding the objective of the ATAD 2 (2017/952) to ensure consistency and, as a minimum, equal 

effectiveness as OECD Action 2, supra n. 13.; Compare also, e.g. L. Allram & B. Hörtenhuber, Die Hybrid Mismatch Rule (Art 9 

der Anti-Tax-Avoidance-Richtlinie), in Die Anti-Tax-Avoidance-Richtlinie sec. 2.3. (M. Lang et al. eds., Linde 2017), who hold 

that the ATAD (2016/1164), after ATAD 2 (2017/952), for the most part follows OECD Action 2, supra n. 13; Readers interested 

in a separate discussion of the relevant parts of OECD Action 2, supra n. 13 and the ATAD (2016/64) are referred to Mechtler, 

supra n. 145, at pp. 225-259, 301-313, 444-464; for a discussion of the hybrid mismatch rules contained in the ATAD 

(2016/1164), as amended through the ATAD 2 (2017/952), see G.K. Fibbe & A.J.A. Stevens, Hybrid Mismatches Under the 

ATAD I and II, 26 EC Tax Rev. 3 (2017); Some differences between the ATAD (2016/1164) and OECD Action 2, supra n. 13, 

will be discussed in sec. 5.4.5. 
1472 For the relevant definitions see Art 2(9) ATAD (2016/1164). 
1473 Art. 3 ATAD (2016/1164). 
1474 Id.  
1475 See in more detail and with further references: Douma, supra n. 1346, at ch. 2. 
1476 See in more detail and with further references: id., at sec. 2.2. 
1477 See in more detail and with further references: id., at sec. 2.3. 
1478 See in more detail and with further references: id., at sec. 2.4. 
1479 European Commission, COM(2016) 685 final - Proposal for a COUNCIL DIRECTIVE on a Common Corporate Tax Base 

(European Commission 2016). 
1480 European Commission, COM(2016) 683 final - Proposal for a COUNCIL DIRECTIVE on a Common Consolidated 

Corporate Tax Base (CCCTB) (European Commission 2016). 
1481 See in more detail: Douma, supra n. 1346, at sec. 2.6. 
1482 See in more detail and with further references: id., at sec. 2.7. 
1483 OECD, Limiting Base Erosion Involving Interest Deductions and Other Financial Payments, Action 4 – 2015 Final Report 

(OECD 2015) International Organizations´ Documentation IBFD [hereinafter OECD Action 4]. 
1484 OECD, Designing Effective Controlled Foreign Company Rules, Action 3 – 2015 Final Report (OECD 2015), International 

Organizations´ Documentation IBFD [hereinafter OECD Action 3].  
1485 See also OECD Action 2 Interim Report, supra n. 1461, at para. 11; as well as: OECD Action 2, supra n. 13, at paras. 36, 

317.  
1486 For interest limitation rules see: Art. 4 ATAD (2016/1164). For the relevant definitions see Art. 2(1)-(5) ATAD (2016/1164); 

for CFC rules see Arts. 7-8 ATAD (2016/1164). 
1487 OECD Action 5, supra n. 888.  
1488 OECD Action 6, supra n. 1046. 
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inter alia, on the profit entitlement of capital-rich group companies performing few functions,1489 BEPS 

Action 12 working on mandatory disclosure rules,1490 and BEPS Action 13 dealing with country by country 

reporting.1491 

None of these Action points is directly reflected in the ATAD (2016/1164).1492 Still, and to a fair extent 

broadly speaking, EU Member States will implement them as well:1493 BEPS Action 5 contains a minimum 

standard.1494 Most EU countries have committed to implement it – either as an OECD/G20 member, or as 

a member of the Inclusive Framework.1495 The same is true for BEPS Action 13, which also includes a 

minimum standard. Likewise, minimum standards are found in BEPS Action 6.1496 They will enter (parts) 

                                                
1489 As embedded in: OECD, Action 8-10 Final Reports 2015 – Aligning Transfer Pricing Outcomes with Value Creation (OECD 

2015), International Organizations´ Documentation IBFD [hereinafter OECD Transfer Pricing Actions]; see also the relevant 

discussion and references provided for in sec. 8.2.2. and 8.3.2. and note the remarks in sec. 1.5 as to why this issue is elaborated 

on separately. 
1490 OECD, Action 12 Final Report 2015 – Mandatory Disclosure Rules (OECD 2015), International Organizations´ 

Documentation IBFD [hereinafter OECD Action 12]. 
1491 OECD Action 13, supra n. 1465. 
1492 For the sake of accuracy: OECD Action 6, supra n. 1046, at paras. 65-67 deals with departure and exit taxes from a tax 

treaties perspective. The key statement is that to the extent that the liability to an exit tax arises when the person is still a resident 

of the relevant state, and to the extent that no income accruing after the cessation of residence is subject to this tax, tax treaties do 

not prevent levying exit taxes. See, id., at para. 66 for a more detailed discussion. Art. 5 ATAD (2016/1164) requires Member 

State to implement exit taxation; OECD Action 6, supra n. 1046, at paras. 53-64 deals with the interaction of domestic anti-abuse 

provisions and tax treaties. The OECD acknowledges that, pursuant to the “pacta sunt servanda” principle incorporated into Art. 

26 of the Vienna Convention on the Law of Treaties (1969), the tax treaty rule should prevail in case of conflicts. However, 

according to the OECD, such conflicts are often avoided and each case has to be analysed based on its own circumstances. See 

OECD Action 6, supra n. 1046, at para. 59, subparas. 23-24 of the proposed OECD Model: Commentary on Article 1. Thereupon 

the OECD elaborates in more detail on when such consistency exists with respect to GAARs, SAARs, judicial doctrines and CFC 

provisions. See id., at para. 59, subparas. 21-26.8 of the proposed OECD Model: Commentary on Article 1. See for a more 

detailed elaboration, e.g. L. De Broe & J. Luts, BEPS Action 6: Tax Treaty Abuse, 43 Intertax 2, paras. 35-53 (2015); This author 

dealt with this topic in the course of his doctoral studies in M. Scherleitner, Thoughts on the Potential Effects of the OECD/G20 

BEPS Action Plan on Collective Investment Vehicles – Part II, 71 Bull. Intl. Taxn. 2, sec. 6.4 ch. 10 (2017), Journals IBFD 

[hereinafter Scherleitner CIV Part II] 
1493 Notably, BEPS Actions that include minimum standards can also include other recommendations or proposals that are not 

part of the minimum standards. Compare, e.g. the overview provided for in Christians & Shay, supra n. 1293, at sec. 3.0. Thus, 

when noting that a state implemented BEPS Action 6 this means that it (at least) implemented the minimum standard contained in 

it (see supra n. 1496). It could, however, also be that states go further and opt for the implementation of other rules, which are not 

minimum standards. If the relevant treaty partner shares this willingness, the rules will come into effect.  
1494 Which is divided into two parts. The first concerns preferential tax regimes. The second relates to the spontaneous exchange 

of relevant information on taxpayer-specific rulings that could give rise to BEPS concerns in the absence of such information. 

See OECD Action 5, supra n. 888, as well as in relation to the BEPS Action 5 peer review and monitoring: 

http://www.oecd.org/tax/beps/beps-action-5-peer-review-and-monitoring.htm (accessed 20. Jul. 2018). 
1495 For the countries joining the Inclusive Framework see supra n. 1466. Cyprus, an EU Member State, is not among them. Still, 

Cyprus has implemented country by country reporting. See C. Markides, Decree Issued on Country-by-Country Reporting, 24 

Intl. Transfer Pricing J. 5 (2017), Journals IBFD; Further it has amended its IP regime with a view to comply with the demands 

expressed in the BEPS project. See A. Taliotis, Cyprus – Corporate Taxation sec. 1.9., Country Analysis IBFD (accessed 6 Feb. 

2019).  
1496 Which according to OECD Action 6, supra n. 1046, at paras. 22 and 25, subpara. 1 of the proposed OECD Model: 

Commentary on Article X includes the amendment of the title and the preamble of tax treaties plus implementing into them either 

the Limitation on Benefits (LoB) clause and the PPT, the PPT alone or the detailed version of the LoB clause and a rule that is 

intended to counter certain conduit arrangements that are not covered by the LoB clause. In: id., at paras. 25 and 26 the LoB 

clause is proposed as Art. X (1)-(6) and the PPT proposed as X (7). They are now found in Art. 29 OECD Model (2017). See also 

the discussion in sec. 5.3.3. The author dealt with this topic in earlier contributions, such as: Scherleitner MLI, supra n. 1294, 

secs. 1.3-1.4; Scherleitner CIV Part II, supra n. 1492; M. Scherleitner, Treaty Abuse in the Light of BEPS - with Particular 

Reference to BEPS Action 6 and its Implications for Austrian Treaty Practice ch. 5, Master thesis (WU 2015) [hereinafter 

Scherleitner Treaty Abuse]. Nothing in this thesis regarding the PPT is substantially new. Also the relevant references were 

mostly already provided for elsewhere. 
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of the tax treaty network of EU Member States, as a result of them signing the “Multilateral Convention to 

Implement Tax Treaty Related Measures to Prevent Base Erosion and Profit Shifting” (“MLI”).1497 All EU 

Member States have implemented the arm´s length principle, or equivalent, and follow the OECD transfer 

pricing standard.1498 Hence, changes to the OECD Transfer Pricing Guidelines, as effected through BEPS 

Action 8-10, should be directly relevant for them. Deviations therefrom are, nonetheless, possible.1499 

Besides, the EU implements mandatory disclosure rules by means of the DAC 6 (2018/822).1500 Thus, the 

below considerations made under reference to the Actions of the OECD/G20 BEPS Action Plan are, 

generally speaking, directly relevant for EU countries. 

This yields the following insights for this thesis: First, the research on the OECD approach is broadly 

applicable to EU Members States. Whilst, there are – or might be – deviations between the works of these 

organisations, there is no pressing need to analyse the OECD and EU work separately. Where sufficiently 

important differences will be highlighted. As a result, the below analysis is primarily based on the 

OECD/G20 BEPS Action Plan.  

Second, whilst BEPS Action 2 explicitly addresses tax arbitrage with HFIs, it does not seem sensible – and 

neither intended – to see it in isolation. Rather, it appears more adequate to connect the analysis of BEPS 

Action 2 with other parts of the OECD/G20 BEPS Action Plan. Thus, for the purposes of this chapter, the 

above mentioned BEPS Actions should be understood as one approach – i.e. the “OECD approach against 

tax arbitrage with HFIs”.1501 As the most targeted work, BEPS Action 2 remains in the analytical centre of 

it. The two backup Actions 3 and 4 will have to be comprehended to an adequate extent. They are, however, 

not subject to research themselves. Even less detail is needed when focusing on Actions 5, 6, 8-10, 12 and 

13. It should be enough to be aware of their mere existence. 

The research on this OECD approach first aims to work out its rationale. Thereby, it should be inquired 

what the OECD intends to reach by means of the relevant parts of the OECD/G20 BEPS Action Plan. This 

happens in sec. 5.2. This is followed by sec. 5.3, which will work out the scope of the relevant rules. It is 

worth stressing that both of these sections are widely descriptive. Due to starkly boiling down what is found 

                                                
1497 The minimum standards of OECD Action 6, supra n. 1046, are included in Arts. 6-7 of the MLI (noting, albeit, that the 

detailed LoB clause is not directly included in the MLI – see in this regard Art. 7(15)(a) MLI). All EU Member States have 

signed the MLI. See http://www.oecd.org/tax/treaties/beps-mli-signatories-and-parties.pdf (accessed 5. Feb. 2019).  
1498 H. Förster & M. Guillou, EU Report, in The future of transfer pricing International Fiscal Association (IFA), Cahiers de droit 

fiscal international vol. 102b, ch. 1 (Sdu Fiscale & Financiele Uitgevers 2017), Online Books IBFD.  
1499 See, for instance, the discussion and references with respect to Finland in sec. 8.4.1.4. 
1500 Council Directive (EU) 2018/822 of 25 May 2018 amending Directive 2011/16/EU as regards mandatory automatic exchange 

of information in the field of taxation in relation to reportable cross-border arrangements, OJ L 139 (2018), EU Law IBFD 

[hereinafter DAC 6 (2018/822)]. 
1501 Since EU Member States, as mentioned, broadly implement the OECD approach, it seems sensible to primarily base the 

analysis on the OECD materials, despite them not being hard law. 
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in a huge volume of materials it is, further, rather underinclusive what concerns details.1502 Readers familiar 

with the topic can skip this section.1503 The substantive investigation of the effects of the OECD approach 

happens in sec. 5.4. This is followed by a legal dogmatic analysis, focusing EU law (5.5.1.) and tax treaty 

law (5.5.2).  

5.2. Rationale  

5.2.1. Rationale of the OECD/G20 BEPS Action Plan 

All parts of the OECD approach as defined in sec. 5.1. were brought forward in the course of the OECD/G20 

BEPS Action Plan.1504 This project started in February 2013 with the release of the report “Addressing Base 

Erosion and Profit Shifting”.1505 In July 2013 followed the 15 point “Action Plan on Base Erosion and Profit 

Shifting”.1506 In September 2013 it was endorsed by the G20 at their St. Petersburg summit.1507 Therewith 

the process of making the “most fundamental change to the international tax rules since 1920”1508 got 

underway.1509 By October 2015 the final reports on all 15 Actions were delivered.1510  

As already mentioned in sec. 3.2.1.2.2, it seems that the OECD/G20 BEPS Action Plan should achieve two 

main goals: restore the confidence in the tax system and make sure that profits are taxed where economic 

activities take place and value is created.1511 Thereby the action items seem to be clustered around four sub-

goals. These can be discovered in the chapter headings used in the above mentioned 2013 outline of the 

BEPS Action Plan.1512 In it, BEPS Action 2, 3, 4 and 5 were proposed under the title: “Establishing 

international coherence of corporate income taxation”.1513 BEPS Action 6, 7, 8, 9, 10 came under: 

“Restoring the full effects and benefits of international standards”.1514 What concerns BEPS Action 11, 12, 

                                                
1502 To give a taste: The relevant parts of BEPS Action 2, which are the wording of the rules, their explanations, as well as the 

examples used to demonstrate how they work amount to approx. 229 pages. The goal of the next sections is to provide the reader 

with a concise overview. Thereby, some aspects will be picked out for a slightly deeper description. This happens with respect to 

features the author regards especially relevant for the research conducted in sec. 5.4. Even fewer details are considered within the 

descriptions of the other parts of the OECD approach.  
1503 Alternatively, he/she may have a look at the concluding remarks in sec. 5.3.4., which try to briefly summarise the 

descriptions. 
1504 OECD BEPS Action Plan, supra n. 16. 
1505 OECD Addressing BEPS, supra n. 16; compare for the overview: Christians & Shay, supra n. 1293, at sec. 2.1. 
1506 OECD BEPS Action Plan, supra n. 16. 
1507 G20 St. Petersburg, supra n. 15, at para. 50. 
1508 A. Gurria, Closing the tax gap – speech delivered in Moscow on 20. July 2013, available at: 

http://www.oecd.org/about/secretary-general/closing-the-tax-gap.htm (accessed on 10 Jul 2017). 
1509 Compare for that and see in more detail, e.g. C. Schelling, J. Salom & N. Burkhalter, Overview of the Base Erosion and 

Profit Shifting Project, in Base Erosion Profit Shifting (BEPS) sec. 1 (R. Danon ed., Schulthess 2016); Christians & Shay, supra 

n. 1293, at sec. 2.1.  
1510 Including related material they can be found under: https://www.oecd.org/ctp/beps-actions.htm (accessed on 18 September). 

Some rather minor refinements were, albeit, made also after October 2015.  
1511 See already sec. 3.2.2.2. and the literature quoted there.  
1512 OECD BEPS Action Plan, supra n. 16. 
1513 Id., at p. 15. 
1514 Id., at p. 18. 
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13 the heading was: “Ensuring transparency while promoting increased certainty and predictability“.1515 

For BEPS Action 15 the title was: “From agreed policies to tax rules: the need for a swift implementation 

of the measures”.1516,1517 In pursing these broader aims of the OECD/G20 BEPS Action Plan, each of the 

Actions expresses its own goals.  

5.2.2. Rationale of the core Action – BEPS Action 2 

BEPS Action 2 aims at neutralising the effects of hybrid mismatch arrangements.1518 This includes HFIs 

that result in a so called D/NI outcome.1519 The latter is understood as a payment that gives rise to a 

deduction in the payer state, without being included into the ordinary income of the payee.1520 BEPS Action 

2 also covers HFIs that cause indirect D/NI outcomes.1521 This concerns situations where the payer is 

allowed a deduction, which is offset by the payee against a deduction under a hybrid mismatch 

arrangement.1522 The OECD rules focuses on hybrid mismatches that rely on a hybrid element.1523 Thereby 

the report does not aim to target these technical differences.1524 Rather, “the focus of this report is on 

aligning the treatment of cross-border payments under a financial instrument so that amounts that are 

treated as a financing expense by the issuer’s jurisdiction are treated as ordinary income in the holder’s 

jurisdiction”.1525 The OECD aims to reach this goal through the implementation of linking rules. These 

rules link the tax treatment of a HFI in one jurisdiction to its tax treatment in another jurisdiction.1526  

In chapter 9 of BEPS Action 2 the OECD sets out nine “design principles” that the proposed rules have 

been created to maximize.1527 They are: “(a) neutralise the mismatch rather than reverse the tax benefit 

that arises under the laws of the jurisdiction; (b) be comprehensive; (c) apply automatically; (d) avoid 

double taxation through rule co-ordination; (e) minimise the disruption to existing domestic law; (f) be 

clear and transparent in their operation; (g) provide sufficient flexibility for the rule to be incorporated 

into the laws of each jurisdiction; (h) be workable for taxpayers and keep compliance costs to a minimum; 

                                                
1515 Id., at p. 21. 
1516 Id., at p. 23.  
1517 Interestingly, OECD, Action 1 Final Report 2015 – Addressing the Tax Challenges of the Digital Economy (OECD 2015), 

International Organizations´ Documentation IBFD, does not come under a heading. Besides, one might discover three pillars in 

OECD BEPS Action Plan, supra n. 16, at pp. 13-14. These are: (i) “ensure the coherence of corporate income taxation at the 

international level”, (ii) “a realignment of taxation and relevant substance [in order to] to restore the intended effects and 

benefits of international standard and (iii)” […] further transparency […] and predictability for business”. This understanding 

is, at least, suggested by OECD Action 5, supra n. 888, at paras. 24 and 89. 
1518 Which is the title of OECD Action 2, supra n. 13. 
1519 OECD Action 2, supra n. 13, at paras. 6-7 
1520 Id., at para. 6. 
1521 Id., at paras. 6, 9. 
1522 Id., at para. 6. 
1523 Id., at para. 13.  
1524 Id., at para. 14. 
1525 Id.  
1526 Id., at para. 2. 
1527 Id., at paras. 272-317. 
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and (i) minimise the administrative burden on tax authorities.”1528 Countries are called upon to implement 

and apply the hybrid rules in a way that preserves the underlying policy objectives of BEPS Action 2.1529 

Within chapter 9 the OECD specifies these principles.1530 A variety of insights can be won out of these 

elaborations:1531 For instance, the OECD states that the rules do not aim to establish in which jurisdiction 

the benefit arose.1532 Thus, the jurisdiction that applies the hybrid rule does not have to demonstrate that it 

has actually lost tax revenue under the tax arbitrage arrangement.1533 The automatic application of the rules 

without regard to whose tax base was eroded should ensure consistency.1534 Further it should avoid two 

practically and conceptually difficult exercises: Distinguishing between acceptable and unacceptable 

mismatches, as well as allocating the taxation right based on the extent to which a country´s tax base has 

been eroded through the hybrid mismatch arrangement.1535 

In addition, the OECD states that the rules are designed to avoid leaving gaps.1536 Taxpayers should, thus, 

not be able to structure around them.1537 Further, the rules should work on a stand-alone basis.1538 There is, 

hence, no need to rely on the hybrid-rules of the counterparty jurisdiction.1539 In order to avoid double 

taxation that can result from the overlap of hybrid rules in different jurisdictions, their application follows 

a pre-defined hierarchy.1540 Latter is “simply” meant to address over-taxation.1541 Similarly, the OECD 

states that the hybrid rules should apply consistently with other rules of the domestic tax system. Their 

interaction should not result in double taxation of the same economic income.1542 Likewise, BEPS Action 

2 is ought to take “appropriate” account of CFC inclusions.1543  

In order to allow their consistent and easy application in different jurisdictions, the rules should be 

transparent and clear.1544 The absence of discretion in the application of the rules should avoid the tax 

                                                
1528 As provided for in: id., at ch. 9.  
1529 Id., at para. 273. 
1530 See id., at paras. 272- 303 regarding design principles; and id., at paras. 304-317 regarding implementation and coordination 

issues.  
1531 The below will describe some – in the author´s view relevant – specifications of the above mentioned design principles. For a 

comprehensive discussion see id., at paras. 272- 303; Notably, the intended influence of the rules on tax structuring is more an 

additional goal, rather than a specification. Thus, it will be dealt as such – despite it not being outlined as a separate tax design 

principle. See in more detail below. 
1532 Id., at para. 278. 
1533 Id. 
1534 Id.  
1535 Id. Which has already been implicated by the missing need to establish that tax revenue is lost. 
1536 Id., at para. 279. 
1537 Id. 
1538 Id. 
1539 Id. 
1540 Id., at para. 280.  
1541 Id.  
1542 Id., at para. 282 under lit b), as well as under: id., at paras. 289-292. 
1543 Id., at para. 282 under lit c), as well as under: id., at paras. 293-294. 
1544 Id., at para. 297. 
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authorities to be required to coordinate their responses.1545 The minimization of the need to make qualified 

judgements, as well as the multilateral and coordinated nature of the rules should keep compliance costs 

low.1546  

The explanations of the OECD seem to reveal an additional goal, which is not explicitly defined as such.1547 

In fact, the OECD holds that the rules are not intended to neutralise the hybrid mismatch arrangements by 

capturing additional revenue.1548 “[R]ather the rules are intended to drive taxpayers towards less 

complicated and more transparent tax structuring that is easier for jurisdictions to address with more 

orthodox tax policy tools.”1549 The envisaged outcome of BEPS Action 2 is increased coherence of the 

international tax system and the removal of the incentive for the taxpayer to exploit gaps.1550 This should 

lead to a reduction in tax administration cost, which results from the (expected) disappearance of these 

arrangements after the implementation of BEPS Action 2.1551 To qualify this: BEPS Action 2 seems to be 

meant to have more of a deterrent – rather than a revenue raising character.1552  

This impression is reinforced by the explanation of the Hybrid Financial Instruments Rule, which is one of 

the two Recommendations of BEPS Action 2 that address tax arbitrage with HFIs. It starts by saying that 

the policy behind this rule is to “prevent” taxpayers from entering into structured arrangements or 

arrangements with a related party that exploit the differences in the tax treatment of a financial instrument 

to achieve a D/NI outcome.1553 The neutralisation of the mismatch should, however, happen without 

disturbing any of the other tax, commercial or regulatory consequences.1554 Thus, only the tax benefit is 

targeted. The rationale apparently goes that taxpayers seeking the tax benefit will adapt their behaviour in 

its absence.1555 

Recommendation 2 is a ´specific recommendation´. As such it seeks to better align certain features of 

domestic tax law with its intended policy outcomes.1556 It is divided into two parts. The first targets at 

denying a dividend exemption that is provided for the relief against economic double taxation if the payment 

is deductible for the payer.1557 The second part aims at preventing a duplication of tax credits under so called 

                                                
1545 Id., at para. 281, which the OECD regards to be merit compared to rules that apply based on administrative discretion. 
1546 Compare: id., at paras 300-302.  
1547 This rests on the author´s inability to regard the below as a specification of one of the above mentioned design principles. 
1548 Id.  
1549 Id., at para. 278. 
1550 Id., at para. 303. 
1551 Compare id., at para. 302-303.  
1552 Similarly: de Boer & Marres, supra n. 124, at sec. 2.6. Also CFC rules are, for instance, meant to have such an effect. See for 

that OECD Action 3, supra n. 1484, at para. 7. 
1553 OECD Action 2, supra n. 13, at para. 18. 
1554 Which is the understanding of a ´hybrid mismatch rule´ as explained in id., at para. 4. 
1555 Which would be comparable to the logic of CFC-rules. Compare for the latter OECD Action 3, supra n. 1484, at para. 7; see 

also the references provided for below in supra n. 1797. 
1556 See id., at para. 4. See id., at para. 5 for on overview of the specific recommendations contained in Action 2. 
1557 See id., at paras. 106-111. 
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hybrid transfers.1558 Unlike the Hybrid Financial Instruments Rule, the scope of Specific Recommendation 

2 is not limited.1559 Hence, it applies beyond structured arrangements and arrangements between related 

parties. Therefore, Specific Recommendation 2 seems to have two functions. First, it should – like the 

Hybrid Financial Instruments Rule – deter by taking away the tax benefit. Second, it aims to ensure a 

systematically correct outcome, even if the tax benefit only arose by accident.  

Recommendation 8 is the Imported Mismatch Rule. Its policy is to prevent taxpayers from entering into 

arrangements – structured or with group members – that shift the effect of a foreign hybrid mismatch 

arrangement into the domestic jurisdiction by means of a non-hybrid instrument.1560 The objective of the 

Imported Mismatch Rule is to ensure the integrity of the other hybrid rules.1561 This happens by “removing 

any incentive” for MNEs to enter into hybrid mismatch arrangements.1562 

5.2.3. Rationale of the backup Actions – BEPS Action 3 and BEPS Action 4 

5.2.3.1. Rationale of BEPS Actions 3  

BEPS Action 3 is named “Designing Effective Controlled Foreign Company Rules”.1563 It addresses 

countries that decide to implement Controlled Foreign Company (CFC) legislations, as well as countries 

that already have such in place.1564 

CFC rules deny a deferral of taxation on income accrued to a CFC that would escape taxation in the 

residence state.1565 Typically CFC rules apply on income that is not genuine business income and income 

derived by the CFC that is subject to no/low taxation in the foreign jurisdiction.1566 In practice the design 

of CFC rules can vary.1567 

The recommendations made in BEPS Action 3 are set out in six building blocks.1568 Adhering to them in 

the course of implementing new CFC rules, or modifying existing ones, should ensure rules that “effectively 

prevent taxpayers from shifting income into foreign subsidiaries”.1569 Thereby, international law 

                                                
1558 See id., at paras. 112-113. 
1559 Id., at para. 114. 
1560 Id., at para. 234. 
1561 Id.  
1562 Id. 
1563 OECD Action 3, supra n. 1484.  
1564 Id., at para. 2. 
1565 E.g. A.P. Dourado, The Role of CFC Rules in the BEPS Initiative and in the EU, Brit. Tax Rev. 3, p. 343 (2015) [hereinafter 

Dourado CFC]; in more detail: Dahlberg & Wiman, supra n. 1373, ch. 2. 
1566 E.g. id. 
1567 E.g. id.  
1568 Subject to further discussion in sec. 5.3.2.2., they are: “1. Rules for defining a CFC (including definition of control) 2. CFC 

exemptions and threshold requirements 3. Definition of CFC income 4. Rules for computing income 5. Rules for attributing 

income 6. Rules to prevent or eliminate double taxation.” See: OECD Action 3, supra n. 1484, at para. 2. 
1569 Id., at p. 9. 
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obligations are paid attention to.1570 Further, countries should be able to take into account the policy 

objectives of their domestic tax system.1571  

5.2.3.2. Rationale of BEPS Action 4 

BEPS Action 4 is named “Limiting Base Erosion Involving Interest Deductions and Other Financial 

Payments.”1572 It aims to address three basic risks.1573 The first concerns group companies placing higher 

levels of third party debt in high tax countries.1574 The second concerns group companies using intragroup 

loans to generate interest deductions in excess of the actual third party interest expense of the group.1575 

The third concerns groups that fund the generation of tax-exempt earnings through third party or intragroup 

financing.1576  

The approach proposed by the OECD is meant to provide for an effective solution that is robust against its 

circumvention.1577 It should be straightforward to apply for taxpayers and tax authorities.1578 Further, it 

should be compliant with EU law requirements.1579 Ultimately, groups should be encouraged to adopt 

funding structures whereby: “(i) the net interest expense of an entity is linked to the overall net interest 

expense of the group; and (ii) the distribution of a group’s net interest expense should be linked to income-

producing activities.”1580 

At the same time, BEPS Action 4 is not intended to prevent businesses from raising debt finance that is 

necessary to fund their business and commercial investments.1581 Neither is BEPS Action 4 intended to 

restrict the ability of a group to raise third party debt centrally in a country and by an entity that can do so 

most efficiently taking into account non-tax factors,1582 after which the borrowed funds are on-lend within 

a group to where it is used to finance the group´s economic activities.1583  

                                                
1570 Id., at para. 3. In the course of discussing CFC rules from an EU law perspective, the OECD underlines that BEPS Action 3 

aims to set out recommendations for effective CFC rules that can be implemented “in all jurisdictions”. See id., at para. 21. 
1571 Id., at para. 3. The OECD differs, on the one hand, between general policy considerations shared by all CFC rules, which are: 

“(i) their role as a deterrent measure; (ii) how they complement transfer pricing rules; (iii) the need to balance effectiveness with 

reducing administrative and compliance burdens; and (iv) the need to balance effectiveness with preventing or eliminating 

double taxation.” See id., at para. 6. On the other hand, CFC rules may be designed to achieve a variety of other policy 

objectives. See id., at paras. 12-22. The OECD recognises that the design of CFC rules may prioritise policy objectives 

differently. See id., at para. 12. 
1572 OECD Action 4, supra n. 1483.  
1573 As concisely outlined in id., at p. 11.  
1574 Id. 
1575 Id.  
1576 Id. See also id., at para. 9 adding deferred income. 
1577 Id., at para. 22.  
1578 Id. 
1579 Id., at para. 21. See also Annex A provided for in id., at paras. 209-215.  
1580 Id., at para. 7. 
1581 Id., at para. 16 
1582 Id., at p. 12, naming as examples of non-tax factors the credit rating, currency and access to capital markets. Also id., at 

paras. 62, 106. 
1583 Id.  
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The fact that countries rely on a consistent approach in addressing the concerns surrounding the use of 

interest should remove distortions and reduce the risk of unintended double non-taxation.1584 Furthermore, 

through taking away opportunities for BEPS it should increase fairness and equality between groups.1585 

BEPS Action 4 does not prevent countries from imposing stricter rules.1586 On the other hand, it aims to 

avoid that countries adopting it provide for more generous interest deduction possibilities for tax 

competition reasons.1587 The discussions of the single elements of the best practice approach include 

elaborations on what the elements specifically aim at.1588 They will be mentioned in the course of discussing 

the elements in sec. 5.3.2.3.1589 

5.2.4. Rationale of the other potentially relevant Actions – BEPS Action 5, 6, 8-10, 12 and 13: A short 

summary 

BEPS Action 5 is titled “Countering Harmful Tax Practices More Effectively, Taking into Account 

Transparency and Substance“.1590 It identifies two primary concerns. The first is about preferential tax 

regimes which are at risk to be used for artificial profit shifting.1591 The second is about a lack of 

transparency in connection with certain tax rulings.1592 Against this background, BEPS Action 5 aims to 

ensure a substantial activity for preferential tax regimes,1593 as well as an improvement in 

transparency.1594,1595  

                                                
1584 Id., at para. 7. 
1585 Id. 
1586 Id., at para. 31. Either for the purpose of combatting BEPS or to achieve other policy goals (such as the reduction of the debt 

bias).  
1587 Id., at para. 109 stating “A country should not apply a higher ratio due to a policy of attracting international investment into 

a country through lenient interest limitation rules.” As will be explained in sec. 5.3.2.3. the ratio dealt with here is the net interest 

expense/EBITDA ratio up to which an entity can deduct interest. Countries have to set this ratio themselves, but have to stay 

within a corridor of 10% to 30%.  
1588 See, e.g. id., at para. 34 where the inclusion of payments economically equivalent to interest is justified by referring to the 

effectiveness of the rule, fairness considerations and the otherwise existing ease to avoid the rule. See, e.g also id., at paras. 85-

87, 115-117, 168-170.  
1589 Which happens for the sake of readability. The more consequent approach would be to discuss them here. 
1590 OECD Action 5, supra n. 888. 
1591 Id., at p. 9 and para. 4. 
1592 Id., at pp. 9-10. 
1593 Id., at p. 9 and para. 24, 27. The idea is that the taxpayer should, in fact, undertake the core income-generating activities, 

which are required to produce the type of income covered by the preferential regime. This is meant to contribute “to the second 

pillar of the BEPS Project, which is to align taxation with substance by ensuring that taxable profits can no longer be artificially 

shifted away from the countries where value is created“. See here already supra n. 1517.  
1594 OECD Action 5, supra n. 888, at para. 89. This is meant to contribute “to the third pillar of the BEPS Project which has the 

objective of ensuring transparency while promoting increased certainty and predictability.“ 
1595 Ultimately, the OECD´s work aims at a reduction in the distortionary influence of taxation on the location of mobile financial 

and service activities. Thereby it intends to encourage an environment in which free and fair tax competition can take place. It is 

not meant to harmonise tax law, neither to “dictate” what the appropriate level of tax rates should be. See for that id., at para. 3.  
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The BEPS Actions dealing with transfer pricing, i.e. BEPS Action 8,1596 BEPS Action 91597 and BEPS 

Action 10,1598 are summarised into a single report called: “Aligning Transfer Pricing Outcomes with Value 

Creation”. It, generally speaking, aims at ensuring that the transfer pricing rules lead to operational profits 

being allocated to the economic activities which generate them.1599 

BEPS Action 6 is titled: “Preventing the Granting of Treaty Benefits in Inappropriate Circumstances.”1600 

It intends to avoid that tax treaty benefits are granted in situations in which they are not meant to be 

granted.1601 Thereby it seeks to combat treaty shopping practices,1602 as well as other forms of tax treaty 

abuse.1603 Furthermore, it should ensure that tax treaties do not inadvertently prevent the application of 

domestic anti-abuse rules that may be invoked to deny tax treaty benefits.1604 BEPS Action 6 also intends 

to clarify that tax treaties are not intended to be used to generate double non-taxation.1605 In addition, BEPS 

Action 6 provides for policy considerations that countries should take into account before entering into a 

tax treaty.1606  

BEPS Action 12 aims to increase transparency by providing the tax administration with information 

regarding potentially aggressive or abusive tax planning schemes.1607 Further the users and promoters of 

such regimes should be identified.1608 In addition, BEPS Action 12 should deter taxpayers from entering 

into such a scheme.1609 

                                                
1596 According to OECD Transfer Pricing Actions, supra n. 1489, at p. 9, the work under BEPS Action 8: “looked at transfer 

pricing issues relating to transactions involving intangibles, since misallocation of the profits generated by valuable intangibles 

has contributed to base erosion and profit shifting.” 
1597 According to id. the work under BEPS Action 9: “considered the contractual allocation of risks, and the resulting allocation 

of profits to those risks, which may not correspond with the activities actually carried out. Work under Action 9 also addressed 

the level of returns to funding provided by a capital-rich MNE group member, where those returns do not correspond to the level 

of activity undertaken by the funding company.” 
1598 According to id. the work under BEPS Action 10: “focused on other high-risk areas, including the scope for addressing 

profit allocations resulting from transactions which are not commercially rational for the individual enterprises concerned (re-

characterisation), the scope for targeting the use of transfer pricing methods in a way which results in diverting profits from the 

most economically important activities of the MNE group, and neutralising the use of certain types of payments between 

members of the MNE group (such as management fees and head office expenses) to erode the tax base in the absence of 

alignment with value creation.” 
1599 Id., at p. 10. 
1600 OECD Action 6, supra n. 1046. 
1601 Id., at p. 9.  
1602 Id., at paras. 15-26; see in more detail the discussion and references provided for in sec. 7.2.2 
1603 OECD Action 6, supra n. 1046, at paras. 27-52; see in more detail the discussion and references provided for in sec. 7.2.2. 
1604 OECD Action 6, supra n. 1046, at paras. 53-67. 
1605 Id., at paras. 68-74. 
1606 Id., at paras. 75-81. 
1607 OECD Action 12, supra n. 1490, at p. 9. 
1608 Id.  
1609 If a scheme has to be disclosed, taxpayers may be reluctant to enter it. See id., and also id., at paras. 12-16; for design 

principles see id., at paras. 18-23. 
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BEPS Action 13 aims to provide tax authorities with useful information to assess transfer pricing risks.1610 

Therewith they should be able to determine where to deploy audit resources most effectively.1611 Further, 

it should provide information to commence and target audit enquiries.1612 Ultimately, tax authorities should 

be brought into a better position to identify whether companies have artificially shifted substantial amounts 

of income into no/low taxed environments.1613 

5.3. Scope  

5.3.1. Scope of the core Action – BEPS Action 2  

5.3.1.1. The Hybrid Financial Instruments Rule – Recommendation 1 

Recommendation 1 of BEPS Action 2 is the Hybrid Financial Instruments Rule. It focuses on three types 

of financing arrangements: (i) financial instruments,1614 (ii) hybrid transfers1615 and (iii) substitute 

payments.1616 If a payment made under the first two categories results in a hybrid mismatch, and if this 

hybrid mismatch is attributable to the terms of the instrument, the Hybrid Financial Instruments Rule 

applies.1617 For substitute payments the way how the D/NI outcome arises is of no relevance.1618  

                                                
1610 OECD Action 13, supra n. 1465, at p. 9.  
1611 Id. 
1612 Id. 
1613 Id.  
1614 In OECD Action 2, supra n. 13, at para. 18 referred to as: “Arrangements that are treated as debt, equity or derivative 

contracts under local law”. 
1615 In id., at para. 18 referred to as: “Arrangements involving the transfer of financial instruments where differences in the tax 

treatment of that arrangement result in the same financial instrument being treated as held by more than one taxpayer”. Take, as 

a short example, a loan structured as a share re-purchase (repo) agreement. It starts by Company A (A Co.) intending to borrow 

money from company B (B Co.). For that purpose A Co. transfers shares (or another asset) to B Co. In exchange it gets money 

from B Co. Thereby, A Co. agrees to buy back the shares from B Co. at a future date for an agreed price. During the term of the 

repo the transferred shares pay dividends to B Co. A “hybrid transfer” as understood in BEPS Action 2 can emerge when country 

A and country B (in which the two companies are, respectively, residents) treat the transaction differently: For instance, country 

A may tax the arrangement according to its substance and country B according to its form. Thereby country A sees in the transfer 

a secured loan. The dividend payments made to B Co. under the transferred shares are regarded as a deductible financing expense 

for A Co. Country B, on the other hand, regards B Co. as the owner of the transferred shares. B Co. can, consequently, claim an 

exemption for the dividends. As a result, the dividends give rise to a deduction for A Co., but will not be included into the 

ordinary income of B Co. As it will be outlined in the below this is an outcome the Hybrid Financial Instruments Rule principally 

aims to combat. See in more detail id., at paras. 72-78, as well as the illustrations in Example 1.31. Hybrid transfers can also be 

the result of other transactions. See, e.g. Example 1.32 with respect to share lending agreements. Note for the sake of clarity: 

Within the Hybrid Financial Instruments Rule hybrid transfers are deemed to be financial instruments. See, e.g. id., at para. 77. 
1616 In id., at para. 18 referred to as: “Arrangements involving the transfer of financial instruments where a payment is made in 

substitution for the financing or equity return on the transferred asset and differences between the tax treatment of that payment 

and the underlying return on the instrument have the net-effect of undermining the integrity of the hybrid financial instrument 

rule”. See in more detail id., at paras. 79-82. 
1617 Id., at paras. 20, 24. Compare in this context Examples 1.25-1.27 and note that it is possible for a transaction to fall under the 

definition of a financial instrument or a hybrid transfer in only one of the jurisdictions. In such case the Hybrid Financial 

Instrument Rule does not apply in the other one. Example 1.27 is also helpful in understanding of what is meant to be a substitute 

payment for the purposes of the Hybrid Financial Instrument Rule. See in more detail also: id., at paras. 61-82.  
1618 Id., at paras. 25-26, i.e. it does not have to rely on a hybrid element. Rather for substitute payments that give rise to a D/NI 

outcome the relevant criteria is whether the underlying financing or equity return of the transferred financial instrument would 

otherwise have been taxable at the level of the transferor, or is treated as tax exempt/excluded in the hands of the transferee, or 

where the effect is to take the financial instrument out of the scope of the Hybrid Financial Instruments Rule. See id., at para. 25.  
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The Hybrid Financial Instruments Rule applies to payments made to a related person.1619 Thereby the 

threshold is set with 25% ownership of one person in another, or of a third party in both.1620 Likewise, two 

persons will be regarded as related if they are in the same control group.1621 Interests of persons acting 

together are aggregated.1622 The latter includes the management of rights by the same person.1623  

Furthermore, the Hybrid Financial Instruments Rule applies to structured arrangements.1624 They are 

understood as “any arrangement where the hybrid mismatch is priced into the terms of the arrangement or 

the facts and circumstances (including the terms) of the arrangement indicate that it has been designed to 

produce a hybrid mismatch.”1625 A hybrid mismatch will be regarded to be priced into the instrument if it 

has been factored into the calculation of the return under the arrangement.1626 Thereby, it is tested whether 

the pricing is different from what would have been agreed in absence of the mismatch.1627 The OECD 

provides for specific examples of structured arrangements.1628 Among them are arrangements that use a 

term, step or transaction to create a mismatch.1629 Also the marketing of the instruments primarily to 

taxpayers resident in jurisdictions with respect to which the mismatch arises is mentioned.1630 Furthermore, 

arrangements that would produce a negative return absent the hybrid mismatch are considered a structured 

arrangement.1631 A taxpayer will, however, not be treated as a party to a structured arrangement when 

neither the taxpayer nor a member of the same control group was aware of the hybrid mismatch, or obtained 

any benefit from it.1632 Still, arrangements entered into on behalf of the taxpayer should be attributed to the 

taxpayer – without requiring the knowledge of the latter.1633 

                                                
1619 Id., para. 99.  
1620 Which is outlined in more detail in Recommendation 11. See id., at paras. 353-361. 
1621 See in more detail id., at paras. 351, 362-367. This is the case when the parties form part of the same consolidated group for 

accounting purposes (see id., at para. 362), or can be regarded as associated enterprises under Art. 9 OECD Model (2017) (see 

id., at para. 366), or if one person has a 50% investment or effective control of the other person, or if a third person has a 50% 

investment or effective control in both (see id., at paras. 364-365). 
1622 In more detail, id., at paras. 368-378.  
1623 Which is especially relevant for investors whose investments are managed under a common management mandate or that are 

partners in an investment partnership. See in more detail, id., at paras. 377-378. The examples provided in the context of 

Recommendation 11 are found in id., at pp. 445-454. Among them are Examples 11.2 and 11.5 that deal with the issue.  
1624 As defined and explained in id., at ch. 10. 
1625 So: id., at Recommendation 10, number 1. 
1626 See in more detail: id., at para. 323. See further: id., at paras. 324-325 as well as Examples 10.1. and 10.2.  
1627 Id.  
1628 See id., at Recommendation 10, number 2 and their discussion in id., at paras. 329-340. 
1629 See id., at para. 333 and note the statement “that a hybrid mismatch should still be treated as structured even if every step in 

the transaction has a non-tax justification if it is reasonable to conclude that part of the explanation for the overall design of the 

arrangement was to generate a hybrid mismatch.” 
1630 See in more detail id., at para. 336 and note the following statement in id., at para. 337: “The potential investors are sent an 

investment memorandum that includes a summary of the expected tax treatment of the instrument. The arrangement will be 

treated as a structured arrangement […]“. 
1631 See in more detail id., para. 340. 
1632 See id., at Recommendation 10, number 3 and the explanation in id., at paras. 341-347, as well as the Examples 10.1-10.5. 
1633 See id., at para. 347 and Example 10.4.  
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The Hybrid Financial Instruments Rule aims to neutralize D/NI outcomes. They arise to the extent a 

payment is deductible for the payer and not included into the ordinary income of the payee.1634 Thereby, a 

payment is (at its broadest)1635 understood as any transfer of value and includes an amount being capable 

of being paid.1636 Payments which are only deemed to be made for tax purposes and that do not involve the 

creation of economic rights are excluded from the payment definition.1637 Deductibility refers to items that 

are separately deductible under the laws of one jurisdiction.1638 It also extends to payments that trigger an 

equivalent tax relief.1639 Ordinary income means income that is subject to tax at the taxpayer´s full marginal 

rate and did not benefit from a tax relief applicable to particular types of payments.1640 With respect to 

financial instruments and hybrid transfers, the Hybrid Financial Instruments Rule only looks at the expected 

tax treatment of the payment in the other jurisdiction.1641 The actual tax treatment is not decisive.1642 For 

substitute payments it is not clear whether this is so as well.1643  

The fact that a state generally taxes income from financial instruments at a lower rate will not give rise to 

a mismatch.1644 Differences in valuation should, generally speaking, not lead to mismatches either.1645 With 

respect to timing differences, the taxpayer has to establish to the satisfaction of the tax authority that the 

                                                
1634 See id., at para. 29. 
1635 See for that, as well as for an elaboration on the different descriptions of the term „payment“ within different parts of BEPS 

Action 2: Harris UN Proposal, supra n. 1, at sec. 2.2. – note in this context especially Example 1.14.  
1636 So explicitly: id., at para. 28. It is – as other terms – further defined in Recommendation 12. See id., at p. 123 and paras. 423-

424; See also Examples 1.18-1.20 and note that the OECD does not discover a payment in the release from debt obligations or the 

forgiveness of debt. Yet, the OECD discovers a transfer of value in these actions. See Harris UN Proposal, supra n. 1, at sec. 2.2. 

who regards this as confusing. Payments in consideration for the release of rights (and, thus, not the release itself), are seen as 

payments under a financial instrument. Contrast also Examples 1.19 and 1.36 with respect to the acquisition of a financial 

instrument. See for a more detailed discussion: OECD Action 2, supra n. 13, at paras. 69-71; Harris UN Proposal, supra n. 1, at 

sec. 2.2. and 2.3.1. 
1637 See id., at Recommendation 12. 
1638 See id., at para. 30. 
1639 See id., at para. 31 and note the reference to Example 11. It is not necessary that the payment is deductible at the level of the 

payer – see id., at para. 87 and Example 1.23, where a hybrid entity makes a payment that is deductible in the parent jurisdiction, 

but non-deductible for local law purposes. 
1640 Id., at para. 32 – naming indirect tax credits as an example. However, a relief granted by the payee jurisdiction for WHT does 

not affect whether the income is regarded to be subject to tax at the taxpayer´s full marginal tax rate; The OECD recommends 

countries that aim to avoid economic double taxation to consider how to address situations where the payment has been included 

into the ordinary income of the shareholder under a CFC regime. See in more detail thereon id., at paras. 36-40. 
1641 Id., at para. 33. As mentioned above, the OECD treats hybrid transfers as financial instruments. See supra n. 1615. 
1642 Id., at para. 33 – consider here Example 1.29. Note in this regard also the apparently different approach taken by the UK and 

the EU, which will be discussed with further references in sec. 5.4.5. 
1643 On the one hand, OECD Action 2, supra n. 13, at para. 34 – makes reference to “any actual mismatch in tax outcomes” 

(emphasis added). On the other hand, in Example 1.34 the contrary seems to be the case. In id., at p. 271, para. 11 it says: “the 

application of the substitute payment rules which look to the expected tax outcome under the arrangement based on the character 

of the arrangement and the payments made under it rather than the actual outcome under the trade.” (emphasis added). 
1644 See id., at para. 42 under reference to Example 1.3. 
1645 See id., at paras. 53-54. Contrast Example 1.15 and 1.16. Seemingly, the difference is that in Example 1.15 the difference is 

solely attributable to the value ascribed to the payment, whilst in Example 1.16 the valuation has a direct impact on the way the 

payments under the instruments are characterised for tax purposes. See the OECD Action 2, supra n. 13, at Example 1.16 paras. 5 

and 7. Note also the critique expressed in Harris UN Proposal, supra n. 1, at sec. 2.2. who misses any conceptual justification of 

why these two examples merit a different treatment. 
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income will be included as ordinary income within a reasonable period of time.1646 Otherwise it will be 

treated as a mismatch.1647  

As mentioned above, the mismatch has to be attributable to the terms of the instrument.1648 Notably, 

mismatches that are solely attributable to the status of the counter party,1649 the circumstances in which the 

instruments are held,1650 or that arise because the payee is resident in a jurisdiction that does not tax foreign 

source income1651 are not in the scope of the Hybrid Financial Instruments Rule.1652 The OECD presents a 

counter factual test as one way to find out whether this is the case. According to it, it has to be asked what 

the tax treatment would have been, if the instrument had been held directly and both the payer and the payee 

had been taxpayers of ordinary status. If the mismatch had arisen in such case, it is attributable to the terms 

of the instrument – and, hence, caught by the rule.1653 

The legal consequences of the Hybrid Financial Instrument Rule are (i) the denial of the deduction by the 

payer jurisdiction to the extent the payment gives rise to a D/NI outcome (primary response).1654 If the payer 

jurisdiction does not neutralise the mismatch then (ii) the payee jurisdiction has to require such payment to 

be included into the ordinary income to the extent the payment gives rise to a D/NI outcome (defensive 

rule).1655  

Certain arrangements are scoped out from the application of the primary rule.1656 Essentially, this concerns 

entities where the deduction under the laws of the payer jurisdiction is granted with a view to preserve tax 

neutrality for the payer and payee.1657 Subject to some conditions, this can include so called real estate 

investment trust (REITs) that have the right to deduct dividend payments.1658 Further, this may include 

                                                
1646 See id, at para. 55-60; See further id., at para 56 proposing as a safe harbour the inclusion by the payee in an accounting 

period that commences within 12 months of the end of the payer´s accounting period. In Art. 2(9)(a)(ii) ATAD (2016/1164) this 

is followed. 
1647 See especially id., at para. 60 and Example 1.21. 
1648 See in more detail id., at paras. 91-94. See thereby also Examples 1.12 and 1.13.  
1649 See id., at para. 96 and Example 1.5. including a tax exempt sovereign wealth fund. See also Example 1.10. regarding 

deductible dividends by a REIT – but note the applicability of Specific Recommendation 2 in the receiver state. For a description 

of Specific Recommendation 2 see sec. 5.3.1.2. 
1650 See id., at para. 97 and Example 1.8 including an instrument held by the payee through a tax-exempt foreign branch. See also 

Example 1.9 concerning a taxpayer that holds a bond through a tax-exempt account. 
1651 See id., at para. 98 and Example 1.7 including an interest payment to a taxpayer resident in a territorial tax regime. Important: 

the exemption must apply to foreign source income of any description. In the example it is underlined that there is no change that 

can be made under the terms of the instrument that would result in the payments made under the instrument to become taxable. 

Therefore it is not in the scope of the Hybrid Financial Instruments Rule. Thus, the OECD refers only to pure territorial tax 

systems. Note also Example 1.6 in which interest payments are made to a person resident in a no tax-jurisdiction. The Hybrid 

Financial Instrument Rule does not apply.  
1652 See the discussions within the above mentioned examples for specific reasoning. 
1653 OECD Action 2, supra n. 13, at para. 95.  
1654 Id., at Recommendation 1.1 (a). See Example 1.3. regarding the denial of the deduction in case of the income being subject to 

a reduced rate.  
1655 Id., at Recommendation 1.1 (b).  
1656 See id., at Recommendation 1.5. 
1657 See id., at para. 100 and the discussion in id., at paras 101-102. 
1658 See in more detail id., at para. 101 and see Example 1.10. as already mentioned above.  
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highly leveraged securitisation vehicles that pay out substantial parts of the income to lenders in the form 

of deductible interest.1659 Moreover, states can opt not to apply the hybrid rules on intra-group hybrid 

regulatory capital.1660 

5.3.1.2. Specific recommendations for the tax treatment of financial instruments – Recommendation 2 

Recommendation 2 is a ´specific recommendation´ for the tax treatment of financial instruments.1661 As 

such it will apply prior to the Hybrid Financial Instruments Rule.1662 This comes because the proper 

consideration of the tax treatment of the payment in both jurisdictions, as demanded under the Hybrid 

Financial Instruments Rule, has to take into account the existence of Specific Recommendation 2 like rules 

in the payee jurisdiction.1663 As the application of the latter should neutralise the D/NI outcome, there is no 

room for the Hybrid Financial Instruments Rule to apply.1664 

Under Specific Recommendation 2.1. countries should not grant dividend exemptions provided for relief 

against economic double taxation, to the extent the dividend payment is deductible by the payer.1665 Similar 

restrictions for other types of dividend relief granted for the same purpose should be considered as well.1666 

Specific Recommendation 2.2. targets the duplication of tax credits under a hybrid transfer.1667 It is 

proposed that countries restrict a relief granted for tax withheld at source for payments made under a hybrid 

transfer in proportion to the net taxable income of the taxpayer under the arrangement.1668 Importantly, 

there are no limitations to scope.1669 Thus, Specific Recommendations 2.1 and 2.2. apply also outside a 

related party/structured arrangement context.1670 

                                                
1659 See in more detail id., at para. 102. Note that in id., this is bound to the condition that the regulatory and tax framework in the 

establishment jurisdiction has the effect that the financial instruments issued by the vehicle will result in substantially all of its 

income to be paid and distributed to its holders within a reasonable period of time and where the tax policy of the establishment 

jurisdiction is that the income will be taxed in the hands of the investors.  
1660 Id., at p. 11. This is also included in Art. 9(4)(b) ATAD (2016/1164).  
1661 Id., at paras. 4-5. 
1662 Id., at paras. 35, 285. 
1663 Id., at para. 35. 
1664 Id. – see in this regard Examples 1.1-1.4. 
1665 Id., at Specific Recommendation 2.1; See id., at paras. 106-107 for a discussion. See id., at paras. 110-111 as well as 

Examples 1.31 and 1.23, where the deductibility of the dividend payment does not happen at the level of the issuer of the shares. 

In both cases Specific Recommendation 2.1. should not restrict the holder´s entitlement to an exemption of the dividend.  
1666 Id., at Specific Recommendation 2.1; See Example 1.3. regarding a dividend that is subject to a lower tax rate and Example 

1.4. with respect to a payment that is eligible to an underlying foreign tax credit, as well as Example 2.1. concerning a payment 

that is eligible to a domestic tax credit.  
1667 Id., at Specific Recommendation 2.2.  
1668 See in more detail, id., at paras. 112-113. See also Example 2.2. and note para. 11 summarising that the duplication of credits 

is still possible, “but only to the extent necessary to shelter the income in respect of the payment that has been withheld at 

source.” 
1669 Id., at Specific Recommendation 2.3. and as already mentioned in sec. 5.2.2. 
1670 Id. 
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5.3.1.3. Imported Mismatch Rule – Recommendation 8 

The Imported Mismatch Rule applies within the same control group and to structured arrangements.1671 To 

the extent the payment gives rise to an indirect D/NI, the Imported Mismatch Rule denies the deduction at 

the level of the payer.1672  

Thereby the rule is built on three basic elements.1673 First, it needs a deductible payment made by a taxpayer 

that is subject to the OECD hybrid mismatch rules and which is included into the ordinary income of the 

payee.1674 This is the so called imported mismatch payment.1675 Notably, the latter is not limited to interest 

payments. Also rents, royalties or sevice fees can fall under the definition of an imported mismatch 

payment.1676  

Second, it needs a deductible payment by a person not subject to the OECD hybrid mismatch rules, which 

directly gives rise to a hybrid mismatch.1677 This is the so called direct hybrid deduction.1678 The hybrid 

mismatch can result from a payment made under a financial instrument.1679 Alternatively it can also be the 

consequence of other hybrid mismatch arrangements covered in BEPS Action 2.1680 A person who makes 

taxable payments to a group member with surplus hybrid deductions is attributed an indirect hybrid 

deduction.1681 Thus, in simpler terms, the taxpayer that directly gives rise to a hybrid mismatch incurs the 

direct hybrid deduction. All other group entities (directly or indirectly) funding this payment may be 

attributed an indirect hybrid deduction.1682  

Third, there must be a nexus between the imported mismatch payment and the direct hybrid deduction.1683 

It has to show how the imported mismatch payment is (directly or indirectly) set-off against that hybrid 

deduction.1684 In the most straightforward case the imported mismatch payment is made directly to the 

                                                
1671 Id., at Recommendation 8. See for a more detailed discussion of the Imported Mismatch Rule: id., at paras. 234-271, as well 

as Examples 8.1-8.16. With respect to scope see id., at Recommendation 8.4 and in more detail id., at paras. 269-271. 

Importantly, the taxpayer has to be party to this structured arrangement. 
1672 Id., at Recommendation 8.1. See in more detail id., at paras. 240-265. 
1673 Id., at para. 241. 
1674 Id.  
1675 Id., at Recommendation 8.3. See in more detail: id., at para. 242. 
1676 Id. Amounts that are treated as consideration for the disposal of an asset are not included into the definition of imported 

mismatch payments. Neither are payments made to a person that is not a taxpayer in any jurisdiction (whereby the OECD refers 

to Example 1.6.). 
1677 Id., at para. 241. 
1678 Id., at Recommendation 8.2. – see in more detail: id., at para. 243. 
1679 Id. 
1680 Id. For other hybrid mismatch arrangements see id., at ch. 3 (disregarded hybrid payments rule), ch. 4 (reverse hybrid rule), 

ch. 6 (deductible hybrid payments rule) and ch. 7 (dual-resident payer rule). The latter two rules deal with double deduction 

results. See for a more detailed description of these rules id., at paras. 115-233, and see the examples provided for in id., at pp. 

288-340. 
1681 Id., at para. 243. An indirect hybrid deduction also arises with respect to hybrid deductions that are surrendered to a group 

member under a tax grouping regime. See also, e.g. Example 8.8. 
1682 Which means that the D/NI outcome can be imported through more than one – and potentially many – companies. 
1683 OECD Action 2, supra n. 13, at para. 241. 
1684 See id, as well as in more detail: id., at paras. 244-265. 
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person with the direct hybrid deduction.1685 Under more complex circumstances payments must be traced 

through a chain of taxable payments or offsets under a tax grouping regime.1686 In order to determine the 

extent of adjustment required under the Imported Mismatch Rule, the OECD sets out three tracing and 

priority rules.1687 They have to be applied in the following order:1688 First comes the structured Imported 

Mismatch Rule.1689 It identifies whether a direct hybrid deduction is part of a structured arrangement. If so, 

it treats this hybrid deduction as being set-off against any imported mismatch payment that funds (directly 

or indirectly) the expenditure that gave rise to the hybrid deduction and that forms part of the same 

arrangement.1690 To the extent the mismatch has not been neutralised by this rule, the direct Imported 

Mismatch Rule comes second.1691 It asks whether a taxpayer´s hybrid deduction can be directly set-off 

against an imported mismatch payment made by a taxpayer that is a member of the same control group.1692 

Finally there is the indirect Imported Mismatch Rule.1693 Under it, jurisdiction should determine to what 

extent any surplus hybrid deductions can be treated as being indirectly set-off against imported mismatch 

payments from other group members.1694  

                                                
1685 Id., at para. 244. Consider, for instance, the following: There is a D/NI between A Co. and B Co. In addition, B Co. grants a 

loan to C Co., which makes interest payments to B Co. The interest is taxable at the level of B Co and deductible at the level of C 

Co. As the income received from C Co. and the deduction for the payment under hybrid loan from A Co. even out at the level of 

B Co. the D/NI result occurs indirectly between A Co. and C Co. Assuming that all companies are resident in different 

jurisdictions, out of which only country C (which is the residence state of C Co.) has implemented the OECD hybrid mismatch 

rules, the deduction will be denied in country C. The transaction between A Co. and B Co. gives rise to the direct hybrid 

deduction. The payment by C Co. to B Co. is the imported mismatch payment. Compare also, e.g. Example 8.3. 
1686 Id., at para. 244. Add, for instance, to the above example the group company D Co. which is provided services by C Co. The 

service payments are deductible for D Co. and taxable income for C Co. If state D (the residence state of D Co.) was the only 

state that has implemented the OECD hybrid mismatch rules, the deduction will, ultimately, be denied at the level of D Co. to the 

extent it is treated as a so called “funded taxable payment” for B Co. Compare in more detail for the mechanics: Example 8.5. 
1687 See in more detail id., at para. 246-265. 
1688 Id., at para. 246. 
1689 Id. – see in more detail id., at paras 248-250. See also Examples 8.1, 8.2. and 10.5.  
1690 Id. Note also that the structured Imported Mismatch Rule applies to all payments made under a structured arrangement, i.e. 

also to non intra-group payments. Yet, the rule applies also if the mismatch occurs within a group. See id., at para. 248.  
1691 Id., at para. 246. 
1692 See in more detail id., at paras. 252-254. See also Examples: 8.2. (for the relation to the structured Imported Mismatch Rule – 

note also the non-application of the Imported Mismatch Rule to E Co given the neutralisation of the hybrid mismatch already at 

the level of C Co.), 8.3. (for the mechanics of the application of the direct Imported Mismatch Rule), 8.4. (for the apportionment 

mechanism), 8.6 (for payments made to a group member that is already subject to the Imported Mismatch Rule – note the non-

application of the Imported Mismatch Rule at the level of G Co. and H Co); 8.7. (for the relationship between the direct and 

indirect Imported Mismatch Rule) and 8.10. (discussing the application of the direct Imported Mismatch Rule in case of a loss 

surrender under a tax grouping arrangement). 
1693 Id., at para. 246. 
1694 See in more detail id., at paras. 255-262. See also Examples: 8.5 (see already above) for the mechanics of the application of 

the indirect Imported Mismatch Rule), 8.7 (see already above) and 8.10 (for the application of the indirect Imported Mismatch 

Rule in case of a loss surrender under a tax grouping arrangement) and 8.15 (discussing the interaction between double deduction 

and the Imported Mismatch Rule). 
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5.3.2. Scope of the backups – BEPS Action 3 and BEPS Action 4 

5.3.2.1. Scope of the relevant parts BEPS Action 3 

BEPS Action 3 relies on the six elements that are constituent for CFC rules.1695 In their context the OECD 

recommendations are made.1696 These building blocks are: “1. Rules for defining a CFC (including 

definition of control) 2. CFC exemptions and threshold requirements 3. Definition of CFC income 4. Rules 

for computing income 5. Rules for attributing income 6. Rules to prevent or eliminate double taxation”.1697  

BEPS Action 3 discusses each of these building blocks with a view to make CFC rules more effective.1698 

What concerns the first building block (definition of a CFC), the OECD sets out recommendations 

regarding the determination of when a shareholder has sufficient influence over a foreign company for it to 

be considered a CFC.1699 Further, it deals with how CFC rules should be applied to non-corporate 

entities.1700 Within the second building block (exemption and threshold requirements), the OECD 

recommends to apply the rules only to CFCs which are subject to effective tax rates that are meaningfully 

lower than those in the parent jurisdiction.1701 Within the third building block (definition of CFC income) 

it is recommended that CFC rules contain a definition of CFC income.1702 Within the fourth building block 

(rules for computing CFC income), the OECD recommends to use the parent jurisdiction´s rules to calculate 

the CFC income to be attributed to the shareholders.1703 Further it is recommended that losses of a CFC 

should only be offset against the profits of the same CFC or against the profits of CFCs from the same 

jurisdiction.1704 Within the fifth building block (attribution of income), the OECD recommends to tie the 

attribution threshold to the control threshold – as far as this is possible.1705 The amount of income attributed 

should be calculated by reference to the proportion of ownership and the actual period of 

ownership/influence.1706 Within the last building block (avoidance of double taxation) the OECD, generally 

                                                
1695 OECD Action 3, supra n. 1484, at para. 2, stating: “CFC rules have existed in the international tax context for over five 

decades, and dozens of countries have implemented these rules. This report considers all the constituent elements of CFC rules 

and breaks them down into the “building blocks” that are necessary for effective CFC rules.” 
1696 Id. They are discussed in id., at paras. 23-137. 
1697 Id., at para. 2. 
1698 See already sec. 5.2.3.1. 
1699 See OECD Action 3, supra n. 1484, at para. 25, proposing to apply a legal or economic control test. At a minimum a CFC 

should be treated as controlled if residents hold more than 50% control.  
1700 Id., at para. 24. In this context the OECD, e.g. recommends the implementation of a hybrid mismatch rule that should prevent 

entities from circumventing CFC rules through a different tax treatment in the affected jurisdictions. For a discussion of the 

second building block see id., at paras. 23-49.  
1701 Id., at para. 51. See for a more detailed discussion: id., at paras 52-71. 
1702 Id., at para. 73. This should ensure that income that raises BEPS concerns is attributed to the controlling shareholders. At the 

same time the OECD recognises the need for flexibility in this context. Therefore, countries are free to choose their rules for 

defining CFC income. See id. For a more detailed discussion see id., at paras. 72-97.  
1703 Id., at para. 99.  
1704 Id. notably underlining that this recommendation is valid to the extent legally permitted. See id., at paras. 100-108 for a more 

detailed discussion.  
1705 Id., at para. 111. 
1706 Id. See for a more detailed discussion: id., at paras. 112-120. 
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speaking, recommends countries to design their CFC rules in a way that ensures the avoidance of double 

taxation.1707 

5.3.2.2. Scope of the relevant parts BEPS Action 4 

BEPS Action 4 proposes a best practice approach to address the concerns discussed in sec. 5.2.3.2.1708 It is 

based on a fixed ratio rule that allows an entity to deduct its net interest up to a certain percentage of its 

earnings before interest, taxes, depreciation and amortisation (EBITDA).1709,1710 Jurisdictions have to set 

the ratio between 10% - 30%.1711 The fixed ratio rule may be extended by a group ratio rule.1712 This is to 

take into account that some sectors are typically higher leveraged than others.1713 The rule allows an entity 

that exceeds the relevant fixed ratio to deduct net interest expense up the net third party interest/EBITDA 

ratio of its group.1714 Consequently, only net interest expense that exceeds both benchmarks will be 

disallowed.1715 Countries also have the option to apply a different group ratio rule.1716  

The best practice approach applies to (i) interest on all forms of debt, (ii) payments economically equivalent 

to interest and (iii) expenses incurred in connection with raising finance.1717 Notably, deemed deductions 

that are calculated by applying a specific percentage to the equity capital of an entity are not in scope of 

BEPS Action 4.1718 The EBITDA is calculated as to exclude non-taxable income, such as branch profits or 

dividend income that benefitted from a participation exemption.1719 In order to address volatility in earnings, 

                                                
1707 Id., at para. 122. See in more detail paras. 122-137. For instance, the OECD recommends countries to allow a credit for 

foreign taxes actually paid. Latter include all income taxes borne by the CFC that have not qualified for relief or are higher than 

the taxes due on the same income in the parent jurisdiction. Further, it generally recommends the exemption of dividends from 

the CFC if the CFC has previously been subject to CFC taxation. This is, likewise, recommended with respect to capital gains on 

the disposal of shares in a CFC that has been subject to CFC taxation. Countries should also consider other situations giving rise 

to double taxation and address them in designing their CFC rules. See id., at para. 123.  
1708 See 5.2.3.2. For a discussion of the best practice approach see OECD Action 4, supra n. 1483, at paras. 22-32. 
1709 Id., at para. 23. The EBITDA is based on tax numbers. In more detail see id., at paras. 72-84 (regarding the measuring of 

economic activity using earnings or asset values) and id., at paras. 85-114 for the discussion of the fixed ratio rule.  
1710 Also the EBIT may be used. In this context the OECD underlines in id., at para. 82: “Where a country applies a fixed ratio 

rule based on EBIT, the benchmark net interest/EBIT ratio used should be equivalent to the appropriate benchmark net 

interest/EBITDA ratio described in Chapter 6, taking into account where the particular country would be placed within the 

corridor based on the factors in that chapter.“ 
1711 Thereby the OECD provides for some guidance of when to choose high and when to choose a low ratio. See id., at para. 99, 

including the discussion of these considerations in id., at paras. 100-111. 
1712 See in more detail: id., at paras. 115-154. See also OECD, Action 4 2016 Update – Limiting Base Erosion Involving Interest 

Deductions and Other Financial Payments paras. 303-477 (OECD 2016) [hereinafter OECD Action 4 2016 Update]. The latter 

Part II of the 2016 update of the final report on BEPS Action 4 explains the elements of the design and operation of the group 

ratio rule more closely. 
1713 OECD Action 4, supra n. 1483, at para. 115 – taking also into account that, within a sector, certain groups are more 

leveraged than others.  
1714 See in more detail: id., at paras. 115-154. 
1715 Id., at para. 117. 
1716 Id., at para. 118. As long as it only permits an entity to exceed the fixed ratio based on a relevant ratio of its group, it is 

included in the best practice approach. See id., naming the equity escape rule applied in Finland and Germany as examples. They 

are explained in Annex C to BEPS Action 4. See also id., at paras. 216-224; and Art. 4(5)(a) ATAD (2016/1164). 
1717 OECD Action 4, supra n. 1483, at para. 36.  
1718 Id., at para. 42, 201 – despite: OECD Action 2 Interim Report, supra n. 1461, at para. 45; For further items not in scope of 

BEPS Action 4 see OECD Action 4, supra n. 1483, at para. 39.  
1719 Id., at para. 78. 
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jurisdictions may use an average EBIDTA.1720 Further, jurisdictions may allow taxpayers to carry forward 

disallowed interest expense and (optionally) unused interest capacity.1721 Alternatively, they can extent the 

possibility to carry forward disallowed interest expense by permitting such to be carried back as well.1722   

At a minimum the best practice approach should apply to all entities that are part of a multinational 

group.1723 Jurisdictions may, however, also apply it more broadly. Hence, they can include members of a 

wholly domestic group1724 and/or standalone entities1725 into the scope of the best practice approach.1726 

Besides, countries have the option to apply a de minimis threshold.1727 In article 4(3)(a) ATAD (2016/1164) 

this is set at EUR 3 million.1728 Up to this taxpayers may be allowed to fully deduct their interest expense.1729 

Furthermore, specific loans can be excluded from the scope of the interest limitation rule.1730 

In addition countries are recommended to support the best practice approach by a variety of targeted 

provisions.1731 Thereby, the OECD underlines that countries are also free to continue the application of 

existing targeted or general interest limitation rules.1732 Thus, an interest deduction may be denied under a 

thin capitalisation rule, even if the fixed ratio rule provides otherwise.1733 The OECD stresses the need for 

targeted rules to prevent the avoidance of the general rules. 1734 Further, it highlights the necessity of means 

to address other BEPS risks not targeted by a jurisdiction´s implementation of the best practice approach.1735 

                                                
1720 Thereby noting the increased complexity. See in more detail: id., at paras. 156-158. 
1721 Id., at para. 161.  
1722 Id. See in more detail id., at paras. 159-167. See also Art. 4(6)(a)-(c) ATAD (2016/1164).  
1723 See id. at para. 43 and paras. 44-47 for more details. 
1724 See in more detail: id. at paras. 49-51. The OECD states that the inclusion of entities that belong to a group that operates 

wholly within a certain country (i.e. domestic group) may be part of a broader approach against BEPS, or to avoid competition 

issues between domestic and multinational groups. It may also happen to reduce the debt bias, or to comply with constitutional 

obligations. See id., at para. 49. 
1725 See in more detail: id. at paras. 52-53. 
1726 Id., at para. 43. Which also reflects the scope of the ATAD (2016/1164). According to Art. 1 ATAD (2016/1164), the 

directive applies to all taxpayers subject to CIT in one or more Member States (including to PEs in one or more Member States of 

third country residents). According to Art. 4(3)(b) ATAD (2016/1164) Member States can exclude standalone entities from the 

scope of the interest limitation rule. See also recital 8 ATAD (2016/1164).  
1727 See OECD Action 4, supra n. 1483, at paras. 54-56. 
1728 Note, as mentioned above, that the ATAD only imposes a minimum level of protection. Thus, Members States can choose to 

apply a lower threshold as well. See Art. 3 ATAD (2016/1164).  
1729 Art. 4(3)(a) ATAD (2016/1164).  
1730 See e.g. OECD Action 4, supra n. 1483, at paras. 64-71; As per Art. 4(4)(a)(b) ATAD (2016/1164), this includes loans 

concluded before 17 June 2016 and loans used to fund certain public infrastructure projects. 
1731 See in more detail: id., paras. 168-182. 
1732 Id.  
1733 Id. at para. 169. 
1734 Id. at paras. 171-172. These risks are the following: (i) “An entity with net interest expense enters into an arrangement to 

reduce the net interest expense subject to the fixed ratio rule”, (ii) “An entity which is part of a group enters into an arrangement 

with a related party or third party in order to increase the level of net third party interest expense under the group ratio rule“ and 

(iii), “A group is restructured to place an unincorporated holding entity at the top of the structure, to create two groups.” See for 

that, as well as for examples: id., at para. 171.  
1735 Id. at para. 183 identified as: (i) “An entity which would otherwise have net interest income enters into an arrangement which 

involves the payment of interest to a group entity outside the country or a related party to reduce the level of interest income 

subject to tax in the country.” (ii) “An entity makes a payment of interest on an "artificial loan", where no new funding is raised 

by the entity or its group.” (iii) “An entity makes a payment of interest to a third party under a structured arrangement, for 

instance under a back-to-back arrangement.” (iv) “An entity makes a payment of interest to a related party, which is excessive or 
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In neither case, the OECD proposes a specific rule.1736 Moreover, the OECD emphasises that special 

considerations are required for the banking and insurance sector.1737  

The best practice approach can be applied on an entity, or group level.1738 The rules included in BEPS 

Action 2 should be applied before the fixed ratio and (if applicable) group ratio rule to determine the net 

interest expense of an entity.1739 Thereupon, interest may be disallowed under BEPS Action 4.1740 CFC 

income that is taxed at the level of the parent company may be included into the parent´s EBITDA for the 

purpose of applying the fixed and (if applicable) group ratio rule.1741 Where this includes net interest income 

or expense a country should consider including it into the parent´s calculation of net interest expense and 

to exclude it from its EBITDA.1742  

5.3.3. Relevant scope of the potentially relevant Actions – BEPS Action 5, 6, 8-10, 12 and 13  

BEPS Action 5 provides a framework for compulsory spontaneous exchange on certain rulings.1743 It 

identifies six categories of taxpayer specific rulings which could give rise to BEPS concerns in the absence 

of transparency.1744 Among them are so called related party conduit rulings, which may be of especial 

                                                
is used to finance the production of tax exempt income.” (v) “An entity makes a payment of interest to a related party, which is 

subject to no or low taxation on the corresponding interest income.” 
1736 Compare the discussions in id., at para. 172, 174.  
1737 See id., at paras. 183-190. Due to regulatory and commercial considerations the BEPS risk imposed by such groups may be 

lower. See in more detail: OECD Action 4 2016 Update, supra n. 1712, at paras. 487-503, 540-557. Thus, countries can exempt 

them from the fixed ratio and group ratio rule. If, on the contrary, a country does have specific concerns it should introduce rules. 

They should be appropriate to address the identified risks and take into account the existing regulatory regime and tax system. 

See id., at para. 507. The OECD does not propose a single common approach in this context. This happens because the OECD 

does not expect this to be a material concern in the majority of countries. See id., at para. 512 and note the foregoing discussion 

of regulatory and commercial considerations in id., at paras. 487-503. There are greater concerns regarding entities that are in a 

group with a bank or insurance entity. See id., at para. 518 and compare, again, the discussions in id., at paras. 487-503, as well 

as, id., at paras. 519-530. Also the ATAD does not contain a special rule. See recital 9 ATAD (2016/1164). Yet, the OECD does 

not rule out the application of general interest limitation rules to address excessive leverage of banks, insurance companies, or 

entities that are in a group with a bank or insurance company. See id., at para. 511 stating: “Unless suitable changes [to existing 

rules] are planned, the country should consider introducing a general interest limitation rule to deal with this [risk].” See also the 

discussion of the application of the fixed ratio rule to a bank and insurance company in id., at paras. 514-517, or to entities in a 

group with a bank or insurance company in id., at paras. 518-530. However, the OECD calls for countries to be careful in this 

regard. On the one hand, it underlines the fact that banks and insurance companies typically have net interest income. On the 

other hand, rules that are based on the gross interest amount run the risk of being excessive and denying a deduction for what is 

practically an ordinary operating expense. See id., at para. 513 and more comprehensively id. at paras. 512-538. 
1738 See in more detail: OECD Action 4, supra n. 1483, at paras. 197-198. 
1739 Id., at para. 200. 
1740 Id. 
1741 Id., at para. 203.  
1742 Id.  
1743 OECD Action 5, supra n. 888, at para. p. 10, paras. 89-141; See also OECD, Harmful Tax Practices - Peer Review Reports 

on the Exchange of Information on Tax Rulings: Inclusive Framework (OECD 2017) [hereinafter OECD Peer Review Reports on 

the Exchange of Information on Tax Rulings]. 
1744 OECD Action 5, supra n. 888, at para. 91, which are: “(i) rulings relating to preferential regimes; (ii) unilateral APAs or 

other cross-border unilateral rulings in respect of transfer pricing; (iii) cross-border rulings providing for a downward 

adjustment of taxable profits; (iv) permanent establishment (PE) rulings; (v) related party conduit rulings; and (vi) any other 

type of ruling agreed by the FHTP that in the absence of spontaneous information exchange gives rise to BEPS concerns.” 
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importance with respect to tax arbitrage with HFIs.1745 BEPS Action 5 also requires substantial activity for 

preferential tax regimes.1746 In order to comply with the principles set out BEPS Action 5, the design of 

such regimes has to ensure that benefits are available only when the qualifying taxpayer undertakes the core 

income generating activities.1747 The types of preferential regimes discussed in BEPS Action 5 include 

financing or leasing regimes,1748 banking and insurance regimes1749 and holding company regimes.1750   

This connects to the relevant parts of the transfer pricing Actions.1751 Entities that lack substantial activities 

and which were established in a jurisdiction merely for the sake of receiving benefits under a preferential 

tax regime will not be allocated substantial income.1752 The same is true for so-called “cash boxes”, which 

are capital rich entities without any other relevant economic activities.1753 The work conducted by the 

OECD within BEPS Action 8-10 should lead to such entities not being entitled to excess profits.1754 In fact, 

they should only be allowed to retain a risk-free return.1755 In July 2018, a discussion draft dealing explicitly 

with financial instruments was published.1756  

BEPS Action 6 contains, as a minimum standard, the amendment of the preamble of tax treaties towards 

stating that their intention is to eliminate double taxation without creating opportunities for double non-

taxation or reduced taxation.1757 In addition, states should implement into their tax treaties either the 

                                                
1745 See in more detail: id., at paras. 118-119. See for the emphasis of this type of ruling being relevant (made in the context of 

analysing the Lux Leaks affair): Marian, supra n. 1370, at p. 52. 
1746 OECD Action 5, supra n. 888, at para. 24. 
1747 OECD Harmful Tax Practices Progress Report, supra n. 888, at p. 40. With respect to IP regimes – which are at the core of 

the final report on BEPS Action 5 –see OECD Action 5, supra n. 888, at paras. 26-69. Thereby, the so called nexus approach was 

agreed on. See id., at para. 27. The other two approaches not chosen by the so called Forum on Harmful Tax Practices (FHTP) are 

the value creation approach and the transfer pricing approach. The nexus approach was developed in the context of IP regimes. 

See id., at paras. 27-32. Its principles are, however, applicable to other preferential regimes as well. See id., at p. 9, paras. 70-73; 

OECD Harmful Tax Practices Progress Report, supra n. 888, at p. 39. 
1748 Id., at para. 78 – which are explained as regimes that provide for a preferential tax treatment for financing and leasing 

activities. For the core income generating activities see id., at para. 79.  
1749 Id., at para. 82 – which are explained as regimes that provide for a preferential tax treatment to banking and insurance 

activities. For the core income generating activities see id., at para. 83. 
1750 Id., at para. 86 – which are explained as regimes that (i) provide benefits to companies that hold a variety of assets and earn 

different types of income (e.g. interest, rents, and royalties), or (ii) regimes that apply only to companies that hold equity 

participations and earn only dividends and capital gains. See id., at para. 87 for a discussion of specific concerns and the 

influence of other Actions of the BEPS Action plan. With respect to equity holding companies “the substantial activity factor 

requires, at a minimum, that the companies receiving benefits from such regimes respect all applicable corporate law filing 

requirements and have the substance necessary to engage in holding and managing equity participations (for example, by 

showing that they have both the people and the premises necessary for these activities).”  
1751 Comprehensively: OECD Transfer Pricing Actions, supra n. 1489, at pp. 13-50; see also the references provided for in sec. 

8.3.2. 
1752 OECD Harmful Tax Practices Progress Report, supra n. 888, at pp. 39-40. 
1753 OECD Transfer Pricing Actions, supra n. 1489, at p. 10. 
1754 Id. 
1755 Id. For clarity: If this takes the form of interest, the implementation of BEPS Action 4 may deny the deduction as well. See id., 

for this as well as for concise elaborations as to the relationship with BEPS Action 3 (return may be targeted by CFC rules) and 

BEPS Action 6 (avoidance of WHT becomes more difficult). 
1756 OECD, BEPS 8 – 10 Financial Transactions Public Discussion Draft para. 17 (OECD 2018) [hereinafter OECD BEPS 8 – 10 

Financial Transactions]. For a discussion, see especially sec. 8.3.2., 8.4.1.3. 
1757 See including the relevant references already supra n. 1496; In Art. 6 para. 1 MLI the wording is as follows: “Intending to 

eliminate double taxation with respect to the taxes covered by this agreement without creating opportunities for non-taxation or 
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Limitation on Benefits (LoB) clause and the Principal Purpose Test (PPT), the PPT alone, or the detailed 

version of the LoB clause and a rule that is intended to counter certain conduit arrangements that are not 

covered by the LoB clause.1758 Both of kind of rules target at treaty shopping.1759 Once implemented into 

tax treaties, they will make the access to them – and hence to WHT reductions in the source state – more 

difficult.1760 The LoB clause ties the eligibility to tax treaty benefits to passing at least one test that focuses 

the ownership structure or activity of the company.1761 In addition to that it includes a discretionary relief 

clause.1762 The PPT is a GAAR on tax treaty level.1763 It looks at the motivation of a taxpayer and denies 

tax treaty benefits if “one of the principal purposes“ was to obtain this benefit and this was contrary to the 

object and purpose of the relevant provisions of the tax treaty.1764 Through the MLI the PPT will enter into 

more than 1.100 tax treaties.1765 

BEPS Action 12 is dedicated to mandatory disclosure regimes. In it the OECD recommends to develop 

hallmarks, which focus on cross-border tax outcomes that give rise to BEPS concerns.1766 Hybrid 

mismatches and treaty shopping arrangements are mentioned as specific examples.1767 Deductible payments 

to group members who are resident in a no-tax jurisdiction may be included as well.1768 Thereby, only 

arrangements which include a transaction with a domestic taxpayer that has material tax consequences for 

                                                
reduced taxation through tax evasion or avoidance (including through treaty-shopping arrangements aimed at obtaining reliefs 

provided in this agreement for the indirect benefit of residents of third jurisdictions),”. See in good detail on the general issue: de 

Broe & Luts, supra n. 1492, at paras 54-61; F. Engelen, Interpretation of Tax Treaties under International Law pp. 172-185, 429 

(IBFD 2005); de Broe Prevention of Abuse, supra n. 96, at p. 329. 
1758 See including the relevant references already supra n. 1496. 
1759 Compare OECD Action 6, supra n. 1046, at paras. 17-24. See also the literature quoted in supra n. 1044. The PPT may also 

be used in the context of other forms of tax treaty abuse.  
1760 Note that there is a dispute in literature as to whether or not the PPT must actually be implemented into a tax treaty in order to 

become effective. In a nutshell: The OECD argues that the PPT is only a confirmation of a principle already included in tax 

treaties. So even in absence of its explicit implementation, its spirit is still applicable. See, OECD Model Tax Convention on 

Income and on Capital: Commentary on Article 29 para. 169 (15 July 2017), Models IBFD. Substantial parts of literature doubt 

that. They see in the PPT a novelty. Thus, the PPT is only applicable if explicitly included into a tax treaty. See, e.g. De Broe & 

Luts, supra n. 1492, at para. 26; agreeing: E. Pinetz, Final Report on Action 6 of the OECD/G20 Base Erosion and Profit Shifting 

Initiative: Prevention of Treaty Abuse, 70 Bull. Intl. Taxn. 1/2 , sec. 2.2.2 (2016) [hereinafter Pinetz Action 6]; Compare also: M. 

Lang, BEPS Action 6: Introducing an Antiabuse Rule in Tax Treaties, 74 Tax Notes Int’l 7, p. 656 (2014) [hereinafter Lang 

Action 6]; Scherleitner CIV part II, supra n. 1492, at sec. 8.2.1 (2017) The author discussed the issue more broadly in, e.g. 

Scherleitner MLI, supra n. 1294, at sec. 3.2.2.; for a comprehensive analysis of the PPT see L. de Broe, Tax Treaty and EU Law 

aspects of the LOB and PPT provision, in Base Erosion Profit Shifting (BEPS) pp. 206-226 (R. Danon ed., Schulthess 2016) 

[hereinafter de Broe PPT]; V. Chand, The Principal Purpose Test in the Multilateral Convention: An in-depth Analysis, 46 

Intertax 1 (2018); E. Barret & M. Evers, OECD Report, in Anti-avoidance measures of general nature and scope – GAAR and 

other rules, in IFA Cahiers de Droit Fiscal International vol. 103a (Sdu Netherlands 2018); see also the further references 

provided for in supra n. 3139.  
1761 Art. 29 (1)-(5) OECD Model (2017). 
1762 Art. 29(6) OECD Model (2017). See for the simplified LoB clause Art. 7(8)-(14) MLI. 
1763 Art. 29(9) OECD Model (2017); included in Art. 7(1) and (2)-(4) MLI. 
1764 See in more detail the description in sec. 7.3.2. 
1765 OECD, Frequently Asked Questions on the Multilateral instrument (MLI) p. 3 (OECD 2017); Only a minority of states 

decided to supplement the PPT with an simplified LoB clause. See also Scherleitner MLI, supra n. 1294, sec. 1.4. 
1766 OECD Action 12, at para. 239. 
1767 Id., stating that such cross-border tax outcomes would include what is generally targeted by the OECD BEPS Action Plan, 

supra n. 16. 
1768 Id., naming also other examples of cross-border tax outcomes that pose material risks to the tax base of a reporting 

jurisdiction. Also payments to members of the same control group that are not a tax resident anywhere are included. 
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the reporting country are to be disclosed. Further, it is a requirement that the taxpayer was aware, or should 

have been aware, of the hallmarked outcome.1769 The disclosure obligation can be imposed on the taxpayer 

and/or its material advisor.1770 

BEPS Action 13 requires MNEs to provide tax administrations with a master file.1771 This contains high 

level information regarding their global business operations and transfer pricing policies.1772 Further, it 

contains a local file, which is specific to each country.1773 Therewith detailed transactional transfer pricing 

documentation should be provided.1774 In addition, large MNEs1775 have to provide a country by country 

report.1776 For each jurisdiction in which the MNE does business this has to include certain information 

including taxes paid and activities engaged in.1777 

5.3.4. Summarising remarks 

As it has been worked out above, a variety of Actions of the OECD/G20 BEPS Action Plan can exert an 

influence on tax arbitrage with HFIs. Against this background, this thesis summarised the relevant BEPS 

Actions as one “OECD approach against tax arbitrage with HFIs”. At its core stands BEPS Action 2 which 

is the most targeted Action. This is backed up by BEPS Action 3, which strengthens CFC rules, and BEPS 

Action 4 which limits interest deductions. Less directly BEPS Action 5, countering harmful tax practices, 

BEPS Action 6, focusing on the abuse of tax treaties, BEPS Action 8-10, addressing transfer pricing issues, 

BEPS Action 12, working on mandatory disclosure rules, and BEPS Action 13, dealing with country by 

country reporting, can, sometimes, affect tax arbitrage with HFI. The interaction of the BEPS Actions is 

different depending on whether the perspective of the source state, or the perspective of the residence state 

is taken in. Consider the following: 

The relevant concern of the source state is the erosion of its tax base by means of certain transactions.1778 

In broad terms, this relates to deductions granted by this state not being subject to adequate tax at the level 

                                                
1769 Id, pp. 10-11, paras. 233-238, 242-258.  
1770 Id., at para. 253. 
1771 OECD Action 13, supra n. 1465, at p. 9. 
1772 In more detail see id., at p. 9, paras. 18-20, and pp. 25-26. 
1773 Id., at p. 9. 
1774 In more detail see id, at pp. 9, para. 22, and pp. 27-28. 
1775 See in more detail id., at paras. 51-55. 
1776 Id., at p. 9. 
1777 In more detail see id., at pp. 9, paras. 234.25, and pp. 29-35. 
1778 See the discussion and references provided for in sec. 5.2. 
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of the recipient. This is especially apparent in Action 2, 3 and 5.1779 But it also underlies BEPS Action 4,1780 

and the relevant parts of BEPS Action 8-10.1781 

This means that for the source state the first two – and relatively most important – Actions are BEPS Action 

4 and the discussed parts of BEPS Action 8-10. This is because they impose limits on the deductibility of 

interest payments. They do so either generally (Action 4), or under certain – in the context of tax arbitrage 

with HFIs potentially relevant – circumstances (Action 8-10). States implementing these rules can relativize 

the problem of tax arbitrage with HFIs arising to source states.1782  

The extent to which this happens depends, foremost, on how strict a country implements BEPS Action 4. 

As worked out in sec. 5.3.2.2. states have quite some leeway in this regard. They can, for instance, apply 

the fixed ratio rule with a ratio of net interest expense/EBITDA of 10 % for standalone entities without 

applying a group ratio rule and without allowing any carryovers.1783 On the other hand, they can set the 

ratio at 30% of the EBITDA, apply the rules only to members of MNEs, apply the group ratio rule, except 

a variety of loans, set the de minimis threshold at 3 million and allow the carry forward of disallowed 

interest expense and unused interest capacity.1784  

Either way the problem is not fully solved therewith.1785 With respect to the still deductible interest 

payments tax arbitrage with HFIs is possible. Here BEPS Action 2 comes into play.1786 It addresses so called 

D/NI outcomes resulting from qualification conflicts. It does so through linking rules that – following a 

certain hierarchy – either lead to the denial of the deduction at the level of the payer, or the inclusion of the 

income at the level of the payee.1787 A step earlier, in the context of debt/equity hybrids, BEPS Action 2 

                                                
1779 Because the payment is not included into the ordinary income (compare the discussion on BEPS Action 2 in sec. 5.3.2), or 

because the payment is paid to a low tax jurisdiction (compare the discussion on BEPS Action 3 in sec. 5.3.2.1; and the sources 

provided for in supra n. 1797, as to the deterrent nature of CFC regulations that can protect the source state when neutralising the 

effect of the transaction), or because it enjoys the benefits of a preferential tax regime, which the taxpayer artificially obtains 

(compare the discussion on BEPS Action 5 in sec. 5.3.3.). 
1780 Because the usage of deductible interest payments for tax planning purposes typically relies on the taxation of the recipient 

being more favourable (compare the discussion on BEPS Action 4 in sec. 5.3.2.2.). 
1781 Because the usage of a cash box to obtain a more than a risk free return may be motivated by reaching a lower taxation for 

the payment (compare also the discussion on BEPS Action 8-10 in sec. 5.3.3.) 
1782 When BEPS Action 2 and BEPS Action 4 are implemented, this is different. As BEPS Action 2 applies before BEPS Action 

4, the implementation of the latter does not anymore relativise the issue of tax arbitrage with HFIs relying on a qualification 

conflict (they are always targeted through BEPS Action 2), but only the impact of substitute transactions with HFIs. 
1783 See the discussion and references provided for in sec. 5.3.2.2.; Note in this context the remark made in supra n. 1710. A 

country may also choose to rely on a net interest/EBIT ratio. This should, however, not make a difference, because it should 

reflect the result that occurred in case an EBITDA ratio was used. Against this background it seems also unlikely that a country 

could chose a net interest/EBIT ratio of 10%.  
1784 Compare the discussion and references provided for in sec. 5.3.2.2. 
1785 Which is recognised by the OECD. See OECD Action 2, supra n. 13, at para. 317.  
1786 Whilst the thesis will proceed with analyzing the wholly implemented OECD approach, it seemed worthwhile to break up the 

above steps into (i) implementation of BEPS Action 4 and – thereafter – (ii) implementation of BEPS Action 2. This is, for 

illustration purposes, also done in id. As emphasized, again, in the below – in the fully implemented OECD approach, BEPS 

Action 2 comes into play first. 
1787 See the discussion and references provided for in sec. 5.3.1.1. 
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foresees the denial of dividend relief granted for economic double taxation.1788 The Imported Hybrid 

Mismatch Rule combats indirect D/NIs and is meant to ensure the integrity of the rules.1789  

BEPS Action 5 may, likewise, protect the source state. First, it may make the process of “arbitrage 

manufacturing” more difficult.1790 Second, it may lead to a decrease in deductible payments to taxpayers 

subject to a preferential tax regime.1791 They are substitutes for tax arbitrage transaction that rely on a 

qualification conflict. BEPS Action 2 does not catch all of these payments.1792 BEPS Action 5 does not do 

so either – however, it should make using such regimes less attractive.1793 BEPS Action 6 can help the 

source state to uphold a domestic WHT in cases taxpayers try to abusively reach a reduction in it under tax 

treaties.1794 In the presence of WHT, the attractiveness of tax arbitrage transactions may be decreased. 

From the perspective of the residence state, the most important Actions are BEPS Action 2 and BEPS 

Action 3. Both conceptually result in a taxation of income that has not been (sufficiently) taxed abroad. 

This happens through denying a special tax treatment at the level of the payee,1795 or by lifting a corporate 

veil that would otherwise allow for a more favourable taxation.1796 

To the extent the above mentioned BEPS Actions deter taxpayers from entering into tainted types of 

transactions, it may practically protect both the source state1797 and – as the case may be – the residence 

state of the payee or of the (ultimate) shareholder.1798 BEPS Action 12 and BEPS Action 13 are meant to 

help the tax administrations of either state. They have a deterrent nature as well.  

The ultimate effect of the OECD approach cannot yet be foreseen. It is important to recall that these rules 

were not developed in a vacuum. To the contrary, and as revealed by the 2013 IFA Congress,1799 there are 

                                                
1788 See the discussion and references provided for in sec. 5.3.1.2. 
1789 See the discussion and references provided for in 5.3.1.3. and sec. 5.2.2. 
1790 See in more detail the discussion under reference to Lux Leaks in sec. 4.2.2..  
1791 Which can include interest payments made to a recipient subject to a special tax regime. The importance of BEPS Action 5 

goes, however, far beyond the scope of this thesis, which, as discussed in sec. 1.3 and 1.5. only focuses on substitute transactions 

effected with financial instruments. Tax policymakers may note that BEPS Action 5 tends to make transactions substituting those 

discussed in this thesis more difficult.  
1792 In short, because a resulting D/NI outcome may not be attributable to the terms of the instrument. 
1793 In short, because it should lead to countries offering such regimes to require substantial activity aside the taxpayer. See in 

more detail the discussion and references provided for in sec. 5.3.3. 
1794 See in more detail the discussion and references provided for in id. 
1795 Which is, broadly speaking, the consequence of BEPS Action 2 in case the residence state is to act.  
1796 Which is, broadly speaking, the consequence of BEPS Action 3. Compare, similarly, Harris UN Proposal, supra n. 1, at p. 

298. 
1797 With respect to CFC regulations similarly: Dourado CFC, supra n. 1565, at p. 342; see also D. Blum, Controlled Foreign 

Companies: Selected Policy Issues – or the Missing Elements of BEPS Action 3 and the Anti Tax Avoidance Directive, 46 

Intertax 4, sec. 3.2.1. (2018).  
1798 Consider the fact patter underlying the discussion on “arbitrage manufacturing” held in sec. 4.2.2. In absence of the 

intermediary jurisdiction, the residence state of the (ultimate) shareholder may – depending on the financing instrument chosen – 

tax income, it would not tax otherwise.  
1799 Comprehensively: Dahlberg & Wiman, supra n. 1373. 
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a variety of rules in place that can target the shifting of income into low tax jurisdictions.1800 They include 

CFC rules, WHT and transfer pricing regulations, which are now strengthened by the OECD approach.1801 

Besides, also other concepts, such as domestic law GAARs, or specific anti avoidance rules (SAARs)1802 

may prove effective in taking away the tax benefit. Furthermore, also income attribution rules,1803 switch-

over clauses,1804 or provisions determining tax residency1805 may be part of a wider arsenal of regulations 

relied on in such context.1806 

Jurisdictions, therefore, start from different points and may use the leeway provided for in the various parts 

in the OECD approach to address their specific needs. Whilst this has its advantages, it also entails a 

potential for drawbacks. In this regard, especially BEPS Action 3 may proof problematic. As mentioned in 

above, the OECD does not propose any fixed rules.1807 To the contrary, the lack of consensus is omnipresent 

throughout the entire work.1808 Taking into account the different tradition of CFC rules in various tax 

systems,1809 as well as the wealth of relevant policy considerations,1810 this does not surprise.1811 States may, 

ultimately, choose more narrow approaches. This could, however, reduce the effectiveness of the rules.1812  

As an ultimate result, the full implementation of the OECD approach incorporates two dimensions. The 

first one is its strictness. It will be starkly determined by how the leeway in implementing BEPS Action 4 

                                                
1800 Which is practically the same as employing a tax arbitrage structure with a HFI – see Harris UN Proposal, supra n. 1, at sec. 

3.1.1. and the elaborations in sec. 1.2.-1.3. and 1.5. 
1801 See already the discussion and references provided for in sec. 5.3.2.1. and 5.3.3. 
1802 Such as rules generally denying the deduction in case of low taxation. See ch. 6 for a discussion of such a rule. See supra n. 

2487, for further country examples. See also Dahlberg & Wiman, supra n. 1373, sec. 3.8. some countries relied on similar rule 

also prior the OECD/G20 BEPS Report; or: R. Offermanns & B. Baldewsing, Anti-Base-Erosion Measures for Intra Group Debt 

Financing, in International Tax Structures in the BEPS Era: An Analysis of Anti-Abuse Measures (M. Cotrut ed., IBFD 2015), 

Online Books IBFD. 
1803 Making the attribution of income to tax haven companies with little substance more difficult. See, especially, the discussion 

in K. Fürsinn, & P. Rümmele, Austria, in The taxation of foreign passive income for groups of companies International Fiscal 

Association (IFA), Cahiers de droit fiscal international vol. 98a, sec. 2.1. (Sdu Fiscale & Financiele Uitgevers 2013). 
1804 These rules are conceptually similar to CFC rules, but only apply on the distribution of income. In case of low taxation of the 

underlying profits, the benefits of a participation exemption in the shareholder state can be denied. See for a discussion of a 

switch-over clause: id., at sec.3.1. Such rules can also apply when income from foreign PEs and foreign real estate is tax exempt. 

See Dahlberg & Wiman, supra n. 1373 at sec. 3.4. for more detail. 
1805 Which may trigger unlimited tax liability based on the fact that the place of effective management of a company resident in a 

no/low tax jurisdiction is actually in another state. Jurisdictions that tie unlimited tax liability to the place of effective 

management of a company, therefore, make the management of the company from this state more difficult. 
1806 See in more detail: Dahlberg & Wiman, supra n. 1373, ch. 3; and the various branch reports discussing the respective rules. 
1807 See sec. 5.3.2.1. 
1808 P. Janssens et al., The End of Intra-Group Financing… or Not Just Yet? - Part 2, 55 Eur. Taxn. 8, sec. 3.2.9. (2015) 

[hereinafter Janssens et al. Part II] with respect to the discussion draft and pointing out the area of defining CFC income as being 

the most notable example. 
1809 See OECD Action 3, supra n. 1484, p. 9; Dourado CFC, supra n. 1565, at p. 341, referring to the first CFC legislation having 

been implemented in 1962 in the US.  
1810 See in detail: OECD Action 3, supra n. 1484, paras. 5-22.  
1811 But note also R.S Avi-Yonah & H. Xu, Evaluating BEPS, U of Michigan Public Law Research Paper No. 493 available at 

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2716125 (accessed 25. Jul. 2018), sec. 3.7 (2017), saying: “The reason for 

the weak CFC rules could be explained by the stubborn insistence on the tax incentives by some OECD countries in particular 

the UK.” 
1812 E.g. Dourado CFC, supra n. 1565, at p. 355. 
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is used. The second one is its robustness. This will be determined by how easy it is to circumvent the rules 

included in BEPS Action 2 by means of substitue transactions with financial instruments. The robustness, 

inter alia, depends on the strength of CFC rules1813 and (further) applicable domestic rules that target income 

shifting to no/low taxed recipients via interest payments. WHT can affect both dimensions.1814 The 

effectiveness of the OECD approach will be determined at these margins. If implemented in the most robust 

way, all of the interest deductions allowed under BEPS Action 4 will face a certain level taxation at the 

recipient level.1815 For clearness sake, due to BEPS Action 2 applying before BEPS Action 4,1816 the 

strictness and robustness of the implementation of the OECD approach does not have an effect on tax 

arbitrage with HFIs that relies on a qualification conflict: This will always be addressed. 

5.4. Analysis of the OECD Approach against tax arbitrage with hybrid financial instruments  

5.4.1. Introductory remarks and outline – how to deal with the options? 

This section will analyse the “OECD approach against tax arbitrage with HFIs” from the perspective of 

inter taxpayer equity (sec. 5.4.2.), inter nation equity (sec. 5.4.3.), efficiency (5.4.4.) and administrability 

(5.4.5.).  

All of these investigations share a common problem that is worth underlining at the beginning: It is 

impossible to tell what “implementing” the OECD approach precisely means. As just mentioned above, 

there is a substantial leeway incorporated into BEPS Action 3 and 4.1817 The way a country decides to 

                                                
1813 Which are, notably, not necessary those of the state implementing the OECD approach.  
1814 On the one hand, it leads to a taxation in the source state. The higher the WHT, the stricter the approach against BEPS. On 

the other hand, and for the same reason, they also make alternative transactions less rewarding. 
1815 Recall from sec. 5.3.2.2. that BEPS Action 2 applies before BEPS Action 4. Thus, a deduction denied due to BEPS Action 2 

will not be included in determining the net interest expense. When the tax outcomes combatted by BEPS Action 2, i.e. D/NI 

results, cannot be reached through other means, then no interest deduction that is left can be low taxed. Note, however, that BEPS 

Action 2 does not refer to any actual tax burdens. Therefore, it is not literally possible to combat any substitute transaction to 

what would be hit by the relevant parts of BPES Action 2. If, due to a qualification conflict, a payment made under a financial 

instrument gets taxed at 30%, instead of 40%, then BEPS Action 2 could apply (see also the discussion and references provided 

for in sec. 5.4.2.1). Yet, it would (sensibly) not seem possible to combat substitute transactions that reach the same result, i.e. 

interest paid under an ordinary loan that is taxed at 30% at the level of the recipient. Rather, taxpayers engaging in tax arbitrage 

with HFIs may be assumed to be willing to reach a considerably better outcome. This is also what BEPS Action 2, in reality, 

seems to be targeted at. Thus, also substitute transactions to this outcome are relevant. The “perfect” mitigation of substitute 

transaction to tax arbitrage with HFIs as combatted in BEPS Action 2 will, thus, require an understanding of a certain desired 

taxation of the income at the level of the recipient. Notably, business reasons are not relevant in this context, since also BEPS 

Action 2 does not refer to them. Those regarding a business purpose test for unnecessary in this regard, will not think differently 

if they want to comprehensively close down ways to circumvent BEPS Action 2. In the opposite scenario – which will be 

discussed in sec. 5.4.2.1. – all of the interest deductions allowed after BEPS Action 4 can be used to reach a D/NI result, e.g. 

because they are paid to a recipient resident in a tax haven. This constitutes the least robust implementation of the OECD 

approach. On the limitation of this thesis to the “interest channel” see already sec. 1.5. 
1816 See already sec. 5.3.2.2., as well as, OECD Action 2, supra n. 13, at para. 317. 
1817 Apart from the various options included in Art. 4 and 7 ATAD (2016/1164), it says, as mentioned, in Art. 3 ATAD 

(2016/1164) that the directive only provides for a minimum level of protection. States can provide for stricter rules if they want. 
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translate the recommendations into domestic law can result in a relatively strict, or a relatively narrow 

outcome.1818 This makes estimating the precise effects of the OECD approach rather difficult.  

To be clear, it has to be acknowledged that there may be good reasons for policymakers not to implement 

the OECD approach in a strict way.1819 Neither may it be feasible to implement broader “catch-all rules”, 

such as comprehensive WHT on all outgoing payments.1820 Ultimately, all of that will have to do with the 

particularities of a country and its economy.1821 In fact, it seems likely that in reality states might not have 

much choice in how to structure their response.  

There is no room in this thesis to discuss how the OECD approach should be implemented into the tax 

system of a country. The only thing being fixed is the implementation of BEPS Action 2. It can be 

surrounded by rather strict, or rather narrow rules that back it up. The goal of this chapter is to find out – in 

complete isolation – what this means for combatting tax arbitrage with HFIs. 

To understand why the strictness of the OECD approach is of key importance, recall the discussion in sec. 

4.6.1822 With respect to some of the concerns caused by tax arbitrage with HFIs, it was argued that they 

require a broader perspective.1823 That is, the mere closing down of tax arbitrage with HFIs that rely on a 

qualification conflict does not have much effect, if the same, or a similar, result can be reached via other 

means. In these circumstances, it was decided to widen the focus towards generally including payments 

with financial instruments. However, this leaves untouched a variety of other tax planning strategies not 

involving financial instruments that can also give rise to these results.1824 The reader must note that to the 

extent tax planners can replicate tax arbitrage with HFIs without using financial instruments, even the 

strictest implementation of the OECD approach may be of limited effect.1825  

In this context, it is also worth stressing that the robustness of the OECD approach is not under the full 

control of the implementing country. Sometimes, the application or non-application of CFC rules of other 

jurisdictions may be decisive for a tax planning structure to succeed. In this regard, note especially that a 

lack of coordination between BEPS Action 2 and BEPS Action 3 has been subject to strong critique in 

                                                
1818 Compare the discussion in sec. 5.3.4. Also BEPS Action 6, and consequently the MLI, provides for a leeway with respect to 

its implementation. See already supra n. 1492-1493. 
1819 As noted in supra n. 1711 the OECD, e.g. provides for some guidance regarding when to choose high and when to choose a 

low ratio in the context of BEPS Action 4.  
1820 Compare, not least, the discussion on tax competition constraints in secs. 3.2.1.3.2.2. 
1821 Compare e.g. again, supra n. 1819-1820. 
1822 As well as more fundamentally the discussion and references provided for in sec. 1.3. 
1823 See the discussion in sec. 4.6. The first two inter taxpayer equity concerns require a broad perspective, the third inter nation 

equity concern requires a narrow perspective, the third inter taxpayer equity concern and the first inter nation equity concern will 

be looked at from a narrow perspective as well. The second inter nation equity concern and the efficiency concerns demand a 

mixed perspective. 
1824 See on this limitation already the relevant discussion and references provided for in sec. 1.3. and 1.5. 
1825 See especially the disucssion and references provided for in sec. 1.5. 
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literature.1826 This generally undermines BEPS Action 2.1827 Even more, parts of literature regarded the CFC 

rules as discussed within BEPS Action 3 to be “very weak.”1828 The technical analysis necessary to find out 

when precisely such circumventions of BEPS Action 2 are possible is not in the scope of this thesis. 

Nevertheless, there are indicators that they may, ultimately, exist.1829   

As a further methodical remark: The guiding principles for company taxation relied on for the purposes of 

the below research sometimes support each other. Sometimes, however, they conflict.1830 Where the latter 

happens, a choice has to be made. Importantly, it will not be the author of this thesis who does so. Rather, 

it is the tax policymaker considering the introduction of the OECD approach herself that must assess 

whether or not certain aspects fit well within a country´s policy.1831 The goal of this research is work out 

the concerns in relative isolation. Consequently, within the analysis below, certain features may well occur 

more than once. Most typically, this involves features that are criticised from an equity perspective, but 

welcomed from an administrability perspective.  

5.4.2. Inter taxpayer equity 

5.4.2.1. Addressing the inter taxpayer equity concerns 

The equity concerns raised in the context of tax arbitrage with HFI, can be divided into three elements:1832 

First, tax arbitrage with HFIs can give rise to an increased perception of the tax system being unfair. Second, 

tax arbitrage with HFIs can result in a horizontally inequitable taxation of a local subsidiary of an MNE 

and a domestic standalone entity. Third, tax arbitrage with HFIs costs tax revenue which may have to be 

borne by someone else.  

The core question underlying the first inter taxpayer equity concerns is whether the OECD approach can 

lead to an increase in the perception of the tax system being fair. In this regard, recall from sec. 4.2.1. the 

proxy person NM. It was assumed that because of the dramatically lower effective tax rates of (some) 

                                                
1826 Harris UN Proposal, supra n. 1, at sec. 4.4.; see also C. Kahlenberg, The interplay between the OECD Recommendations of 

Actions 2 and 3 Regarding Hybrid Structures, 44 Intertax 4, ch. 3 (2016), who demonstrates the risk of the interaction of BEPS 

Action 2 and BEPS Action 3 to result in double taxation; Compare also M. Calatrava, Interaction of Hybrid Mismatch Rules with 

Other Areas of the BEPS Action Plan, in Limiting Base Erosion sec. 4.1.-4.2. (E. Pinetz & E. Schaffer eds., Linde 2017).  
1827 See Harris UN Proposal, supra n. 1, at sec 3.1.1., who states: “the effectiveness of the hybrid mismatch rules will only be as 

good as the effectiveness of anti-deferral rules as controlled foreign corporation (CFC) rules.“ 
1828 Avi-Yonah & Xu, supra n. 1811, at sec. 3.7. 
1829 Take, as an example, the possibility of excluding entities from the scope of the CFC rules, if they sufficiently engage in an 

active business. See Art. 7 paras. 2-3 (ATAD 2016/1164) and compare the discussions of the “entity approach” in OECD Action 

3, supra n. 1484, at paras. 96-97; Groups may restructure to exploit such an exemption. See in this regard: A. Tokola, The 

Implementation of the Controlled Foreign Company Rules in the EU Anti-Tax Avoidance Directive in Finland, Luxembourg and 

the Netherlands – The Effects on the Holding Company Structures of Finnish Groups, 72 Bull Intl. Tax. 2 (2018), sec. 7.2. 

(2018), Journals IBFD. 
1830 Compare, in brief, the discussion and references provided for in sec. 3.1. 
1831 I.e. depending on the underlying tax policy preferences, the concerns or merits coming along with certain aspects of the OECD 

approach may have different weights.  
1832 See in detail sec. 4.2.1. 
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MNEs as opposed to domestic standalone entities, this person perceives the tax system to be unfair. His 

fairness perception is deemed to improve if such results are mitigated. 1833 

Broadly, speaking the OECD approach will help to address this issue. The extent to which this happens 

depends on the strictness and robustness of its implementation.1834 To justify this initial judgement, it has 

to be demonstrated that even the least strict and the least robust version of a fully implemented OECD 

approach can have a positive effect. To see that this succeeds, consider the following:  

What concerns strictness, BEPS Action 4 will limit the general scale of the problem – also in its most 

generous implementation. With less interest deductible the volume of substitute transactions with financial 

instruments may, overall, decrease as well.1835 What concerns robustness, even if BEPS Action 2 could be 

perfectly circumvented by substitute transactions with financial instruments,1836 tax planners still would 

have to adapt.1837 Thereby, it seems unlikely that all tax arbitrage transactions relying on a qualification 

conflict will be readily replaced by making substitute payments to no/low taxed recipients. Even if many 

are – some will, nevertheless, fall away. In fact, due to reputational risks, not everyone will be prepared to 

shift income into a tax haven.1838 

That being said, the context the OECD approach was developed in allows for some additional and more 

specific reflections relevant to the first inter taxpayer equity concern.  

Consider, first, the following background: One of the main triggers of OECD/G20 BEPS Action plan was 

bad media coverage.1839 It is, therefore, not surprising that the OECD/G20 announced restoring the 

confidence in the tax system to be a top goal of this project.1840 Hence, the OECD/G20 themselves intend 

to address the concerns of the person mentioned above. Taking into account the volume of the OECD/G20 

                                                
1833 See the discussion and references provided for in sec. 4.2.1. 
1834 See sec. 5.3.4. 
1835 Note in this regard OECD Action 2, supra n. 13, at para. 317. stating: “Within the limits imposed by a fixed ratio rule, there 

may still be significant scope for an entity to claim interest deductions in circumstances where a hybrid financial instrument or 

hybrid entity is used to give rise to a double deduction or deduction/no inclusion outcome.“ This is to be contrasted to the OECD 

approach as discussed in this thesis, because in id., the OECD calls for countries to implement BEPS Action 2 in addition to 

BEPS Action 4 (instead of regarding the mere introduction of BEPS Action 4 to be enough). In this thesis, it is assumed that a 

country that implements the OECD approach against tax arbitrage with HFIs as defined in sec. 5.1-5.3. will implement all of the 

Actions discussed above. In such case, BEPS Action 2 does not apply onto what is left over after BEPS Action 4, but applies, as 

mentioned in sec. 5.3.2.2., before it. 
1836 This concerns substitute transactions with financial instruments that are deductible within the limits of BEPS Action 4. In this 

scenario, this would mean that all deductible interest payments are paid to recipients that are not taxed on the income. See also 

the remarks in supra n. 1815. 
1837 In other words, those searching for a D/NI outcome cannot do so via a tax arbitrage transaction with a HFI, since BEPS 

Action 2 denies that. See sec. 5.3.1.1. Rather, tax planners have to seek for other possibilities to achieve such a result, i.e. they 

have to use substitute transactions with financial instruments to no/low taxed recipients. See in this context also sec. 1.3-1.5. 
1838 Compare, e.g. the discussion by Fisher, supra n. 1296.; see further, S.D. Dyreng, J.L. Hoopes & J.H. Wilde, Public pressure 

and corporate tax behaviour, 54 J. Account. Res. 1 (2016).  
1839 Christians & Shay, supra n. 1293, at sec. 2.1. as mentioned in supra n. 1311. 
1840 See already sec. 3.2.2.2. and the literature quoted there.  
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BEPS Action Plan,1841 the speed with which it was worked out1842 and the broad involvement of a variety 

of intuitions,1843 the political priority of these efforts appears to be rather high.1844 Yet, the outcomes of the 

OECD/G20 BEPS project are, of course, only soft law. In order for the ambitions to become practically 

effective, it needs states that implement these proposals. It is worth stressing that the wide majority of states 

is unlikely to do so.1845 

In an attempt to build a connection to the first inter taxpayer equity concern, recall, next, that most Actions 

included into the OECD approach against tax arbitrage with HFIs are not part of the minimum standard.1846 

Rather, they are a general policy direction participating states have agreed on.1847 Consequently, and apart 

from EU Member States,1848 no one of the over 128 countries that have so far joined the Inclusive 

Framework has formally committed to implement the parts of the OECD approach which are not a 

minimum standard.1849 

Arguably, this may weaken the (overall) potential of the OECD approach to combat the first inter taxpayer 

equity concern. To understand why, consider that both, the EU Members States, as well as every other 

country that joined the Inclusive Framework,1850 can publicly claim to have done something against BEPS. 

Whilst it may be clear to a tax professional that there is a difference between implementing the ATAD 

(2016/1164) and merely implementing the minimum standards, this may not be so with respect to the above 

mentioned proxy person. To the contrary, in both cases it may be that the person develops an expectation 

of certain undesired behaviour not to be possible anymore. 

The issue, however, is that the only substantive anti-abuse rules contained in the minimum standards are 

those included in BEPS Action 6.1851 If – as likely – a state choses the PPT, and factually applies the 

provision in adequate situations, it can combat tax treaty abuse. This makes some tax arbitrage strategies 

                                                
1841 See for an overview: http://www.oecd.org/ctp/beps-actions.htm (accessed on 25. Jul. 2018).  
1842 The BEPS Action Plan was announced in July 2013, and the (mostly) final reports were delivered in October 2015. See in 

more detail: Christians & Shay, supra n. 1293, at sec. 2.1., ch. 3. 
1843 The so-called “Platform for Collaboration on Tax” consists out of the OECD, the UN, the IMF and the World Bank. Among 

others, they aim to assist developing countries in implementing the measures developed within the OECD/G20 BEPS project. See 

also http://www.oecd.org/ctp/platform-for-collaboration-on-tax.htm (accessed on 25. Jul. 2018). See for a broader discussion, e.g. 

Christians & Shay, supra n. 1293, at sec. 2.1., ch. 3-5. 
1844 Which is not least indicated by the statement made in G20 St. Petersburg, supra n. 15, at para. 50. according to which 

“ensuring that all taxpayers pay their fair share of taxes is more than ever a priority” (emphasis added). 
1845 See the discussion and references provided for in sec. 5.1., as well as later in sec. 5.4.3.1. In short, the OECD approach 

against tax arbitrage with HFIs will play a role in the EU plus a few more important economies. Relative to the total amount of 

countries existing in the world, this is a rather small number, though.  
1846 See already the discussion and references provided for in sec. 5.1. 
1847 See already the discussion and references provided for in id. 
1848 See already the discussion and references provided for in id., as to the implementation of the OECD approach as discussed in 

this thesis in the EU. 
1849 Which, notably, does not mean that they will not (voluntarily) be implemented. On the Inclusive Framework see already the 

brief remarks provided for in supra n. 1466.  
1850 On the special case of Cyprus, which is an EU Member State, but has not (yet) joined the Inclusive Framework, see already 

supra n. 1510.  
1851 See for the minimum standard on BEPS Action 6 already supra n. 1496, and the discussion in sec. 5.3.3. 
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with HFIs more difficult.1852 Yet, it does not combat tax arbitrage with HFIs – including its substitute 

transactions – as such.1853 Their contribution to a potentially dramatically lower effective tax rate of MNEs, 

as opposed to domestic standalone entities remains. 

As a consequence, the expectations of the proxy person may be disappointed. In fact, if the tainted results 

are not mitigated, despite a country´s ability to claim to be BEPS compliant, the overall trust in the tax 

system may even be reduced.1854 Therefore, in terms of fairness perception, the minor role of the OECD 

approach against tax arbitrage with HFIs within the OECD/G20 BEPS project – in combination with the 

high expectations raised by this project – may be seen as a weakness of the OECD approach itself.1855  

Thus, the first inter taxpayer equity concern will be mitigated where the OECD approach is implemented. 

Where a country joins the Inclusive Framework on BEPS and only implements the minimum standards, the 

opposite may be true. The public expectations and the substance of the actually implemented rules may 

diverge too strongly. Admittedly, this effect may not emerge with respect to residents of tax havens. Many 

of them joined the Inclusive Framework,1856 but some of them do not have a CIT, nor a single tax treaty.1857 

In such case, there is no immediate revenue to lose.1858,1859 

The second inter taxpayer equity concern attached to tax arbitrage with HFIs was identified as the 

horizontally inequitable taxation of an entity part of an MNE and a domestic standalone entity.1860 The 

problem was divided into two parts: the base erosion perspective and the tax arbitrage perspective.1861 With 

respect to the former, concerns exist to the extent an MNE entity makes deductible “costless foreign related 

party payments” to other MNE entities.1862 In accordance with the work of Fleming, Peroni & Shay 

(2015),1863 these are payments within the MNE that do not represent real costs, but shift income from one 

                                                
1852 Because the source state might impose a WHT, which limits the tax benefits achievable by means of tax arbitrage with HFIs.  
1853 See in this regard also the discussion and references provided for in sec. 7.4.2.1. 
1854 Note, again, the strong assumptions necessary to come to this point.  
1855 In other words, the ability of countries to announce that they have joined the Inclusive Framework, which might raise the 

public expectation that the issues become addressed, is at odds with the fact that joining the Inclusive Framework formally only 

requires the implementation of the minimum standards, which will actually leave wide parts of the problems unaddressed.  
1856 For an actual overview of participating jurisdictions, follow the link provided for in supra n. 1466. 
1857 Such as, e.g. the Cayman Islands. See PwC, Worldwide Tax Summaries 2017/2018 pp. 454-458 (PwC 2017). 
1858 See, however, the discussion in sec. 5.4.3.2., where it will be argued that joining the Inclusive Framework can weaken their 

role as intermediaries and result in an overall loss of revenues. 
1859 Besides, it is additionally worth mentioning that the OECD approach leaves unaddressed another key concern relating to the 

perception of fairness. Whilst BEPS Action 5 will bring the exchange of certain rulings between tax authorities, it does not 

require them to become public. See OECD Action 5, supra n. 888, at paras. 137-140. This incorporates the risk of people 

suspecting the existence of a “secret tax law”. See J.D. Blank, The Timing of Tax Transparency, 90 S. Cal. L. Rev., pp. 455, 485 

(2017). This likely lowers their fairness perception as well. This is, not least, so as the public cannot check whether equals have, 

indeed, been treated equally. Compare id., at pp. 487-488. Critique was also raised in the context of BEPS Action 13. See for that 

Avi-Yonah & Xu, supra n. 1811, at sec. 3.15. This information is confidential as well. See OECD Action 13, supra n. 1465, at 

paras. 44-45, 57. 
1860 See the discussion and references provided for in sec. 4.2.1. 
1861 Id. 
1862 Id.  
1863 Fleming, Peroni & Shay Earnings Stripping, supra n. 130. 
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entity to another.1864 Contrary to that, these issues do not exist when payments within an MNE represent 

real cost (“real payments“).1865 The tax arbitrage component intensifies the magnitude of the concern caused 

by costless foreign related party payments.1866 Yet, it can also pose a problem in the context of real 

payments, because it gives the MNE entity an extra deduction for the same economic expense.1867 

What concerns the base erosion perspective, the OECD approach does not differ between “costless foreign 

related party payments” and “real payments”. Therefore, the denial, or allowance, of interest expense under 

it can catch both types of payments.  

Interestingly, in working out the corridor for the fixed ratio as used in BEPS Action 4, the OECD refers to 

empirical studies targeted at estimating the proportion of MNEs that would be able to deduct an amount 

equivalent to their net third party interest expense for a given fixed ratio.1868 The data shows that: “At a 

benchmark fixed ratio of 10%, 62% of these groups would in principle be able to deduct all of their net 

third party interest expense.” At the benchmark ratio of 20% it would be 78%, at a benchmark ratio of 30% 

it would be 87% and at a benchmark ratio of 50% it would be 93%.1869 The OECD´s choice to set the 

corridor between 10% - 30% was, in fact, motivated by the will to balance the goals of (i) allowing most 

MNEs to deduct their net third party interest expense and (ii) limiting the risk that MNEs will deduct more 

than this amount.1870 Thus, at least conceptually, the OECD aims to address the first part of the second inter 

taxpayer equity concern. Clearly, the above is a rough measure. Its effects will, again, depend on how the 

specific country will choose to implement BEPS Action 4. Furthermore, they will depend on the economic 

conditions present in the country.1871  

In this context, recall also that BEPS Action 4 applies to net interest. Therefore, it laudably leaves untouched 

the ability of the MNE to raise finance centrally and to on-lend it to the subsidiaries in need.1872 Seen against 

the background of the discussion held in sec. 4.2.1., this means that the OECD approach does not interfere 

with this important business characteristic of MNEs. 

                                                
1864 See the discussion in sec. 4.2.1., as well as, again, Fleming, Peroni & Shay Earnings Stripping, supra n. 130, p. 697. 
1865 See id.  
1866 See in detail 4.2.1. 
1867 See in detail id. The „extra deduction“ results from the no inclusion of the payment at the level of the receiving entity. As 

mentioned in supra 1345, this has a value only if the financing entity can itself offset the deduction against income. As such, this 

practically concerns tax arbitrage transactions with HFIs that rely on a qualification conflict.  
1868 OECD Action 4, supra n. 1483, at para. 96. 
1869 Id.  
1870 Id. Critical on the usefulness of the study: C. Dorenkamp, Konzernbeliebigkeit beim internationalen Zinsabzug? – Zugleich 

Anmerkung zu BEPS Actionspunkt 4, StuW 4, pp. 352-353 (2015).  
1871 As mentioned above, the OECD outlines factors that should assist countries in setting the benchmark ratio. See id., at paras. 

99- 114. 
1872 As worked out in 5.2.3.2., this was an explicit goal of BEPS Action 4.  
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What concerns the tax arbitrage element, BEPS Action 2 comes into play. The Specific Recommendation 

2.1. will deny the dividend exemption achievable for the financing MNE entity.1873 If this state has not 

implemented such rule, the deduction in the payer state will be denied under the Hybrid Financial 

Instruments Rule.1874 Thus, tax arbitrage transactions that rely on a qualification conflict are addressed.1875 

Yet, as mentioned, if the financing MNE entity is itself subject to no/low taxation the Hybrid Financial 

Instruments Rule does not apply.1876 Here it will depend on other rules that target at such substitute 

transactions for tax arbitrage with HFIs relying on a qualification conflict. The OECD approach strengthens 

some of them. The better a state´s arsenal of relevant measures mitigates these transactions, the better the 

second part of the second inter taxpayer equity concern will be addressed.  

The third inter taxpayer equity concern was discovered in the revenue consequences of tax arbitrage with 

HFIs.1877 The greater the volume and scale of tax arbitrage with HFIs, the more of the tax burden may be 

shifted onto more immobile factors.1878 

Recall, to start with, the discussion on the effects of allowing tax arbitrage with HFIs. It was suggested that 

from an overall revenue perspective, there may be a case for some countries to do so.1879 This is because 

the benefits coming along with tolerating tax arbitrage with HFIs can outweigh the revenue costs attached 

to it.1880 Whether or not this happens depends on the specifics of the country.1881 But where it happens, the 

third inter taxpayer equity concern is not present from the outset.1882  

Where it does not happen the third inter taxpayer equity concern exists. Tax arbitrage, overall, costs revenue 

that will be borne by the immobile tax base. The OECD approach will, in principle, address this. The extent 

to which this happens will have to do with the strictness and robustness of its implementation. However, 

also here tax competition forces will be at work. A stricter implementation of the OECD approach will 

drive up the effective tax rate, which may induce some mobile capital/activity to leave, or not to come into, 

a country. In addition, spill-over effects will be lower.1883 At the same time, the stricter rules themselves 

                                                
1873 See sec. 5.3.1.2.  
1874 See sec. 5.3.1.1. 
1875 In other words, both of the above mentioned concerns that emerge in the context of tax arbitrage with HFIs relying on a 

qualification conflict, i.e. the magnification of the base erosion effect through the D/NI outcome, as well as the “extra deduction” 

for the intermediary entity are mitigated. 
1876 See sec. 5.3.1.1.  
1877 See the discussion and references provided for in sec. 4.2.1.  
1878 See id. Assuming that the same level of revenue has to be maintained.  
1879 See the discussion and references provided for in sec. 4.2.1.-4.2.2. 
1880 See id., naming as benefits (i) spill-over effects and (ii) the benefits attached to the inflow of investment responding to the 

lower effective tax rate reached through tax arbitrage with HFIs. 
1881 Compare especially the relevant discussion and references provided for in sec 3.2.1.3.2.2. and 3.2.1.3.2.3. 
1882 Simply, because in such case the possibility of tax arbitrage with HFIs does, ultimately, not result in such a shift of the tax 

burden. 
1883 Compare the discussion and references provided for in sec. 4.2.1.-4.2.2. 
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will bring revenue. The balancing task, thus, remains.1884 As a result, it cannot be said that the most strict 

and most robust implementation of the OECD approach will go in hand with the best possible recovery of 

the tax burden previously shifted onto the immobile tax base. If too strict, the overall outcome may be 

negative. The incidence may, again, fall on the immobile factors.1885 If not strict enough, the amount to be 

recovered from the immobile tax base could have been higher  

That being said, BEPS Action 2 should be singled out for more detailed considerations. Its consequence is 

the taxation of the payment in one state. Whether this is the right state is, obviously, a very interesting 

question.1886 Most literature that dealt with BEPS Action 2 underlined that there are no good answers to 

it.1887 In the author´s view, however, this seems solvable – at least in the setting of the third inter taxpayer 

equity concern.  

To understand why consider, first, the following statement of Rosenzweig (2007). In working out the third 

inter taxpayer equity concern he emphasises that “international tax arbitrage acts to redistribute a 

country’s tax burden away from owners of internationally mobile capital towards other members of society 

because those taxpayers that engage in international tax arbitrage pay a lower worldwide effective tax rate 

than they would have absent the international tax arbitrage”.1888  

When reading this, the first that comes to mind is the source state and the problem described in the context 

of the second equity concern. This is the ability to make costless foreign related party payments that enjoy 

low taxation at the level of the receiver – done for the sake of shielding income from taxation in the source 

state. This is at odds with the benefits principle because the taxpayer typically has been provided with some 

government service supporting the income generating activity.1889 

Yet, it is also possible to find a concern of the residence state in the very same quote. This can be 

demonstrated by a simple example. Take two taxpayers resident in State A. Both hold an identical financial 

instrument that is qualified as equity in their residence state. The first taxpayer holds it in a company 

                                                
1884 See id., and compare more broadly the discussion and references provided for in sec 3.2.1.3.2.2. and 3.2.1.3.2.3. 
1885 Here due to the missing spill-over effects and missing benefits attached to mobile capital coming into the jurisdiction. This 

can be illustrated by a theoretical example. Assume that income earned by foreigners was taxed at 100%. In such case, foreign 

investor may be reluctant to invest at all. It is fair to assume that under these circumstances, the immobile tax base bears much 

more of the tax burden, than they would do if foreign capital flew into the country. The example is oversimplified, because FDI 

may also come with negative effects for the capital importing country. Yet, this goes far beyond this thesis. See for literature on 

this issue, supra n. 857. 
1886 For substitute payments made into no/low tax jurisdiction different considerations apply. See sec. 6.4.1 
1887 E.g. M.L. Schler, OECD vs. D/NI: Ending Mismatches on Hybrid Instruments, Part 1, 75 Tax Notes Int´l,  p. 488 (2014) 

[hereinafter Schler Part I]; similarly: N. Boidman & M. Kandev, BEPS on Hybrids: A Canadian Perspective, Tax Notes Int´l,  p. 

1237 (2017); but see de Boer & Marres, supra n. 124, at sec. 2.4., who regard the outcomes of BEPS Action 2 to be in line with 

accepted international tax principles -in which case they refer to Avi-Yonah, International Tax as International Law: An Analysis 

of the International Tax System p. 26 (Cambridge University Press 2001), and the “first bite at the apple rule” 
1888 Rosenzweig Harnessing, supra n. 91, at p. 564 (emphasis added). 
1889 As discussed in sec. 3.2.1.2.4., the benefits principle is not unproblematic itself. Nevertheless, as worked out in id., it is the 

dogmatic anchor for source taxation. 
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resident in State B. The other one in a company resident in State C. Assume that the companies and 

countries are identical. The only difference is the qualification of the instrument in the source state. It is 

treated as equity in State B and debt in State C. The participation exemption in State A applies on the 

remuneration paid under either instrument. As a result, the second taxpayer will enjoy a lower effective tax 

rate than it would have in absence of the tax arbitrage strategy. This is so, because the deductibility of the 

payment in State C, c.p., increases the amount distributable to the shareholder. Compared to that, the first 

taxpayer receives a lower amount. Their tax treatment in state A is, however, the same – the participation 

exemption applies. This is at odds with the ability to pay principle, because the ability to pay of the taxpayer 

reaping the benefits of the tax arbitrage transaction is higher than that of the other one holding the 

equity/equity instrument.1890 Their taxation in state A should reflect that. 

Now concentrate on the underlying problem embedded into the third equity concern: the shift of the tax 

burden onto the more immobile tax base. If the level of government services is X, which needs the revenue 

Y, and if the existence of an arbitrage opportunity will lead to more companies being willing to become 

active in a country (thus increasing the level of government services needed), without contributing to the 

revenues (due to the tax arbitrage strategy), then the level of X will rise, and the level of Y to be paid by 

someone else will rise as well. This is a real issue for the source state, provided the other benefits coming 

with this investment do not exceed the costs to this state.1891  

A comparable consideration, however, does not succeed for the residence state. Not taking into account the 

higher ability to pay of the taxpayer holding the debt/equity hybrid may be horizontally inequitable by itself. 

Yet, this might not in the same way shift the tax burden onto other taxpayers. Of course, it has to be asked 

what the tax arbitrage investment replaces. If this is a domestic investment, a shift of the tax burden may 

indirectly occur.1892 Otherwise, it may not. Thereby it is worth noting that the tax arbitrage opportunity may 

not have been decisive for the investment. Staying in the above mentioned (stylised) example: If all tax 

rates were the same, then taking away the tax arbitrage benefit should still result in the taxpayer(s) being 

indifferent between investing into State B or C. In such cases the tax arbitrage opportunity only created a 

windfall gain for the second taxpayer. Taking it away would not necessarily lead to a different investment. 

The capital would still be employed abroad. The lower return received by the second investor may even, 

                                                
1890 For a discussion of the ability to pay principle, see sec. 3.2.1.2.3. 
1891 States that benefit from tolerating tax arbitrage with HFIs might be reluctant to combat it. Therefore, it may be expected that 

those states that decide to legislate against tax arbitrage with HFIs do so, because to them the overall benefits of doing so overweigh. 

Therefore, (source) states that combat tax arbitrage with HFIs in order to alleviate the third inter taxpayer equity concern do so for 

a good reason. 
1892 This is because the capital will not be employed (and earn a taxable return) domestically, but abroad, after which, in the 

above mentioned example, it will be repatriated tax free; see similarly: Ring One Nation, supra n. 1, at p. 122, who state: “if 

allowing the arbitrage constitutes a subsidy for investment abroad, then a corresponding decline in U.S. tax revenues and a need 

for alternative revenue sources could be anticipated.”  
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by itself, indirectly decrease tax revenues in its residents state.1893 After all, the additional income could 

have been spent/invested there. 

Therefore, a neutralisation of the tax arbitrage transaction in the source state could be a more substantial 

contribution to address the third inter taxpayer equity concern. BEPS Action 2, however, provides the 

contrary for debt/equity hybrids. When the D/NI result involves relying on the benefits of a dividend relief 

regime, then the latter will be denied first.1894 There is, of course, a good tax policy reason to do so. The 

dividend relief regime aims to avoid economic double taxation, which does not occur in this case.1895 It is 

also not too problematic what state neutralises the mismatch, if the anti-hybrid rules deter the taxpayer from 

entering into the transaction at all.1896 However, the mechanics of BEPS Action 2 contain a feature that may 

reinforce the third inter taxpayer equity concern from the source state´s perspective: All it needs is to find 

a low tax jurisdiction that implemented BEPS Action 2. The D/NI result stemming from the debt/equity 

hybrid will be neutralised by means of denying dividend relief. The income will, as a result, be included 

into the ordinary income of the receiver. In absence of a D/NI, the source state cannot deny the deduction 

under BEPS Action 2. Yet, the inclusion into the ordinary income may only lead to a minimal (but ordinary) 

tax burden at the payee level.1897 To the extent CFC rules do not kick in,1898 and in the absence of preventive 

source state WHT,1899 or other relevant rules,1900 the result is a de facto D/NI outcome the source state 

cannot combat. This lack of reference to any actual level of taxation was also criticised in literature.1901 It 

would be a pity if the bill for that has, once again, to be paid by wage earners of the source state.  

5.4.2.2. Additional considerations on inter taxpayer equity 

This section will provide for additional considerations on the inter taxpayer equity of the OECD approach. 

Thereby the relevant parts of BEPS Action 2 will be focused.  

                                                
1893 For clearness, the lower return results from the application of the linking rule. 
1894 See sec. 5.3.1.2. 
1895 See OECD Action 2, supra n. 13, at para. 106.  
1896 Which, as worked out in sec. 5.2.2., seems to be the assumption of the OECD. See also de Boer & Marres, supra n. 124, at 

sec. 2.6. A more comprehensive discussion as to the consequences of BEPS Action 2 deterring, or not deterring, tax arbitrage 

transactions with HFIs will be held in sec. 9.2. This will also include thoughts on the potential effects of tax arbitrage with HFIs 

occurring by accident.  
1897 Compare in this direction: Harris UN Proposal, supra n. 1, at sec. 3.1.1. 
1898 As mentioned above, potential differences in CFC legislation exist, also after the implementation of the OECD approach. 

Note, that it may require the CFC rules of third jurisdictions to tax the income. It is fair to assume that tax planners manage to 

exploit differences. See for that the brief discussion and references provided for in sec. 5.4.1.  
1899 See already sec. 2.1.5.3., where it was found that often states do not levy a WHT on outgoing interest payments. Note, 

however, that some states impose WHT on payments made under certain HFIs, despite them being classified as debt 

domestically. Again, tax planners may manage to exploit tax planning opportunities existing after the implementation of BEPS.  
1900 As, e.g. the ones mentioned in sec. 5.3.4 – if existing.  
1901 Harris UN Proposal, supra n. 1, at sec. 3.1.1. 
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In sec. 3.2.1.2.2., horizontal equity was defined as an important indicator for inter taxpayer equity.1902 It 

appears, thus, interesting to analyse the relevant parts of BEPS Action 2 from this perspective. For that 

purpose it has, first, to be defined what to compare. The pair “domestic standalone entity vs. entity part of 

an MNE” with respect to tax planning opportunities has already been dealt with above. Here, it was argued 

that the OECD approach tends to promote horizontal equity.1903  

Another comparison is the pair “domestic standalone entity vs. entity part of an MNE” that both deliberately 

engage in a tax arbitrage strategy with a HFI. Due to applying on related party transactions and structured 

arrangements, BEPS Action 2 will conceptually catch both.1904 This is creates a horizontally equitable 

outcome.  

However, changing view towards bona fide finance structures that result in a D/NI outcome, the judgment 

might be different. In the related party scenario, BEPS Action 2 applies regardless of any motivation.1905 

Thus, even if the transaction was fully motivated by non-tax reasons, BEPS Action 2 will deny the benefit. 

In the absence of a specific tax motivation BEPS Action 2 should, on the other hand, not apply in the 

unrelated party context.1906 When this is so, the result might be horizontally inequitable. In fact, it is likely 

that in a well functioning market the tax arbitrage outcome will always be reflected in the interest rate.1907 

So even without a separate structured arrangement, and depending on the facts of the underlying case (e.g. 

market power), the domestic standalone entity may enjoy some of the tax benefits resulting from the tax 

arbitrage transactions.  

Admittedly, the above judgment is not perfectly clear. Based on the OECD´s definition of a structured 

arrangement to be “any arrangement where the hybrid mismatch is priced into the terms of the arrangement 

or the facts and circumstances (including the terms) of the arrangement indicate that it has been designed 

to produce a hybrid mismatch”1908 it is not inconceivable that the transaction may still be caught by BEPS 

Action 2. Systematically, however, this seems unlikely. BEPS Action 2 implicitly focuses on transactions 

                                                
1902 See the discussion and references provided for in sec. 3.2.1.2.2. 
1903 See the discussion and references provided for in sec. 5.4.2.1. 
1904 See in more detail, sec. 5.3.1.1. 
1905 Id. 
1906 See, however, the specification made immediately below. 
1907 See the discussion and references provided for in sec. 2.2.2.2.; compare also: May, supra n. 157, at p. 41 stating: “Foreign 

investors can use transactions that produce a U.S. deduction without an offsetting foreign inclusion to reduce the tax burden on 

U.S. direct investments, but U.S. taxpayers more commonly use transactions of this sort to raise cheap financing from foreign 

passive investors. In the foreign country, the exemption is just a standard measure for relief from international double taxation. 

But negotiations typically lead foreign investors to share the tax benefit of the exemption with U.S. participants in the 

transaction, leaving the U.S. participants with larger incomes.” 
1908 OECD Action 2, supra n. 13, at Recommendation 10 para. 1. (emphasis added). 
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that might be thought abusive.1909 A very broad understanding of structured arrangements would undermine 

this.1910  

Be it as it may, if BEPS Action 2 does not apply to bona fide transactions of the domestic standalone entity, 

and to the extent the latter enjoys a benefit from the tax arbitrage transaction (i.e. a lower interest rate), their 

treatment is, as mentioned, horizontally inequitable. Logically, there are two possible ways out of this 

problem. Either BEPS Action 2 catches all tax arbitrage transactions irrespective of their motivation and 

irrespective of the relationships of the parties. Whilst demanded by some authors,1911 it will become clear 

in sec. 5.4.5. that this will remain merely a theoretical solution.1912 Alternatively, BEPS Action 2 can scope 

out bona fide transactions. This could happen via a business purpose test, which was also demanded in 

some literature.1913 Yet, also the latter will not make the application of the rules easier.1914 That leaves the 

acceptance of a horizontally inequitable treatment as a viable third option.  

The next pair are two companies that are both subject to the rules of BEPS Action 2. Here a number of 

horizontal equity concerns emerge from the different treatment of the same or similar transactions. As a 

non-exhaustive list of examples consider the following.  

BEPS Action 2 applies to the expected tax treatment.1915 The actual tax treatment is, generally speaking, of 

no relevance.1916 Unsurprisingly, this bears a significant potential for horizontally inequitable outcomes. 

Leaving aside more a detailed technical discussion,1917 BEPS Action 2 can be applied to deny a deduction, 

despite an inclusion into the ordinary income actually took place.1918 In addition, it can also lead to an 

                                                
1909 E.g. Cooper Thoughts, supra n. 1, at sec. 2.3.4. 
1910 See, however, Parada Double Non-Taxation, supra n. 120, at pp. 308-312, who expects that “taxpayers involved in 

transactions with hybrid entities and reverse hybrids will be almost always challenged, and in most of the cases, will be 

considered to have been part of a structured arrangement, considering the ambiguous nature of the concept.”; critical on the 

complexity resulting from the “vague concept” of structured arrangement as included in BEPS Action 2, also de Boer & Marres, 

supra n. 124, at sec. 6.3. 
1911 Kahlenberg & Kopec Hybrid Mismatch Arrangements, supra n. 102, at sec. 4.5., who state “looking at the scope of 

application of OECD’s anti-avoidance provisions, being limited only to related parties, the fulfilment of a coherent international 

tax system seems to be doubtful.[…] Although there are some practical reasons to justify the selected limitation of the application 

area, for instance the gathering of information about the tax treatment, the fact is that the limitation made by the OECD leads to 

inconsistency by supporting the tax coherence. The latter is due to the fact that intra-group arrangements are treated differently 

as arrangements made with third-parties.”  
1912 In this author´s view, such a rule does not seem to be administrable for tax authorities. Neither does it seem that taxpayers 

can comply therewith. Compare the discussion and references provided for, in sec. 5.4.5. 
1913 B. Kuźniacki et al., Preventing Tax arbitrage via Hybrid Mismatches: BEPS Action 2 and Developing Countries, WU 

International Taxation Research Paper Series 2017-3, ch. 4 (2017).  
1914 See in this context also the discussion and references provided for in sec. 9.3. 
1915 OECD Action 2, supra n. 13, at para. 33.  
1916 For the substitute payments as defined for the purposes of BEPS Action 2 this seems unclear. See already the discussion and 

references provided for in sec. 5.3.1.1. 
1917 See in this context, e.g. Schler Part I, supra n. 1887, at pp. 490, 493. His work is based on OECD Action 2 Discussion Draft 

Domestic Law, supra n. 1460. 
1918 See especially Example. 1.29 included in OECD Action 2, supra n. 13, at pp. 251-252. See for the seemingly diverging UK 

and EU rules, the relevant discussion and references provided for in sec. 5.4.5  
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inclusion, even though the payment was not actually deductible at the level of the payer.1919 Note, that this 

is in conflict with the OECD´s statement, according to which: “the hybrid financial instrument rule is only 

intended to operate where the payment gives rise to a mismatch in tax outcomes and is not intended to give 

rise to economic double taxation”.1920 Yet, as it will be discussed in sec. 5.4.5. this is not without 

justification. 

Similar issues may emerge with respect to WHT.1921 BEPS Action 2 does not take them into account.1922 

This means that transactions may cause adjustments under BEPS Action 2, even though a D/NI result does 

practically not emerge. A payment that is deductible from profits liable to CIT at 20%, but subject to a 20% 

WHT does not lower the tax in the source state.1923 Hence, the denial of the deduction under the Hybrid 

Financial Instruments rule can result in an overkill.1924 This is, albeit, not always the case. As demonstrated 

in the example used by Schler (2014):1925 If, due to a qualification conflict, the payee is subject to a tax rate 

of 5%, but is allowed to credit the whole WHT of 15% against its income,1926 then 10% of the credit can be 

used to shelter other income.1927 Notably, this tax credit was produced by the hybrid nature of the 

instrument. Had it otherwise been included into the ordinary income at a tax rate of 15%, the whole WHT 

would have been credited against this tax.1928 At the same time, if the WHT was not allowed to be credited 

against any other income, the payee is practically taxed at 15%.1929 This is the same as if the payment was 

included into the ordinary income and taxed at the full rate.1930 Nonetheless, the Hybrid Financial 

Instrument Rule applies. Because the income is not included into the ordinary income of the payee, the 

deduction will be denied. Thus, two taxpayers engaging in a transaction caught by BEPS Action 2 may be 

subject to horizontally inequitable treatment, if one of them suffers WHT. 

To the extent the OECD approach is not implemented in a robust way, it may leave uncombatted other 

horizontal equity problems. Consider two taxpayers subject to a tax rate of 15%. The first one makes a 

deductible payment into a no/low tax jurisdiction. The second one into a high tax jurisdiction, where the 

                                                
1919 See Example 9.2. included in in OECD Action 2, supra n. 13, at pp. 431-432, stating in para. 6: “[the residence state] should 

not restrict the application of the [defensive] rule to reflect the fact that a portion of the interest paid under the subordinated loan 

may be subject to the interest limitation rule unless it is [the source state´s] general policy to permit taxpayers to re-characterise 

interest receipts that are treated as non-deductible under an interest limitation rule.” 
1920 OECD Action 2, supra n. 13, at para. 36. 
1921 Cooper Thoughts, supra n. 1, at sec. 3.7. 
1922 See OECD Action 2, supra n. 13, at para. 407: “[A] payment should not be treated as included in ordinary income simply 

because it has been subject to withholding at source. The primary rule denying the deduction may apply in cases in which the 

payer jurisdiction also imposes a withholding tax on the payment”. 
1923 Cooper Thoughts, supra n. 1, at sec. 2.2.5. 
1924 Id.; also Harris UN Proposal, supra n. 1, at sec. 3.2.1. 
1925 Schler Part I, supra n. 1887, at pp.496-497.  
1926 Which is an assumption – see on the full and ordinary credit method, already the brief discussion and sources provided for in 

supra n. 640 and 911. 
1927 Schler Part I, supra n. 1887, at pp.496-497. 
1928 Id.  
1929 Id., at p. 496 – this is so because the taxpayer can use parts of the 15% WHT to shelter its 5% tax, but cannot credit the rest. 
1930 Id.  
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payment gets tax at a rate of 30% (instead of 45%). BEPS Action 2 will only apply to the second 

payment.1931 As mentioned, this is a conscious decision of the OECD.1932 If the payment into the no/low tax 

jurisdiction is, e.g. subject to CFC rules, the outcome will, essentially, also be prevented.1933 However, if it 

ultimately remains, the taxpayers are – after all – subject to a horizontally inequitable treatment.1934 Note 

here that both, BEPS Action 3, as well as article 7 ATAD (2016/1164) give states the option not to apply 

CFC rules in case of sufficient active income.1935 To be sure, there may be good reasons for states to do 

so.1936 Yet, this may be an easy way to take payments out from the scope of CFC rules, which would 

otherwise be caught by them.1937  

Hitting a somewhat greater level of detail, it is at occasions hard to understand why in some cases BEPS 

Action 2 applies, whilst in others it does not. As argued by Harris, it is, for instance, not clear why the 

Hybrid Financial Instrument Rule is invoked in Examples 1.18 and 1.20, but not in Examples 1.20 and 

1.36.1938 As under all circumstances a transfer of value occurs, this critique is convincing. Similarly, the 

Specific Recommendation 2.1. foresees the denial of the participation exemption if the payment was 

deductible at the level of the payer. However, it does not provide for this outcome if the underlying profits 

out of which the dividends were paid were subject to 0% tax.1939 Yet, the latter is practically the same as 

the former.1940 If the second payment is not caught by CFC rules, horizontal equity concerns may emerge. 

5.4.3. Inter nation equity 

5.4.3.1. Addressing the inter nation equity concerns   

The inter nation equity concerns attached to tax arbitrage with HFIs were identified as follows: First, states 

have a different interest in combatting tax arbitrage with HFIs. This can be an issue for states deciding to 

engage in legislative action against this. Second, rent-seeking states may be willing to provide for tax 

arbitrage opportunities in order to poach revenue from other countries. Third, legislative action may lead to 

retaliation. This may cause double taxation.1941  

                                                
1931 For a similar use of numerical examples to demonstrate the arbitrariness of BEPS Action 2, see, e.g. Harris UN Proposal, 

supra n. 1, at sec. 3.1.1.; Schler Part I, supra n. 1887, at pp. 491-492, 496. 
1932 See sec. 5.2.2. and 5.3.1.1. 
1933 Or other rules discussed in sec. 5.3.4. 
1934 In other words, two taxpayers that reached an equal tax outcome (D/NI) face an unequal tax treatment. The one that obtains 

the D/NI result via a qualification conflict is denied the deduction. The one that achieves the D/NI result via the status of the 

recipient (here resident in a no/low tax jurisdiction), does not face these consequences. Note, again, that a robust implementation 

of the OECD approach would not allow for these outcomes. See in this regard already sec. 5.3.4. and consider especially the 

remark made in supra n. 1816. 
1935 See already supra n. 1829.  
1936 See, e.g. OECD Action 3, supra n. 1484, at paras. 96-97 – which includes, e.g. a reduction in compliance costs.  
1937 Also recognized in id. See also Tokola, supra n. 1829, at sec. 7.2. 
1938 Harris UN Proposal, supra n. 1, at sec. 2.3.1. 
1939 Id., at sec. 4.4. 
1940 E.g. id. 
1941 See sec. 4.2.2. for a discussion of the inter nation equity concerns attached to tax arbitrage with HFIs. 
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As already demonstrated in sec. 4.2.1 and 4.2.2., the third inter taxpayer equity concern (tax burden gets 

shifted onto more mobile factors), and the first inter nation equity concern strongly interact. This is so, 

because on balance combatting tax arbitrage with HFIs could cost more revenue, than it brings. Two 

arguments brought forward in literature are of relevance in this context. First, tax arbitrage with HFIs may 

fuel economic activities and cause positive spill-over effects.1942 Second, tax arbitrage with HFIs is a tax 

competition device – whether or not a state likes to use it as such.1943  

The spill-over argument seems to rely on the logic that allowing tax arbitrage with HFIs can give domestic 

taxpayers the opportunity to obtain a lower cost of capital.1944 If, c.p., the arbitrage opportunity was decisive 

for an investment to be undertaken,1945 then closing it down could take away (potential) overall positive 

spill-over effects that resulted from the investment of the funds.1946 Provided this happens, the state loses 

revenue. Interestingly, it was argued in literature that “[t]o the extent that hybrids have been used to lower 

cost of capital for risky investments into developing countries, the policy decision to neutralize the benefits 

of such hybrids could have adverse consequences for investments into developing countries”1947 The 

discussion in sec. 3.2.1.3.2.3. at least, suggests the contrary.1948 Irrespective of that: if state thinks that a 

positive overall spill-over effect exists, it may be reluctant to take legislative action against tax arbitrage 

with HFIs. 

Besides, tolerating tax arbitrage with HFIs can be employed as a tax competition device.1949 Countries that 

see the benefits attached to such behaviour to overweigh will do so.1950 For them, legislative action against 

tax arbitrage with HFIs would create a cost. This can result from lost, or not attracted, MNE activity. On 

                                                
1942 See the discussion and referenced provided for in id. 
1943 See the discussion and referenced provided for in id. and sec. 3.2.1.3.2.2. 
1944 Menuchin, supra n. 6, at p. 34 states: “Arguably, the existence of [international tax arbitrage] would reduce the cost of 

borrowing and of financing and increase the volume of transactions thus indirectly increasing the amount of economic activity. 

These changes would allow a country to obtain more taxes from other sources, taxes that would compensate for the apparent loss 

of resources from [international tax arbitrage] transactions.” 
1945 Because, it sufficiently decreases the cost of capital (which is also the minimum return required for the investment to be 

effected).  
1946 Assume the company raised 100 by issuing the instrument. If they are deducible against a profit subject to 15% CIT, there are 

direct revenue costs of 15. However, the 100 earn a CIT-able return themselves. This alleviates the revenue lost. If the return is 

100%, the CIT loss is completely offset. Yet, the cost of 100 may include other taxes paid to the borrower state (e.g. through 

wage taxes, profit taxes of suppliers etc.). If tax arbitrage was decisive for the investment to be undertaken, then taking away the 

benefit would mean a saved CIT revenue of 15, but foregoing the other revenue increasing effects. If the investment was effected 

anyway, the spill-over effect is less likely to exist. Here, to stay in the same example, the state wins 15 in CIT from denying the 

deduction, and loses only the taxes that would have been generated by the company investing the 15 elsewhere. Note in this 

regard, that the cost of capital represents the minimum required return on the investment. Thus, if the next best alternative finance 

source has a cost of capital that is still lower than the expected return, denying the tax arbitrage opportunity may not matter: The 

investment would be entered into anyway.  
1947 S.B. Law, Base Erosion and Profit Shifting – An Action Plan for Developing Countries, 68 Bull. Intl. Taxn. 1, sec. 4.5. 

(2014), Journals IBFD in analysing the consequences of OECD Action 2 Interim Report, supra n. 1461, from the perspective of 

developing countries. 
1948 As worked out there, literature seems sceptical as to whether taxation is a key driver for the investment into a developing 

country. 
1949 See the discussion and referenced provided for in sec. 4.2.1.-4.2.2. and sec. 3.2.1.3.2.2. 
1950 See the discussion and referenced provided for in id. 
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the other hand, if the state succeeds to attract/keep this activity by other means of tax competition, then the 

cost can be represented by a “collateral damage” flowing out of these – likely more blunt – tax competition 

tools.1951  

Against this background, it was argued in sec. 4.2.2. that states will have a different interest in combatting 

tax arbitrage with HFIs. Some will want to do so, and others will not. Those who want, however, cannot 

act as they please. If they want to deny tax arbitrage with HFIs, but their peers do not, then this will be more 

difficult and may, overall, become a bad idea. Too much mobile capital may disappear.1952  

The existence of the OECD/G20 BEPS project reveals that these considerations are real. In fact, all states 

that now implement the OECD approach could have long done so unilaterally. To be sure, a wealth of 

relevant rules have also been in place back then.1953 Still many seemed reluctant to go further.1954 To 

overcome the problem, adequate coordination is needed.1955 This was also one of the core insights of the 

BEPS project.1956 It is fair to say that the OECD approach has not been unsuccessful in this regard.1957 In 

fact, important economies will implement it – although likely in different ways.1958  

                                                
1951 Compare id. As mentioned, it is fair to assume that tax arbitrage with HFIs is practically only open to more sophisticated 

taxpayers. Hence, it is a cheap way of attracting precisely their activity, without losing too much CIT revenue from the immobile 

tax base. Replacing it by broader measures, such as especially a decrease in the general CIT rate, may give rise to different 

outcomes. Whilst there will be some extra revenue coming from an increased inflow of investment, there will also be a stronger 

loss in CIT revenue that would otherwise have been raised. Ultimately, this can be true with respect any tax planning possibilities 

that are allowed as a tax competition tool, and that are practically open to those, whose activity is not targeted. 

See the discussion and referenced provided for in sec. 4.2.1.-4.2.2. and sec. 3.2.1.3.2.2. 
1953 See for an overview Dahlberg & Wiman, supra n. 1373, ch. 2-4. 
1954 Those who did were criticised. The lack of coordination was, for instance, an immediate concern expressed in literature when 

Austria decided to introduce Sec. 12(1)(10) KStG (amended 2018). See, e.g. C. Wimpissinger, Ist die Nichtabzugsfähigkeit von 

Zinsen und Lizenzgebühren nach § 12 KStG unionsrechtswidrig?, 24 SWI 5, p. 227 (2014), who expressed the fear that MNE 

activity becomes lost; similarly; H. Zöchling & C. Plott, AbgÄG 2014: Das neue Abzugsverbot für niedrigbesteuerte Zinsen und 

Lizenzgebühren, RdW 4, p. 220 (2014); G. Kofler & E. Marschner, Änderungen im Außensteuerrecht, 89 SWK 9, pp. 461-464 

(2014). See ch. 6 for a more detailed elaboration on Sec. 12(1)(10) KStG; Based on the literature quoted in supra n. 2487, it can, 

however, be held that Austria was not the first country that implemented such a rule. Yet, similar concerns were also raised with 

respect to Denmark, which, already in 2007, introduced anti-hybrid rules denying an interest deduction. Bundgaard Hybrid 

Financial Instruments, supra n. 156 at p. 230 holds that from working with MNE he was left with the “impression” that Denmark 

lost FDI on this account. The relevant Danish rule is discussed in id., at pp. 231-232, and briefly mentioned in supra n. 2487. 
1955 Compare the discussion in, e.g. Schön Tax Coordination Part II, supra n. 835, at sec. 4.5.3.3; Edgar, supra n. 127; Haufler & 

Runkel, supra n. 882; Merlo, Riedel & Wamser, supra n. 126; Johannesen 2014, supra n. 126; or Owens, supra n. 997, at p. 675. 
1956 E.g. OECD Addressing BEPS, supra n. 16, at p. 51; Brauner Interim Evaluation, supra n. 1294, at sec. 1. 
1957 See for a differentiated analysis: Christians & Shay, supra n. 1293, at ch. 1-2. The reason why they reckon that the countries 

that initiated the OECD/G20 BEPS project are those who most likely adhere to its consensus, unsurprisingly, lies in their 

economic similarity and their possibility to participate in the formation and development of project from the outset. The initiating 

countries were the G7, plus Spain and the Netherlands. See id., at sec. 1.3., who also note in id.: “BEPS is a means of “coaxing” 

(with the leverage of peer pressure) other jurisdictions to replicate their own domestic policy preferences. For these countries, 

the BEPS attempt to effect the international transfer of tax law norms is largely a matter of self-interest” (Footnotes omitted).  
1958 Subject to potential deviations from OECD Action 2, supra n. 13, at the level of detail, Australia has, for instance, 

implemented BEPS Action 2 into AU: Income Tax Assessment Act, 1997, Division 832 (amended 2018), National Legislation 

IBFD. Interestingly, ITAA, sub-Division 832-J (amended 2018), contains an integrity rule, that, broadly speaking, applies to 

certain deductible interest payments made to an interposed foreign entity, when the rate of foreign income tax on the payment is 

10% or less. Payments under a derivative can be included as well; See concisely: Toryanik, supra n. 428, at sec. 10.6.6. Also the 

UK implemented BEPS Action 2: see UK: the Finance Act 2016, Schedule 10, National Legislation IBFD; See concisely: J. 

Bennett, United Kingdom - Corporate Taxation sec. 10.6.2., Country Analyses IBFD (accessed 2 Mar. 2019); Through the US: 

https://www.lindeonline.at/document/p12kstg1988/
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This reduces the costs of its implementation.1959 The effective tax rate in the implementing countries will, 

c.p., rise. A relocation of the activity into peer states should become more unlikely, because their effective 

tax rates have risen as well. Whether this judgment proves true in reality is not sure.1960 Tax competition is 

everything else than switched off.1961 Already the OECD approach itself provides for substantial leeway. 

On plausible grounds, literature expects countries to take their competitiveness into account when 

implementing it.1962 Besides, countries might compete using different tools. This can, for instance, happen 

through reductions in the CIT rate, or the reliance on other tax avoidance channels to be used by MNEs.1963 

Nevertheless, the fact that coordination was reached among a substantial number of countries is still 

remarkable and, per se, positive. This means that the first inter nation equity concern has principally been 

overcome by the OECD approach. Whilst the peer states might have had a different interests in combatting 

tax arbitrage with HFIs, they still moved into the same direction. This makes joining easier for every 

country. At the same time, of course, also defecting becomes more attractive. Within the EU, at least, this 

is hardly possible because the OECD approach has to be implemented through the ATAD (2016/1164).1964 

Both, classical tax havens and states providing for arbitrage manufacturing aim at poaching revenue from 

other states. This has been summarized as the second inter nation equity concern relating to tax arbitrage 

with HFIs.1965  

                                                
Tax Cuts and Jobs Act (TCJA), Public Law 115-97, the US has implemented an anti-hybrid rule into: US: Internal Revenue 

Code, sec. § 267A, National Law IBFD. The latter also applies to royalties. See id., at sec. 267A(b)(1). 
1959 Compare the discussion and references provided for in sec. 3.2.1.3.2.2. and sec. 4.2.2. Further, this may also have an effect 

on national welfare of the implementing states. See the discussion in 5.4.4.2. 
1960 See the discussion in Keen Competition, supra n. 122, at sec. 3. 
1961 Compare, especially the elaborations in id.  
1962 Compare id. In the context of CFC regulations similarly, e.g. Tokola, supra n. 1829, at secs. 7.2, 8. 
1963 See Keen Competition, supra n. 122, at sec. 3, who, inter alia, underlines: “The general point in all this is that reaction 

through the resetting of unconstrained instruments will likely offset, to some degree, the effects of coordination on a subset of 

instruments that acts to restrict avoidance opportunities. It may be that the final outcome, after these reactions have taken place, 

is still beneficial to some or all counties. Importantly, however, it is a general principle that coordination on some subset of 

instruments that would be beneficial if the unconstrained instruments were to remain unchanged can prove damaging once 

countries have readjusted those unconstrained instruments in the way that is optimal from their own perspectives. It could be, for 

instance, that coordination to curb some avoidance opportunities leads governments to so enhance other opportunities, or so cut 

their statutory tax rates, as to leave some or even all countries worse off […] The prediction that emerges from these 

considerations is that collective action to reduce avoidance opportunities will be met to some degree by national decisions on 

those instruments which remain unconstrained, and those decisions may tend to amplify international tax competition – with the 

final effects on national well-beings unclear” (footnotes omitted.). 
1964 For a broader discussion on the issue see Keen Competition, supra n. 122, at sec. 2-3. 
1965 See in the discussion and references provided in sec. 4.2.2. 
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Consider classic tax havens first. With no, or very little, CIT to protect, they will not implement the OECD 

approach themselves. Neither is the OECD/G20 BEPS project likely to cause them to implement such a 

tax.1966 Its absence has, ultimately, been a key contributor to the wealth of some tax havens.1967  

A country fully implementing the OECD approach can protect itself against profits being shifted into such 

jurisdictions. The stricter and the more robust the better.1968 Aside from tangible anti-abuse rules1969 and 

WHT on payments made to classical tax havens,1970 also country-by-country reporting may play an 

increased role.1971 The purpose of this is to “trigger alarms” for the tax authorities if an entity of an MNE 

realizes a significant level of no/low taxed profits with limited activity.1972 Increased scrutiny may put 

pressure on financing structures with insufficient substance.1973 Along with this come higher substance 

requirements, which equals higher cost. Hence, such structures become less attractive.1974 To the extent the 

source state allows for a deduction for intra-group payments into a classic tax haven,1975 their deducible 

amount will usually be linked to substance, too. If the recipient is, for instance, a functionless cash box, 

BEPS Actions 8-10 limits it to a risk free return.1976  

In this context, it appears also interesting to consider typical intermediary jurisdictions, such as 

Liechtenstein, Singapore or Mauritius.1977 Whilst all of them appear on tax havens lists,1978 an important 

difference to the “classical” tax havens mentioned above lies in the fact that they have a tax treaty 

                                                
1966 This is supported by recommendations made in 2010 by: J.C. Miller, D. Shaw & K. Jefferson, Addressing the Challenge of 

Fiscal Sustainability of the Cayman Island: Final Report of the Independent Commission, available at 

http://www.gov.ky/portal/pls/portal/docs/1/7978053.PDF (accessed 3 Aug 2018). In the summary of their major 

recommendations at p. 4., it reads at number 1: “Do not impose direct taxation.” Also recommendation 9 deals with taxation. It 

suggests finding ways of raising the same revenue, but to minimize the adverse effects on economic activity of various levies 

imposed on, inter alia, the financial services industry. Recommendation 12 even targets at quelling the rumours that the Cayman 

will tax certain types of fund transfers. Note that this came at a time when the pressure on the Cayman Island to introduce 

additional taxes was rather substantial. See in this regard, Genschel & Seelkopf, supra n. 855, at ch. 4; N. Mathiason, Cayman 

Islands resists taxing demands as it sinks deeper into crisis, The Guardian 2009 available at 

https://www.theguardian.com/world/2009/sep/25/cayman-debt-crisis-budget-postponed (accessed 3 Aug. 2018); also by 2018 the 

Cayman Island does not appear to change its strategy. See Cayman Islands Government, Strategic Policy Statement 2018, 

available at http://www.gov.ky/portal/page/portal/pfehome/publications/2018-strategic-policy-

statement/2018%20Strategic%20Policy%20Statement.pdf (accessed 28 Aug 2018).  
1967 Compare: Genschel & Seelkopf, supra n. 855, at ch. 4, who also note that not all tax havens were able to obtain such wealth. 

Some of them are still stuck in poverty.  
1968 See already sec. 5.3.4. 
1969 Including CFC rules and other domestic anti-abuse rules. See sec. 5.3.4. 
1970 Which some jurisdictions impose. See Dahlberg & Wiman, supra n. 1373, at sec. 3.8.; Note that tax treaties play a rather 

minor role in the context of classic tax havens. The Cayman Islands, for instance, do not have a single one. See also the 

discussion and references in sec. 7.4.3.2. 
1971 See OECD Action 13, supra n. 1465 as briefly discussed within sec. 5.2.4 and 5.3.3. 
1972 Janssens et al. Part II, supra n. 1808, at sec. 4.2. 
1973 Compare, e.g. id., at sec. 4.4.  
1974 Into a similar vein, seemingly also focusing reputational risks: Christians & Shay, supra n. 1293, at sec. 4.5. 
1975 I.e. when no rule providing for the contrary applies. 
1976 See sec. 5.3.3. Note that income attribution rules could deny even this. See further, the discussion and references, provided 

for in sec. 8.4.3.1.; This assumes that transfer pricing rules are applicable in this context. 
1977 Referred to as such in Christians & Shay, supra n. 1293, at sec. 1.3.  
1978 See Gravelle tax havens, supra n. 306, at p. 4. 
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network.1979 The 2017 IFA Congress revealed that such jurisdictions are concerned with preserving their 

role.1980 Yet, all of them joined the Inclusive Framework. As a result, they will implement the minimum 

standards.1981 The latter include relatively strict tax treaty abuse rules.1982 Thus, to the extent these 

jurisdictions were used for treaty shopping purposes, the OECD approach may make avoiding WHT more 

difficult.1983 With respect to tax arbitrage transactions with HFIs that rely on a qualification conflict 

involving these countries, this should not be of increased relevance. BEPS Action 2 should catch them.1984 

But for substitute transactions with financial instruments made into these jurisdictions this can make a 

difference. A domestic law WHT claim (so it exists) can be upheld more easily.1985 

What concerns arbitrage manufacturing,1986 it was argued in literature that the OECD/G20 BEPS Project 

falls short of preventing this issue.1987 This was based on an important insight made in the Lux Leaks affair. 

The existence of rules is one thing. Their effective execution is the other.1988 Note that these concerns 

explicitly extended to BEPS Action 2. As argued by Marian (2016), a country could well apply the Hybrid 

Financial Instrument Rule. Yet, this does not hinder it to approve a loss elsewhere – irrespective of whether 

or not it really emerged.1989 To the extent this is possible the exchange of rulings as included in BEPS 

Action 5 may help.1990 The fact that it is a part of the minimum standards is valuable.1991  

                                                
1979 The author does not aim to categorize tax havens in this thesis. Yet, there is an obvious difference between the tax systems of, 

say, the Cayman Islands and Singapore.  
1980 Christians & Shay, supra n. 1293, at sec. 1.3. 
1981 In accordance with Art. 7(17)(b) MLI, Mauritius aims to include LoB clauses into its tax treaties. See for that 

http://www.oecd.org/tax/treaties/beps-mli-position-mauritius.pdf (accessed 2. Aug 2018). Liechtenstein has chosen to apply the 

PPT. See for that: http://www.oecd.org/tax/treaties/beps-mli-position-liechtenstein.pdf (accessed 3. Aug. 2018); Singapore has 

done the same. See for that: http://www.oecd.org/tax/treaties/beps-mli-position-singapore.pdf (accessed 3. Aug. 2018). 
1982 See supra n. 1496 and the discussion and references provided for in sec. 5.3.3.  
1983 Due to increased substance requirements for being able to claim tax treaty benefits. See already, sec. 5.3.4 and compare 

further the elaborations on the PPT provided within ch. 7.  
1984 See in more detail. 5.3.1. 
1985 Because the source state can apply, e.g. the PPT and deny tax treaty benefits.  
1986 See sec. 4.2.2. for a definition based on Marian, supra n. 1370, at p. 3.  
1987 Id., at pp. 48-56. 
1988 Id., at pp. 50-51. The argument was made under reference to Luxembourg already ignoring its existing thin capitalization 

rules. In id. the concern was raised that applying tougher rules will just lead to administrators ignoring the new rules. Note that a 

similar worry was also expressed in Avi-Yonah & Xu, supra n. 1811, at sec. 3.1. 
1989 Marian, supra n. 1370, at p. 51 stating: “By way of illustration, under [the Hybrid Financial Instrument Rule], a payment on a 

hybrid instrument in Luxembourg may not be deducted unless it is included in the country of destination. Theoretically, a friendly 

administrator could easily use administrative rulings to offset this unfortunate result. For example, any resulting income (due to 

the deduction being denied) could be offset by the generation of losses in Luxembourg, the existence of which will be approved by 

an [advance tax agreement] (regardless if losses were indeed generated in substance). Thus, denying the deduction would not 

generate additional income. In the alternative, any income created in Luxembourg could be ruled, under an [advance tax 

agreement], to qualify for a special low tax rate under a preferential regime.”  
1990 The rulings provided by Luxembourg fall under the category of related party conduit ruling. See already the discussion and 

references provided for in sec. 5.3.3. See further, Marian, supra n. 1370, at p. 52, who argues that the requirement for the ruling 

granting authority to summarises the ruling for the ruling receiving authority leaves, again, much room for discretion.  
1991 See for the first annual peer review on the exchange of information on tax rulings covering 44 jurisdictions: OECD Peer 

Review Reports on the Exchange of Information on Tax Rulings, supra n. 1743. 



198 
 

Marian goes on in arguing why BEPS Action 5, ultimately, does not address the problem.1992 Probably, his 

strongest point is that the problematic “fee structure” underlying such practices is not subject to discussion. 

The more taxes were saved outside the arbitrage manufacturing jurisdiction, the more revenue was 

generated in it. This is a core feature of such models.1993 It is, indeed, a missed opportunity not to bring this 

to the forefront.1994 In addition, the OECD/G20 BEPS project principally leaves unaddressed the problem 

of states applying their law inconsistently.1995 This is, likewise, a core aspect of arbitrage manufacturing 

provided in the course of rulings.1996 

Assuming that a country has received the information of arbitrage manufacturing having taken place, it will 

have to rely on a substantive provision to combat it. If the facts were identical as in the Lux Leaks affair, 

the source state would be protected by BEPS Action 2. Either as a result of the Hybrid Financial Instruments 

Rule, or as a result of the Imported Hybrid Mismatch Rule.1997 BEPS Action 2 could also protect the 

residence state of the ultimate shareholder.1998 Besides, an interesting role may be played by CFC rules. On 

the one hand, tax administrations could try to apply them with respect to their resident taxpayers involved 

in the Lux Leaks affair.1999 On the other hand, they may be relevant if the arbitrage manufacturing 

jurisdiction applies BEPS Action 2, but provides for substitute benefits that reach a similar result.2000 

The third inter nation equity concern was identified as retaliation and the resulting potential for double 

taxation. As worked out in sec. 4.2.2, the tax arbitrage opportunity that exists between two countries 

involves a bilateral surplus. The state taking it away collects it.2001 Hence, both want to tax – and they want 

to do this alone.2002 This gives rise to a threats and chicken game.2003 History has seen such games resulting 

in the worst possible outcome: double taxation.2004  

                                                
1992 See in more detail Marian, supra n. 1370, at pp. 52-56. 
1993 See in detail id., at pp. 38-43, as well as supra n. 1390.  
1994 Id., at p. 55-56. 
1995 Id., at p. 55, who states that, instead of being based on a clear set of standards, the rulings just seem to provide the results the 

taxpayer requested. 
1996 The rest of his points were: “the single administrator problem” “Tax Rulings Secrecy” “Unreasoned Decisions”, 

“Unsubstantiated Submissions”, “Tax Advisors as Brokers.” They are discussed in more detail in id., at pp. 53-55. It is not clear 

to this author how addressing these problems can effectively prevent countries from engaging in arbitrage manufacturing. 
1997 Depending on where the mismatch arises. See also supra n. 1388.  
1998 If the mismatch arose between the residence state of the ultimate shareholder and the state of the intermediary company. In 

this case, Specific Recommendation 2, or the defensive rule, would apply. Furthermore, the residence state of the ultimate 

shareholder may also be protected, if BEPS Action 2 deters the transaction between the source state and the state of the 

intermediary company and the alternative transaction would have been a loan granted from the ultimate shareholder to the 

company in the source state (in case of which there would have been interest income that the former state could have taxed).  
1999 This could, for instance, be the case in Finland. See Tokola, supra n. 1829, at sec. 6.2.3. 
2000 See supra n. 1989, for an example. This could, conceivably, be regarded as some sort of a special tax regime, which may 

trigger a CFC rule. Compare, e.g. the discussion in Tokola, supra n. 1829, at sec. 6.2.3. 
2001 See the discussion and references provided for in sec. 4.2.2.  
2002 Id.  
2003 Id.  
2004 See supra n. 1402 for the reference to the dual consolidated loss rules enacted in the US, which resulted in retaliation by the 

UK.  
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For obvious reasons this is a discussion especially relevant in the context of BEPS Action 2. As worked out 

in sec. 5.2.2., the OECD is very aware about this issue. It aims to solve it by applying the rules in a certain 

hierarchy. Thereby, no attempt has been made to engage in what state has actually lost the tax revenue.2005 

The purpose is to “simply” avoid over-taxation.2006  

If both states implement BEPS Action 2, the outcome is the following: The residence state will deny 

dividend relief if the payment was deductible in the source state.2007 Practically this means that this state 

also collects the tax in a substantial amount of cases.2008 If the residence state does not deny dividend relief, 

the source state will be able to tax a debt/equity hybrid.2009  

The source state will be the first one to collect the revenue from debt/debt hybrids.2010 Under rather special 

circumstances, it will also be the first to tax under debt/equity hybrids. Based on the wording of the Specific 

Recommendation 2,2011 this can happen if the residence state does not provide relief in order to mitigate 

economic double taxation, but aims to pursue a different goal – e.g. promoting CIN.2012 In all of these cases, 

the residence states comes second. 

If only one state implements BEPS Action 2 it will always be the one who taxes under this rule. If a resident 

receives dividends that were deductible at the level of the payer, the residence state will deny dividend 

relief (if applicable).2013 If a resident taxpayer makes deductible payments to a related person, which are 

not included into the ordinary income at the level of the receiver, it will deny the deduction.2014 If this 

happens the other way around it will include the payment into the ordinary income.2015 In the latter two 

cases, the consequences are the same when the payment was made under a structured arrangement the 

taxpayer was party to.2016 

In case the achievable tax benefit was decisive for the transaction to be undertaken, then taking it away 

deters the taxpayer from entering into it. This is a core assumption underlying BEPS Action 2.2017 Under 

                                                
2005 See the discussion in sec. 5.2.2. 
2006 See id. and the reference to OECD Action 2, supra n. 13, at para. 280. 
2007 See sec. 5.3.1.2. 
2008 So, e.g. de Boer & Marres, supra n. 124, at sec. 3.1.1.; Schler Part I, supra n. 1887, at 489-491. 
2009 See sec. 5.3.1.1. 
2010 See sec. 5.3.1.1. See generally Schler Part I, supra n. 1887, at p. 489 for the helpful distinction between debt/equity and 

debt/debt hybrids.  
2011 OECD Action 2, supra n. 13, Recommendation 2.1. reads: “In order to prevent D/NI outcomes from arising under a financial 

instrument, a dividend exemption that is provided for relief against economic double taxation should not be granted under 

domestic law to the extent the dividend payment is deductible by the payer” (emphasis added). 
2012 Compare Douma, supra n. 1346, at sec. 2.2. and the brief discussion and references provided for in sec. 5.5.1. His 

elaborations imply that countries could apply a participation exemption regime (also) for this purpose.  
2013 See sec. 5.3.1.2. 
2014 Which is the primary response of the Hybrid Financial Instruments Rule – see sec. 5.3.1.1. 
2015 Which is the defensive rule of the Hybrid Financial Instruments Rule – see id.  
2016 See id.  
2017 See already the discussion and references in sec. 5.2.2. 
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these circumstances, the third inter nation equity concern is not present from the outset. In absence of the 

tax arbitrage transaction, there will be no one who can tax it. Retaliation resulting in double taxation will, 

practically, not occur. Given tax arbitrage with HFIs is a concern in the non-implementing state this comes 

to its benefit. To the extent the counterparty is resident in a state that has implemented BEPS Action 2, it 

will be protected against tax arbitrage with HFIs as well. This also happens via the Imported Mismatch 

Rule.2018 If the benefits of the tax arbitrage transaction cannot be indirectly transferred to other taxpayers 

resident in a jurisdiction that has BEPS Action 2 in place, the actual tax arbitrage transaction might fall 

away.2019 Thus, it has to be focused on transactions that are, nevertheless effected. Here retaliation is 

possible.  

Consider, to start with, that the implementing state is the residence state and the non-implementing state is 

the source state. BEPS Action 2 will lead to a taxation in the former state. As a result, this state gets more 

tax revenue. In addition, the cost of capital for the payer company likely increase.2020 As indicated above, 

this could incorporate negative revenue effects for the source state. Due to the higher cost of capital, the 

minimum required return on investment increases.2021 The outcome may be fewer investments and, thus, 

fewer economic activity, which equals less tax collection from such spill-over effects.2022 Against this 

background, the source state could be tempted to retaliate.2023 If someone has to tax – why shouldn´t it be 

it? 

                                                
2018 See sec. 5.3.1.3. 
2019 For the sake of completeness: The potential retaliation of a state otherwise applying its Imported Mismatch Rule will not be 

separately discussed here. The hierarchy of BEPS Action 2 – which a state implementing BEPS Action 2 committed to – would 

not allow for that: If the mismatch is combatted elsewhere then there is no need to apply this rule. Compare also sec. 5.2.2. Note, 

however, that the following does not seem unconceivable. If the tax rates of the state neutralising the mismatch are very low, the 

state into which the result is imported could have an interest in applying its Imported Mismatch Rule – despite BEPS Action 2 

not mandating it to do so. That could result in double taxation, although in presence of low tax rates the consequences would be 

rather modest. Consider the following example: If there is a mismatch between State A and B, which is imported into State C, 

then the latter would apply its Imported Mismatch Rule to deny the deduction. If now state B denied the deduction for the 

payment made to State A (where the payment is not included in the ordinary income), the Imported Mismatch Rule in State C 

would be switched-off. Yet, if the relevant tax rate in state B is, say, 1%, then there is, practically, still a D/NI between State A 

and State C. If State C denied the deduction, the result would be double taxation. In this context see Harris UN Proposal, supra n. 

1, at sec. 3.2.2.3, who discovers a tax planning strategy in ensuring the application of BEPS Action 2-like rules in a low tax 

jurisdiction, for the purpose of rendering the Imported Hybrid Mismatch Rule inapplicable. This will also be briefly discussed in 

sec. 5.4.3.2. 
2020 This happens because the taxation of the lender should lead to it demanding a higher interest rate. See already the discussion 

and references provided for in sec. 2.2.2.2.  
2021 See, e.g. the reference provided in supra n. 1140. 
2022 See on the spillover argument already the relevant discussion and references provided for in sec. 4.2.1. and 4.2.2.  
2023 Compare also the discussion in Schler Part I, supra n. 1887, at pp. 492-493; Note, however, that it does not seem too likely 

that this will have a substantial effect on the attractiveness of the source state to attract MNE activity. In fact, if a state tolerates 

tax arbitrage with HFIs for tax competition purposes, then it could also allow artificial substitute transactions. This would reach 

the same result by other means. Furthermore, these tax arbitrage transactions are still possible with respect to other states not 

having implemented BEPS Action 2. The Imported Hybrid Financial Instruments Rule, however, could make this more difficult. 

See sec. 5.3.1.3. Note that this has to be sharply distinguished from what was argued above: There the focus was on revenue 

effects that emerge because of the state (itself) denying local MNE entities to limit their effective tax rate through tax arbitrage 

transactions with HFIs The resulting increased sensitiveness for the actual tax system present in a state may influence MNEs 

investment and employment decisions. See already the discussion in sec. 3.2.1.3.2.2. 
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To understand what this could mean for the BEPS Action 2 implementing state, consider the following: If 

the source state implements BEPS Action 2, it will adhere to the hierarchy discussed above.2024 At least in 

principle, double taxation should, thus, not emerge here. However, if it is a net capital importer, 

implementing BEPS Action 2 may not be the most viable option. It will frequently remain the residence 

state who can tax.2025 If the source state assumes that BEPS Action 2 will not alleviate its problem it has 

two major options.  

First, it could consider to simply deny the deduction. The source state knows that in such case, it will be up 

to the residence state to decide what to do. In this context, it is fair to assume that in those cases where 

BEPS Action 2 would have given the source state the primary taxation right anyway, the residence state 

may leave it with that. After all, it would be hard to justify a double taxation of its residents, just because 

the rule denying the deduction was not formally based on BEPS Action 2, but is an act of retaliation.2026 

Yet, the source state also knows that BEPS Action 2 applies on the expected treatment of an instrument.2027 

Thus, the residence state will apply the defensive rule if it expects the transaction to be deductible in the 

source state.2028 This is a threat to the source state. In fact, the latter must assume that any arbitrary denial 

of the deduction goes in hand with double taxation. That increases the requirements for the source state. It 

has to foresee this outcome in its law. The clearest solution for the source state would be a change in the 

code towards generally denying the deduction for all of these transactions. This can be unattractive. Not 

only would the source state be forced to deviate from its current legal system – which is costly by itself.2029 

Rather, it would also close down tax arbitrage opportunities with respect to other countries. If tax arbitrage 

with HFIs was used as a tax competition device, then this can be costly as well.2030 Alternatively, the source 

state could apply its GAAR. Here it is much harder to tell what the expected treatment is. Without going 

into detail at this stage,2031 a risk for double taxation is clearly present in such case. 

                                                
2024 See generally 5.3.1.1.-5.3.1.2. 
2025 See id., as well the discussion and literature mentioned in supra n. 2008. See above regarding scenarios where the source state 

can tax first.  
2026 Such a rule would also be difficult to draft. Compare here already Mechtler, supra n. 145, at pp. 258-259 with respect to 

Recommendation 2.1. and the defensive rule. 
2027 See sec. 5.3.1.1. and note the unclearness seemingly existing with respect to substitute transactions as defined for the 

purposes of Recommendation 1. 
2028 See 5.3.1.1. 
2029 According to Rosenzweig, the unilateral policy option of not to combat international tax arbitrage at all, relies on the fact that 

changing domestic law – which reflects the efficiency/equity considerations important to that jurisdiction – is inappropriate. See, 

including a discussion of critics, Rosenzweig Harnessing, supra n. 91, at p. 587-589. Whether this is an issue in the context of tax 

arbitrage with HFIs is questionable. Ultimately, any line drawn between debt and equity incorporates at least some degree of 

arbitrariness. See the discussion ad references provided for in sec. 2.1.4, and note the especially elaborations in: Weisbach Line 

Drawing, supra n. 240; Benshalom, supra n. 181; Brown General Report, supra n. 6, at ch. 4. Nonetheless, a deviation therefrom 

does not come free. 
2030 See the discussion and references provided for in sec. 4.2.2. with respect to the lost revenue from MNE activity leaving, or 

not coming into, a state, or the potential “collateral damage” caused by replacing tax arbitrage with HFIs through other tax 

competition devices. 
2031 See the discussion and references provided for 8.4.3.1. 
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If the residence state is entitled to tax under BEPS Action 2 the starting point similar. As described above, 

this will frequently be the case with respect to debt/equity hybrids.2032 Here the residence state will deny 

dividend relief, if the payment is deductible in the source state.2033 Against this background, the source state 

could think that if it denies the deduction, the residence state will provide for dividend relief. After all, from 

a systematical point of view, the denial of the deduction in the source state would take away the reason for 

denying dividend relief.2034 What is more, Specific Recommendation 2.1. also states that “relief against 

economic double taxation should not be granted under domestic law to the extent the dividend payment is 

deductible by the payer.”2035 (emphasis added). This can be understood as a requirement for the deductibility 

having actually taken place. Thus, the source state could see a limited risk of double taxation, if it denies 

the deduction. However, it does not appear to be as straightforward as it seems. In fact, in order to correctly 

reflect the hierarchy of BEPS Action 2, the residence state has to deny dividend relief when the payment 

was principally deductible under the laws of the payer state. If the implementing legislation refers to the 

actual deduction, then the source state is, practically, the first to act.  

Ironically enough, once the source state denies the deduction, the residence state has to be fine with this. 

Ultimately, its concern was taken away. Of course, it can now insist on it being the one entitled to tax. Yet, 

that would be at great odds with the rationale of BEPS Action 2. As explicitly held by the OECD: the 

hierarchy “simply” serves to avoid over taxation.2036 It is, as mentioned, not required to establish what state 

has lost tax revenue.2037 If the state implementing BEPS Action 2 truly shares this view, it will not tax. If it 

does not, it will go for double taxation. Here, the threats and chicken game would, once again, have lead to 

the worst possible outcome.2038 Thereupon, states will have to find a solution. Even though so starkly 

avoided by the OECD,2039 the debate on which state has the better reason to tax will pop up again.  

The second option for the source state is to impose a WHT. This is also what the UN seems to recommend 

to developing countries.2040 As mentioned above, BEPS Action 2 does not take WHT into account.2041 This 

                                                
2032 See generally 5.3.1.1-5.3.1.2, and the discussion and references provided for above.  
2033 See sec. 5.3.1.2. 
2034 See the discussion and references provided for in sec. 4.2.1., or 5.4.2.1., 8.4.1.2. Compare in this regard also, e.g. the 

discussion existing with respect to the Austrian sec. 10(7) KStG 1988 (amended 2018). This rule essentially corresponds to 

Specific Recommendation 2.1. of BEPS Action 2. In short, the majority of Austrian commentators demand for the denial of 

dividend relief the effective deduction of the payment in the source state. Others, however, regard the mere possibility for a 

deduction to be sufficient. See, instead of many, for a summary: Fürsinn & Massoner, supra n. 285, at paras. 220-221; As an 

example favouring the former view, see M. Stefaner, Besteuerung von Beteiligungserträgen gemäß § 10 Abs 7 KStG auch bei 

fehlendem Abzug im Ausland?, 22 SWI 10 (2012); Favouring the latter view: Strimitzer & Vock, supra n. 285, at para. 372. 
2035 OECD Action 2, supra n. 13, at Recommendation 2.1. There are further indicators in id., at paras. 110-111, that show that the 

actual deduction matters. 
2036 See sec. 5.2.2., as well as the discussion above. 
2037 Id. 
2038 See the discussion and references provide for in sec. 4.2.2. 
2039 See sec. 5.2.2.  
2040 See in more detail sec. 7.1. 
2041 See explicitly supra n. 1922. 
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means that the residence state taxes the transaction, regardless of any source state WHT.2042 To the extent 

the WHT can be credited in the residence state, the result is single taxation with the source state colleting 

the tax. To the extent it cannot be credited, it will lead to double taxation.2043 Again, some form of agreement 

has to be found, if this outcome is to be avoided. 

These considerations allow to shorten the discussion of the opposite case with the source state being the 

implementing, and the residence state being the non-implementing state of BEPS Action 2.2044 For 

debt/equity hybrids benefitting from dividend relief, the retaliating residence state wants to deny the latter. 

Given the other state follows the hierarchy of BEPS Action 2, it is save to do so. Double taxation should 

not emerge. In addition, it should not raise any further cost. It is already clear that the payment will be taxed 

once. As such it can also be the resident state who does so.  

However, drafting a rule that denies dividend relief only in case the other state would have denied a 

deduction does, at a minimum, not seem to be very feasible. Thus, if the residence state wants to act, it will 

likely have to generally deny dividend relief for deductible payments, i.e. not only with respect to those 

coming from a state that implemented BEPS Action 2. This would, on the one hand, increase CIT revenue. 

On the other hand, however, it would also decrease the after tax return obtainable by resident investors. As 

a result, capital that flew into the country in order to benefit from the tax arbitrage opportunity could leave. 

With respect to what is left: To the extent the higher after tax return was invested into the domestic 

economy, spill over benefits could fall away as well.2045 Implementing such a rule could, thus, be 

unattractive from an overall perspective.2046  

Similar considerations also apply outside the dividend relief cases. With the other state having implemented 

BEPS Action 2, the transaction will be taxed once. In this context, the benefits of allowing tax arbitrage 

with HFIs as a residence state will fall away. Under BEPS Action 2, the source is the one who can tax in 

these situations. Consequently, any attempt of the residence state to grab the surplus will risk double 

taxation. To overcome it, it will have to ensure that the expected treatment in its state is an inclusion into 

                                                
2042 See id., as well as the discussion and references provided for in sec. 5.4.2.2. 
2043 Note that the source state likely levies the tax on the gross amount, whilst the residence state taxes the net income. See 

already the discussion and references provided for in sec. 2.1.5.3. as well as 3.2.1.3.2.2.. 
2044 Which, given the economic nature of the states implementing BEPS Action 2, seems to be the rarer case. 
2045 Compare broadly the discussions and references provided for in this sec., as well as in secs. 3.2.1.3.2.2., 4.2.1-4.2.2.. 
2046 See in this context also L. de Broe, At Last, Some Output on the Fight against Double Non-Taxation, EC Tax Review 6, sec 1 

(2014) [hereinafter de Broe Double Non-Taxation], who notes that, inter alia, Malta expressed concerns in the context of reaching 

an agreement to amend Art 4(1)(a) Parent-Subsidiary Directive 2011/96 via: Council Directive 2014/86/EU amending Directive 

2011/96/EU on the common system of taxation applicable in the case of parent companies and subsidiaries of different Member 

States, OJ L 219 (2014), EU Law IBFD. As worked out by de Broe, Malta: “argued that compelling Member States to levy taxes 

on the basis of the revised Parent-Subsidiary Directive would infringe their sovereignty in taxation and would set a dangerous 

precedent for future legislation.“ It is up to the reader to judge how much tax competition considerations underlie this statement. 

In sec. 2., de Broe underlines that the so amended Art 4(1)(a) Parent-Subsidiary Directive 2011/96 still leaves room to uphold tax 

competitive environments.  
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the ordinary income. Optimally, this would happen by a change in the law towards generally taxing these 

transactions. Yet, as mentioned, this bears its own cost.2047 Alternatively, the residence state could apply its 

GAAR. If double taxation is to be avoided, this is not the most viable option either. As it will be discussed 

on a later stage, this involves some harder questions – especially of a practical nature.2048  

However, the residence state could also simply tax and see what happens. Without having introduced BEPS 

Action 2 itself it might, not least, feel barely committed to the hierarchy enshrined in it. In such case it will, 

again, remain up to the source state to decide. If it sticks to the spirit of BEPS Action 2, it has to be fine 

with it. If it does not and still denies the deduction, the outcome will be double taxation. Yet, if it defects 

and does not tax, the other state wins. Some things never change.  

5.4.3.2. Additional considerations on inter nation equity 

This section will provide for additional inter nation equity considerations regarding the OECD approach in 

general, and the relevant parts of BEPS Action 2 in particular. 

To begin with, it seems interesting to inquire why low and middle income countries are, or may be, reluctant 

to implement the OECD approach. A good indication is provided by the proceedings at the 2017 IFA 

Congress. It revealed a variety of concerns these countries have with respect to the OECD/G20 BEPS 

project.2049 They include (i) the lack of government resources, (ii) inconsistent and uncertain application of 

the rules, (iii) a high compliance burden for taxpayers, (iv) domestic tax evasion being the more important 

source of revenue loss and (v) the desire to maintain domestic legislation.2050 Another one is (vi) the fear of 

their peers not acting.2051  

The fact that the OECD approach was not capable for consensus among low and middle income countries 

can, to some extent, be attributed to itself. Subject to further discussion in sec. 5.4.5, the OECD approach 

is quite complex, which gives rise to high administrative and compliance cost. Further, it incorporates the 

potential for inconsistent application and uncertainty.2052 In part, the non-implementation of the OECD 

approach can also be attributed to the fact that the problems addressed by it are not the most pressing ones 

for many low/middle income countries.2053 To another part, it may be associated with tax competition 

constraints remaining strong in this setting. It is conceivable that this was reinforced by the OECD approach 

                                                
2047 See supra n. 2029. 
2048 See sec. 8.4.3.1. Consider in this context, that GAARs come into play during tax audits. Taking into account potential 

litigation, it may take years until the application/or non-application of a GAAR becomes definite. 
2049 See in more detail: Christians & Shay, supra n. 1293, at sec. 4.7. 
2050 Id. 
2051 See id. and compare the discussion and references provided for in sec. 5.4.3.1. 
2052 So the first three concerns mentioned above. 
2053 See also the references and discussion in sec. 3.2.1.3.2.3. 



205 
 

not being suitable for implementation by such countries.2054 This creates expectations that can influence the 

decisions of peer countries.2055 Thus, all of the above concerns are, more or less, reflected in the OECD 

approach.2056 

A different question concerns the effects caused by the implementation of the OECD approach in developed 

countries on developing countries. As mentioned, the OECD approach will (likely)2057 make the costs of 

doing business in the implementing countries higher. This increases the relative attractiveness for 

developing countries not to implementing these, or effectively similar, rules.2058 After all, there is a chance 

for economic activity to relocate into their jurisdictions.2059 

Another different question concerns intra-group hybrid regulatory capital. As mentioned above, states who 

implement BEPS Action 2 are free not to apply the rules on it.2060 Thereby, the OECD notes that this should 

not affect the policy choice of another country regarding whether to apply the rules in this context.2061 

However, if there is a D/NI outcome, which the payer state does not aim to neutralize for the reason of 

strengthening the capitalisation of its banks, then these efforts can still be thwarted by the other state 

applying its hybrid rules. If a banking group manages to restructure the issuing of regulatory capital to the 

subsidiary in question, this problem should not be too dramatic.2062 The opportunity to enjoy the benefits 

of tax arbitrage with HFIs is still available. To the extent it is not possible, however, the source state could 

be willing to give up this specific exemption. This may also depend on whether it is realistic for this state 

to expect that it will be the one who collects the tax. This will, as explained above, depend on how the D/NI 

occurs.2063 

BEPS Action 2 could, in whole or in part, also be implemented by jurisdictions for strategic reasons. One 

example was already brought forward in the context of discussing the third inter taxpayer equity concern. 

If a low tax jurisdiction denies dividend relief, then the source state cannot apply the Hybrid Financial 

Instruments Rule anymore – despite the D/NI outcome still existing.2064 Therewith capital could flow into 

                                                
2054 See for further game theoretical considerations the discussion and references provided for in sec. 6.4.3.2. 
2055 See in more detail on game theory, repeated games, and reaction functions, e.g. and instead of many, R. Begg, S. Fisher & R. 

Dornbusch, Economics 9th ed. sec. 9.4 (McGraw Hill 2008). 
2056 The missing ability to maintain domestic law comes already with the implementation of the new rules. 
2057 Compare the discussion in Keen Competition, supra n. 122, at sec. 2-3. 
2058 Zolt, supra n. 853, at sec. 4.2.2.; for a more general discussion dealing with interest deductibility rules see Edgar, Farrar, & 

Mawani, supra n. 581. 
2059 Note that this may not have substantial effects in countries with a poor investment climate. See already the discussion and 

references provided for in sec. 3.2.1.3.2.3. 
2060 See sec. 5.3.1.1. Note that this is also included in Art. 9(4)(b) ATAD (2016/1164).  
2061 OECD Action 2, supra n. 13, at p. 11. 
2062 E.g. by routing it through states that do not apply anti-hybrid rules on the transaction.  
2063 If the regulatory instrument is a debt/debt hybrid, it will apply the primary response and tax. If it is a debt/equity hybrid, it 

typically will not. On the hierarchy included in BEPS Action 2 see already the discussion and references provided for in sec. 

5.3.1.1.-5.3.1.2., 5.4.3.1. 
2064 See the discussion and references provided for in, e.g. 5.4.2.2. See also supra n. 2019.  
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this jurisdiction in order to replicate tax arbitrage transactions with countries that implemented BEPS 

Action 2. Similar thoughts may be applicable in the context of the Imported Hybrid Mismatch Rule.2065 In 

Example 8.6, this rule did not apply on payments made to a taxpayer that was itself subject to the Imported 

Hybrid Mismatch Rule under the laws of its own jurisdiction. If this was a low tax jurisdiction, the denial 

of the deduction in this state should not matter too much for the MNE as a whole.2066   

5.4.4. Efficiency 

5.4.4.1 Addressing the efficiency concerns  

Tax arbitrage with HFIs can give rise to efficiency costs.2067 In order to find out how the OECD approach 

can address them, it appears helpful to start from the micro-perspective. Under reference to the work of 

Edgar (2003),2068 it has been worked out that the magnitude of efficiency costs attached to tax arbitrage 

with HFIs depends on the nature of the transaction.2069  

The below will discuss some different patterns that seem particularly interesting in the context of the OECD 

approach. It will start with a purely tax motivated transaction and come to an end with purely bona fide 

transaction.2070 The primary focus will be on BEPS Action 2. Assume, for the sake of simplicity, that all of 

the transactions elaborated upon below have the parent entity as the lender, and its 100% subsidiary as a 

borrower.   

Consider first a tax arbitrage transaction that was purely tax motivated. Here the direct efficiency costs 

equal the transaction costs of entering into the arrangement.2071 Furthermore, if the revenue loss has to be 

recovered by increased taxes elsewhere, an indirect efficiency effect is present as well.2072 To the extent 

BEPS Action 2 deters these kind of transactions the result should, consequently, be an increase in welfare. 

If, on the other hand, taxpayers can enter into substitute transactions to reach the same or a similar outcome, 

the judgment is different. Here transaction costs and revenue effects will, after all, still be present. Besides, 

the new transaction may have different non-tax attributes that entail efficiency costs themselves. As 

indicated above, it is fair to assume that the OECD approach can provide for such opportunities, especially 

if it is implemented in a narrow and non-robust way.2073 Likewise, the missing reference of BEPS Action 2 

                                                
2065 See sec. 5.3.1.3. 
2066 See already the discussion and references provided for in in supra n. 2019. 
2067 See the discussion and references provided for in sec. 4.3. 
2068 Edgar, supra n. 127. 
2069 See the discussion and references provided for in sec. 4.3. 
2070 Including the latter, i.e. bona fide transactions into this sec. may be regarded as inconsequent from a methodical point of 

view. As shown below, they do not raise the kinds of efficiency costs that give rise for concerns with respect to uncombatted tax 

arbitrage with HFIs. Yet, for the sake of keeping the flow, they will be discussed here. This is, not least, an area where legislative 

action against tax arbitrage with HFIs could itself cause concerns. 
2071 Edgar, supra n. 127, at pp.1103-1104. 
2072 Id. 
2073 See sec. 5.3.4 for a discussion of the leeway states have in implementing the OECD approach. 
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to actual tax burdens could provide taxpayers with possibilities to restructure tax arbitrage transactions with 

a view to ensure a practically similar result.2074  

Thus, the OECD approach does not appear to fully prevent these costs in the context of tax arbitrage with 

HFIs, and its substitute transactions effected with financial instruments. That being said, the reader should 

note that even if it could, it is unlikely for these sort of welfare costs to disappear. In fact, and as already 

underlined in sec. 1.5, taxpayers have at their disposal a wide range of other potential substitute transactions 

that can be realised without financial instruments. It is conceivable that taxpayers could approximate similar 

outcomes by, say, paying deductible royalties or other remunerations to no/low taxed receivers.2075 In 

addition, tax administration behaviour of the sort indicated above could, likewise, offer sources for new tax 

planning strategies. Nothing of this is in the scope of the thesis.2076 Yet mentioning it should somewhat 

relativize the critique on the OECD approach expressed in this context. 

Assume, next, that there was a real financing need at the level of the subsidiary. Here the starting point is 

different. The question is not whether the transaction happens at all. Rather, only the form in which it takes 

place is open. In such a setting, it can be that the transaction was designed with a view to reach a D/NI 

outcome.2077 Under these circumstances, the efficiency effects of BEPS Action 2 are similar. Due to taking 

away the tax arbitrage opportunity, it will give rise to fewer transaction costs. To be more precise, this 

concerns the deadweight loss caused by the additional transaction costs that would be necessary to create 

the D/NI.2078 With respect to the indirect efficiency effects that come with compensating taxation it is more 

difficult. If the alternative transaction is subject to tax, revenue will increase. Where this happens depends 

on this transaction. If it is straight debt, then the outcome for the source state is not very different. The 

payment is not taxed there.2079 Whether this is a problem from an efficiency point of view is not clear. At 

least if it is a real payment, it does not constitute a revenue loss, but only measures the income of the 

subsidiary.2080 The overall denial of such deductions could give rise to its own, and likely quite substantial, 

negative welfare effects.2081 But this is a different story.2082  

                                                
2074 See the discussion and references provided for in sec. 5.4.2.1.  
2075 Compare similarly: Edgar, supra n. 127, at p. 1149.  
2076 See already the discussion and references provided for in sec. 1.3, 1.5. and note that a perfect substitutability of the debt 

channel was regarded as unlikely in sec. 1.5. 
2077 Which means that it would look differently in absence of the tax arbitrage opportunity. Taking the latter away, thus, leads to a 

different structure of the transaction. 
2078 The increase in welfare would be the difference between the transaction costs attached to the tax arbitrage transaction and the 

transaction costs attached to the alternative transaction (if positive). 
2079 Assuming that it is fully deductible and not subject to WHT. 
2080 See the discussion and references provided for in sec. 4.2.1. and note especially supra n. 1319.  
2081 As also indicated in id.  
2082 An estimation of the efficiency effects attached to such an act does not appear necessary, not least as the proposal of Fleming, 

Peroni & Shay Earnings Stripping, supra n. 130, according to which the deduction for real payments should be allowed, whilst 

the deduction for costless foreign related party payments should be denied, has not (yet) made its way into practice. It is, as 

mentioned, at least, plausible to assume that the general denial of the deductibility, which would be necessary for the source state 
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Besides, it is not sure that an increased taxation in the residence state gives rise to less efficiency costs than 

what can be won by giving up the compensatory taxation in there. Based on the discussion in sec. 5.4.2.1. 

it may not even be taken for granted whether such taxation is, at all, necessary in this context. Sometimes 

this may be the case.2083 Sometimes, however, it may not.2084 If compensatory taxation does not exist, or if 

it exists but is not given up, the efficiency effects of the increased taxation in the residence state may be 

negative.2085 On the contrary, if the alternative transaction is equity, the taxation will take place in the source 

state. Here, it seems more likely that compensatory taxation can be given up. Provided this happens, it may 

include an overall positive welfare effect. 

In this setting, the application of BEPS Action 2 may give rise to an additional welfare effect. Whether it 

exists depends on the substitutability of the tax arbitrage transaction with the transaction that would have 

been chosen in absence of the tax arbitrage opportunity.2086 The additional effect does not occur if the tax 

arbitrage transaction is a perfect substitute for the transaction that would have otherwise been preferred.2087 

On the contrary, it does emerge when the tax arbitrage transaction is an imperfect substitute for the 

otherwise preferred transaction.2088 In such case, the taxpayer would incur non-tax costs in order to reach 

the tax arbitrage result.2089 This sacrifice in the patterns of cash flow gives rise to a welfare loss.2090 Taking 

the tax arbitrage opportunity away should, consequently, reverse this effect and lead to an increase in 

welfare.2091 

As the next scenario, assume, again, that the subsidiary is in a financing need. In this case, however, the 

HFI is precisely the instrument that the parties would have chosen also in absence of the tax arbitrage 

opportunity. This will include cases where the D/NI result is not planned, but simply happens by accident. 

Here, the presence of increased additional transaction costs is unlikely. What concerns indirect efficiency 

effects, the above considerations apply. The interesting aspect in this scenario are the non-tax costs of the 

                                                
to mitigate the result of its tax base being eroded, has negative welfare effects in the context of real payments. The whole issue is, 

however, much broader than reflected here. If such protectionist policies, in fact, gave rise to positive welfare effects, the above 

indication is wrong. In the context of costless foreign related party payments, negative welfare effects may, or may not, arise. On 

the differentiation between real payments and costless foreign related party payments from an inter taxpayer equity perspective 

see sec. 4.2.1; on the arguments for and against free trade, e.g. Mankiw & Taylor, supra n. 848, at ch. 9. 
2083 Conceivably: If due to the tax arbitrage opportunity the capital is invested abroad instead of into the domestic economy, the 

CIT revenue may be lower than it would be had it been invested into the latter. This could cause the tax to be raised elsewhere. 

Compare the discussion and references provided for in sec. 5.4.2.1, and especially supra n. 1892. 
2084 If the capital would have been invested abroad anyway.  
2085 This is so because the welfare decrease resulting from the taxation of the tax arbitrage transaction in the residence state is not 

outweighed by a welfare increase that results from giving up taxation elsewhere. 
2086 See the discussion and references provided for in sec. 4.3. 
2087 If it is a nearly perfect substitute, it occurs to a minimal scale. 
2088 See the discussion and references provided for in sec. 4.3. 
2089 Id.  
2090 See id., and especially supra n. 1431, where it is held that this constitutes an implicit tax on the tax arbitrage transaction. 
2091 Given the taxpayers choose an instrument with a better cash flow pattern. Notably, this does not mean that it is the most 

optimal one. In absence of taxation, for instance, a completely different instrument could have been chosen. Compare in the latter 

context the discussion and references provided for in sec. 2.2.2.2., 2.3.2.2., and 3.2.2.2.2. 
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instrument. They are the best, irrespective of the tax arbitrage opportunity.2092 This means that the tax 

arbitrage outcome created a mere windfall gain to the parties. Hence, taking it away should not change the 

transaction. The HFI is still the instrument the parties would chose. Hence, BEPS Action 2 does not give 

rise to extra efficiency costs in this context. 

Now change the facts towards the lender being tax exempt. BEPS Action 2 does not apply in this case, 

unless the mismatch would have emerged between two taxpayers of ordinary status.2093 With the lender 

being tax exempt, there will always be a D/NI as long as the instrument qualifies as deductible debt in the 

source state. Thus, the parties may want to ensure that the instrument is debt. But they are unlikely to 

structure it in a way that would result in a qualification conflict if the payee was an ordinary taxpayer.2094 

For the sake of the argument, assume that the instrument would result in a D/NI outcome if both taxpayers 

were of ordinary status. Given BEPS Action 2 applies in the receiver state the outcome does not change. 

The income will be included into the tax base, but it will not be taxed there.2095 If, on the other hand, BEPS 

Action 2 applies in the payer state, the result is the denial of the deduction.2096 This happens, despite the 

D/NI would have arisen anyway. This might affect the taxpayers´ choice of the instrument. If they used 

straight debt, the D/NI would be available. They could, therefore, tend to design it this way. This could 

cause the above mentioned non-tax costs relating to the amendment of the cash flow patterns.2097 Further it 

could give rise to additional transaction costs. 

The neutralization of tax arbitrage with HFIs through BEPS Action 2 should also show effects on the macro 

level. Given it results in the overall volume of purely tax motivated tax arbitrage and substitute transactions 

to decrease, and to the extent that taxpayers do not compensate for this by relying on other tax planning 

strategies, the overall level of transaction costs, as well as potentially, the overall level of efficiency costs 

resulting from taxes being raised elsewhere may sink. Furthermore, the efficiency costs attached to 

changing an otherwise optimal cash-flow pattern in order to reach a qualification conflict will fall away as 

well. Only under likely more rare circumstances, they will be created.2098 However, outside intra-group 

transactions and structured arrangements tax arbitrage opportunities will remain. Whilst BEPS Action 4 

could alleviate the problem, the misallocations caused in this setting will not go away.2099  

                                                
2092 Again, as noted in supra n. 2091, it could be that the taxpayers would have chosen a completely different instrument in the 

absence of taxation. Therefore, the cash-flow was only optimal in presence of taxation. 
2093 See sec. 5.3.1.1. 
2094 Which does not mean that this cannot happen. They could structure it in that way with a view to the instrument becoming 

sold in the future. 
2095 See sec. 5.3.1.1. and OECD Action 2, supra n. 13, at para. 96, as well as Example 1.5. 
2096 See id. 
2097 They result from taxpayers choosing straight debt, instead of the otherwise preferred HFI.  
2098 See, e.g. the fact pattern just discussed above. 
2099 See the discussion and references provided for in sec. 4.3.  
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5.4.4.2. Additional considerations on efficiency 

This section will discuss some efficiency effects that could be attached to the OECD approach itself. To 

start with the most obvious ones. The OECD approach leads to changes in the legal framework for 

businesses to operate in. Thus, taxpayers will have to adapt. As worked out in sec. 3.2.3.2.4, this incurs 

costs.2100 They, inter alia, depend on the magnitude of the change induced by the specific implementation 

of the OECD approach.2101 These costs are hard to avoid. Yet, they are, at least, lower if future adaptions 

to address flaws in the implementing legislation do not become necessary.2102 Furthermore, the OECD 

approach leads to an increase in the cost of capital of the borrower, which in turn decreases investment.2103 

This has, as mentioned, welfare costs as well.2104 They are, likewise, hard to avoid in principle. Besides, 

they have to be weighed up against efficiency gains achieved through a decrease in taxes elsewhere.2105  

In this context, also BEPS Action 4 will be of increased importance. Without discussing this in detail, it is 

worth mentioning that literature expressed concerns whether BEPS Action 4 is able to adequately reflect 

reality.2106 As numerically demonstrated by Dorenkamp (2015), a fixed ratio rule with a benchmark of 10% 

requires an EBITDA return of 50% when the interest rate is 5%. Otherwise, the full deductibility of interest 

is not ensured.2107 The group ratio rule may help. But also here it was doubted whether its rationale is 

practically always applicable.2108 In fact, the rule presupposes that, in absence of tax motivations, interest 

expense is spread around the group in accordance with the EBITDA of the local group entities.2109 Whilst 

being theoretically sound in situations in which the group can allocate capital as it pleases, it may cause 

problems when this is not possible.2110 Examples for the latter include the presence of minority shareholders, 

capital restrictions, or different capital requirements for different group companies operating in different 

sectors.2111 

In sec. 3.2.2.2.2. it was worked out that a lower corporate debt ratio will be welfare improving, because it 

reduces these social risk premiums included in the costs of capital. They result from excessive debt 

financing, which is promoted by the debt bias typically existing in corporate tax systems.2112 It is 

                                                
2100 Compare further: Christians & Shay, supra n. 1293, at sec. 4.5.  
2101 As mentioned in sec. 5.3.4. states already have domestic anti-abuse rules in place. The extent of the change induced by the 

implementation of the OECD approach will also depend on them. 
2102 See the discussion and references provided for in sec. 3.2.3.2.4. 
2103 See the discussion and references provided for in 3.2.2.2.2. 
2104 Id. 
2105 See the discussion and references provided for in sec. 4.3. 
2106 See especially Dorenkamp, supra n. 1870, at pp. 351- 358. 
2107 Dorenkamp, supra n. 1870, at p. 353, 357. 
2108 See id, at pp. 355-356.  
2109 Id., at p. 355. 
2110 Id. 
2111 Id. 
2112 See the discussion and references provided for in sec. 3.2.2.2.2. On the debt bias see the discussion and references provided 

for in 2.3.2.2, as well as 2.2.2.2. 
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conceivable that BEPS Action 4 may lead to a decrease in these costs.2113 This presupposes that the interest 

limitation rules are implemented in a way that factually leads to firms borrowing less externally.2114  

Arguably, BEPS Action 2 could, under some limited circumstances, provide for the contrary. As explained 

already above, countries may exclude regulatory capital from the scope of the hybrid rules. Yet, other 

countries might do differently and apply them on these instruments.2115 It is conceivable that the first 

country provides for this exemption, because it aims to strengthen the capitalisation of its financial sector. 

It will do so if it expects overall social benefits to result from this step. Recall from sec. 2.3.2.2. that the 

stability risks imposed by excessive leverage in the financial sector are especially strong. As discussed in 

sec. 2.2.4, the design of HFIs can happen with view to qualify for, say, AT 1 requirements, but to remain 

debt for tax purposes. If, in addition to that, the HFI qualifies as tax equity in the lender jurisdiction, it 

would be even more attractive. A D/NI outcome is achievable. A state that exempts regulatory capital from 

the scope of BEPS Action 2 likely does so in the expectation of financial sector companies exploiting this. 

Practically this equals a tax incentive for the increased issuance of regulatory capital. Up to the minimum 

capital requirements, this is without effect. That would have been issued anyway. However, beyond that it 

may induce financial sector companies to issue more. If this really happens, it seems possible that this will 

decrease systemic risk, and thus social costs.2116 Admittedly, this is a very strong assumption. The adequacy 

of current regulatory incentives to use CoCo bonds2117 has, for instance, been doubted.2118 Thus, it may be 

that this positive welfare effect does not exist. However, if it exists and to the extent that tolerating the D/NI 

outcome would cause the specific financial sector company to issue the instrument, the application of BEPS 

Action 2 by the other country could have a welfare reducing effect.2119  

As already indicated above, the OECD approach can promote national welfare. This results from it being 

capable for consensus for a significant amount of economically similar countries.2120 The positive effect 

lies in the limitation of negative national welfare consequences that can emerge when states act alone.2121 

                                                
2113 Note, however, that earning stripping rules are not the most suitable way to combat high debt ratios. See already the 

discussion and references provided for in sec. 2.3.2.2. 
2114 Which might not be the case if the implementation of the rules is not strict enough to have an effect. The OECD seems to fear 

that countries could deliberately act this way for tax competition reasons. See already supra n. 1587, as well as supra n. 2113 

(genau eine drüber). 
2115 See sec. 5.4.3.1. 
2116 Compare on the issue already the discussion and references provided for in sec. 2.3.2.2.  
2117 See supra n. 573 for a brief description.  
2118 As summarised in Deutsche Bundesbank, supra n. 566, at p. 64. Note also the statement in id., at p. 61 referring to “a trade- 

off between regulatory and tax- related considerations in the design of CoCo bonds. From a regulatory perspective, the tax 

treatment creates a perverse incentive for the threshold to be set as low as possible. In terms of eligibility as AT1 capital, 

European regulators should give this problem due consideration.” (footnotes omitted).  
2119 To the extent the issuer finds possibilities to reach a D/NI result otherwise, the effect does not occur. 
2120 See the discussion and references in sec. 5.4.3.1. 
2121 See the discussions and references provided for in id., 3.2.1.3.2.2., and 3.2.2.2.2. As argued above, they can result from 

various conceivable effects, including mobile capital leaving a state, or not coming into a state. 
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Hitting a greater level of detail, BEPS Action 2 sometimes wisely avoids distortions that could be induced 

by its rules. Sometimes, however, it may also itself give rise to distortions. 

An illustration of the former is not to see a timing mismatch in Example 1.22. Here a taxpayer grants a loan 

to a company it is a minority shareholder in. Interest is deductible for the payer as it accrues and treated as 

income for the receiver when it is paid.2122 There is a dividend blocker on the shares, due to which any 

distributions to the major shareholders are disallowed as long as there is accrued, but unpaid, interest on 

the loan.2123 As discussed in sec. 2.2.2.4. this is a way of addressing agency costs attached to debt finance. 

The OECD concludes that the payment can be expected to be made within a reasonable period of time – 

even if the term of the loan is indefinite and the interest payments are at the sole discretion of the 

borrower.2124 Thus, BEPS Action 2 does not apply. If it did apply, it would make the imposition of dividend 

blockers more difficult.  

An illustration of the latter is provided by Example 11.5.2125 Here a widely held investment partnership 

holds 80% of the shares in a company it wishes to finance. The facts provide that the instrument chosen 

would result in a D/NI outcome with respect to one partner. As a result of the “aggregation of interests test” 

provided for in Recommendation 11.2, the partner is regarded to be a related person. Hence, it is in the 

scope of BEPS Action 2. The result would be the partly denial of the deduction for the paying company, or 

an inclusion at the level of the receiver.2126 Whilst this result has its merits from an equity perspective, it 

imposes quite some burden on the general partner of the investment partnership. Within the financing 

decision, it has to take into account the potential tax treatment of the instrument in all of the relevant 

jurisdictions. At a minimum, this increases transaction cost. Yet, it may also give rise to another instrument 

being used. The resulting non-optimal cash flow pattern can incorporate efficiency costs as well.  

Also the Imported Hybrid Mismatch Rule may give rise to distortions. Once a hybrid deduction is off-set 

against an imported mismatch payment, the rule applies and denies the deduction.2127 Note that the imported 

mismatch payments are not limited to interest. On the contrary, they include every payment that is 

deductible in the payer jurisdiction and included into the ordinary income at the level of the receiver. This 

means that, say, fees paid for services will be included as well.2128 Having in mind taxpayers that aim to 

                                                
2122 Which are the facts in OECD Action 2, supra n. 13, at Example 1.22; note that such facts could, per se, cause the Hybrid 

Financial Instruments Rule to apply. See id., at paras. 96-97 and Example 1.21 for the contrast. It is seems, indeed, consequent to 

apply the Hybrid Financial Instruments Rule in the latter circumstances. 
2123 OECD Action 2, supra n. 13, at Example 1.22.  
2124 See id. as well as id., at para. 96. 
2125 I.e. an example of a situation where BEPS Action 2 may give rise to distortions. 
2126 Depending on whether both states implemented BEPS Action 2, and depending on the underlying facts of the case, it can be 

the source state, or the residence state who is to act. On the hierarchy included in BEPS Action 2 see already the discussion and 

references provided for in sec. 5.3.1.1.-5.3.1.2., 5.4.3.1. 
2127 See sec. 5.3.1.3. 
2128 Id. 
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circumvent the application of the Imported Hybrid Mismatch Rule, this is somehow understandable. 

Otherwise, the D/NI would be importable into the payer jurisdiction having implemented BEPS Action 

2.2129 Yet, it is easily conceivable that the same fact patterns arise in very different constellations. Assume 

that somewhere in the group a D/NI arose – be it planned between the two parties, or be it by accident. The 

consequence is that companies in jurisdictions that implemented BEPS Action 2 lose the deductibility for 

payments, given they are at some point off-set against a hybrid deduction.2130 This can induce restructurings. 

Group companies potentially subject to the Imported Mismatch Rule may – de facto – be hindered to engage 

into transactions with certain other group companies, if these payments trigger the application of the rule. 

This can give rise to efficiency costs.  

5.4.5. Administrability and administration and compliance cost 

This section will discuss the administrability of the OECD approach. In this context, administration and 

compliance costs incurred by it will also come to the fore.2131 Thereby, BEPS Action 2 is at the core of the 

analysis. 

As worked out in sec. 4.4., the research on the administrability of a rule, as well as on the administration 

and compliance costs it gives rise to, moves into the same direction. High administration and compliance 

costs can make rules non-administrable, and thus not implementable. If, on the other hand, implementable 

high such costs make an implementation less attractive.2132 In order to get a better grasp of the potential 

administration and compliance costs that could come with the rules, two interacting dimensions were found 

to be relevant: their complexity and the resulting information requirements.2133 The below discussion of 

BEPS Action 2 will foremost focus on its complexity. This will, at the same time, make obvious the 

qualitative information needs. Thereafter, the practical obtainability of information will be discussed. 

Consider, as a starting point, that BEPS Action 2 provides for rules that link the tax treatment of a 

transaction in one jurisdiction to the tax treatment in another one.2134 This means that taxpayers and tax 

authorities have to understand foreign tax law. At best, it is the tax law of one other jurisdiction. At worst, 

                                                
2129 See sec. 5.2.2. 
2130 See sec. 5.3.1.3. 
2131 See already the discussion in sec. 4.4. 
2132 See the discussion and references provided for in sec. 4.4. 
2133 See the discussion and references provided for in id. 
2134 See sec. 5.3.1. 
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it is the tax laws of many others.2135 This is difficult.2136 Yet, it is not a novelty for tax law as such.2137 What 

is new, however, is the level of integration required between countries´ tax systems.2138  

In this context especially the inclusion of debt/debt hybrids into BEPS Action 2 led to a considerable 

expansion of complexity. As correctly held by Schler (2014), it is one thing to explore whether an 

instrument is debt or equity in the payee jurisdiction.2139 It is quite another one to find out how the other 

jurisdiction treats every payment and accrual on the instrument.2140  

Against this background, it does not surprise that literature stressed that the demands imposed by BEPS 

Action 2 on the payer state should not be underestimated.2141 In fact, it has to understand the ordinary 

income concept of the receiver jurisdiction.2142 It must comprehend sophisticated foreign tax relief regimes 

in order to know whether the payee state is to act, or whether it should deny a deduction.2143 Sometimes 

CFC rules in third states must be taken into account.2144 The payer state must be able to tell to what extent 

income is subject to tax at the full marginal rate, which includes awareness of reduced tax rates, partial 

exemptions or the eligibility to certain tax credits.2145 Further, it has to understand how the payee state 

characterises and apportions a payment after which it must be found out what tax consequences this has.2146 

In the context of the Imported Hybrid Mismatch Rule, this is even more dramatic. Payments have to be 

traced through a, potentially long, chain of transactions.2147 At each point, the need to find out out whether 

or not there is a mismatch requires applying the tax law of another country.2148 The task is substantial at a 

minimum. Sometimes, it may well be impossible.2149  

The requirements for the payee state are lower. It has to find out whether the payment was deductible. The 

next step is to determine whether the payment qualifies for dividend relief. As the case may be, the latter 

                                                
2135 Foremost this concerns the Imported Hybrid Mismatch Rule. However, also in the context of the Hybrid Financial 

Instruments Rule, the laws of third jurisdictions can be relevant. See, e.g. OECD Action 2, supra n. 13, at Example 1.24 dealing 

with a payment included into ordinary income under a CFC regime of a third country. 
2136 Compare, e.g. C. Staringer, BEPS – was kommt jetzt auf uns zu?, 25 SWI 12, p. 576 (2015); Mechtler, supra n. 145, at p. 258; 

or de Boer & Marres, supra n. 124, at sec. 6.3. 
2137 See OECD Action 2, supra n. 13, at para. 2 referring to foreign tax credit rules, subject-to-tax clauses and CFC rules as 

examples of rules that often do precisely the same, i.e. linking the tax treatment of a transaction in one jurisdiction to the tax 

treatment in another one. 
2138 Harris UN Proposal, supra n. 1, at p. 219. 
2139 Schler Part I, supra n. 1887, at 491. 
2140 Id. 
2141 E.g. Harris UN Proposal, supra n. 1, at sec. 3.2.2.1 
2142 Id. 
2143 Id.  
2144 Id. 
2145 Id. 
2146 Id.  
2147 See sec. 5.3.1.3. 
2148 Id.; Harris UN Proposal, supra n. 1, at sec. 3.2.2.3. 
2149 Id. See also the discussion below. Critical on the complexity of the Imported Mismatch Rule also, e.g. de Boer & Marres, 

supra n. 124, at sec. 6.3. 
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will be denied. If not, the action of the payer state has to be focused. Given this state does not neutralise the 

D/NI outcome, the payee state has to apply the defensive rule.2150  

In addition, both the payer and payee state must find out whether the parties involved are directly, or 

indirectly, related. In case of structured arrangements, they have to be aware of the motive as well.2151 

Moreover, the ultimate answer as to whether or not an arrangement qualifies as financial instrument, and 

thus is in the scope of the Hybrid Financial Instruments Rule, depends on domestic law.2152 Hence, each 

state has to know what (the) other(s) define(s) as financial instrument.2153 Even if no one treats the payment 

as made under a financial instrument, the existence of relevant substitute payments may have to be 

identified.2154  

By the nature of tax arbitrage transactions with HFIs it will be the tax authorities of the respective states 

that must comprehend the above legal questions; the taxpayer, or its advisors, already did so. However, it 

also imposes some demands on taxpayers which simply engage in intra-group cross-border financing. They 

must be aware of BEPS Action 2 as well. In fact, they must scrutinize whether or not the envisaged 

financing arrangement falls under the hybrid rules. Due to the Imported Mismatch Rule, this goes even 

further. The taxpayer has to find out whether a deductible payment to a group company triggers this 

provision. 

That being said, consider the following numbers: The wording of the Hybrid Financial Instruments Rule 

takes two pages,2155 its direct explanation 20,2156 and the examples used to demonstrate how it works 104.2157 

The wording of the Specific Recommendation 2 fits onto half a page2158 its direct explanation needs 2,52159 

and the examples 9 pages.2160 The Imported Mismatch Rule is outlined at one page,2161 explained on eight2162 

and demonstrated by examples taking 82 pages.2163 This totals to approx. 229 pages of materials dealing 

                                                
2150 Compare also the discussion in Harris UN Proposal, supra n. 1, at sec. 3.2.3. 
2151 Id., at sec. 4.0. 
2152 OECD Action 2, supra n. 13, at para. 65 – despite the OECD stating in id., at para. 63, that the definitions of “equity return” 

and “financing return” as included in Recommendation 12.1 should provide further detail on what the domestic implementation 

legislation of BEPS Action 2 should apply on. See also id., at paras. 396, 401; apparently critical on the missing definition of a 

hybrid financial instrument in BEPS Action 2: L.P. Dimel, Limiting Base Erosion under National Law by a Hybrid Mismatch 

Rule for Financial Instruments, in Limiting Base Erosion sec. 3.1. (E. Pinetz & E. Schaffer eds., Linde 2017). 
2153 Which includes hybrid transfers. See already sec. 5.3.1.1. 
2154 See id., as well as, e.g. OECD Action 2, supra n. 13, at Example 1.36. 
2155 See OECD Action 2, supra n. 13, at pp. 22-23. 
2156 See id., at pp. 25-44. 
2157 See id., at pp. 175-278. 
2158 See id., at p. 45. 
2159 See id., at pp. 45-47. 
2160 See id., at pp. 279-287. 
2161 See id., at p. 83. 
2162 See id., at pp. 83-91. 
2163 See id., at pp. 341-422 – even though also dealing with hybrid entities. 
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with the issue. Examples of countries that have already implemented BEPS Action 2 suggest that the 

volume of legal material may well stay the same after a translation into domestic law.2164 

To be sure, the OECD deserves credit for its efforts in working out and explaining its recommendations. 

By itself, this will improve the administrability of BEPS Action 2.2165 However, these dimensions also 

underline that already the amount of ex-ante conceivable transactions that are in, or near to, the scope of 

BEPS Action 2 is huge. An implementing jurisdiction does not only have to deal with them. Rather, it will 

be forced to solve yet unforeseen borderline cases in a consequent and predictable way.2166 Rules might 

have to be adjusted – potentially in a coordinated manner.2167 It is doubtful whether this succeeds in 

reality.2168 The outline of design principles in Recommendation 9 is, per se, a good idea.2169 Yet, it is worth 

little if the rules do not promote them.2170 Scholars that analysed BEPS Action 2 in more detail, indeed, 

submitted that the “recommendations are not comprehensive and will not “minimise the disruption to 

existing domestic law.” They are not “clear and transparent in their operation,” “workable for taxpayers 

[nor do they] “keep compliance costs to a minimum” nor are they “easy for tax authorities to 

administer.”2171 The above discussion, at least, supports this claim.2172  

Ironically enough, it may be states that implement BEPS Action 2, who strongly exacerbate these concerns. 

In fact, whilst BEPS Action 2 is not intended to be directly transcribed into domestic law,2173 it is still meant 

to apply to the same arrangements and to provide for the same tax consequences as set out in the OECD 

                                                
2164 Take, for instance, the implementation of BEPS Action 2 in the UK as mentioned in supra n. 1958. In total this contains 70 

pages of legislative text. They are not limited to HFIs, but deal, as BEPS Action 2, also with hybrid entities. The H.M.R.C. 

International Manual Guidance – Hybrid and other Mismatches 2017, available at 

http://www.hmrc.gov.uk/gds/intm/images/INTM850000_hybrids.pdf (accessed 11. Jul 2018) [hereinafter H.M.R.C. guidance] 

amounts to 442 pages. 
2165 Note in this regard also the statement of: J. Peterson, Action 2: Neutralizing the Effects of Hybrid Mismatch Arrangements, 

International Tax Review 4, p. 4 (2016) who notes: “Much of this detail will ultimately be unnecessary if the hybrids report 

achieves its purpose, which is to strip hybrid mismatch arrangements of their tax benefits by neutralising the mismatch in 

outcomes and thus eliminating any incentive for taxpayers to enter into them in the first place” (Peterson works as senior advisor 

for the OECD). 
2166 Similarly: Dimel, supra n. 2152, at sec. 2.2.1.11. 
2167 Compare also de Boer & Marres, supra n. 124, at sec. 6.3.; O. Popa, Hybrid Entity Payments – Extinct Species after the 

BEPS Action Plan?, 54 Eurn. Taxn. 9, sec. 5.4. (2014), Journals IBFD. 
2168 Similarly: id. 
2169 See sec. 5.2.2. 
2170 Compare in this context: Harris UN Proposal, supra n. 1, at sec. 4.0. 
2171 Id., with reference to M.L. Schler, OECD vs. D/NI: Ending Mismatches on Hybrid Instruments, Part 2, 74 Tax Notes Int´l,  p. 

580 (2014) [hereinafter Schler Part II] who regards the rules as “enormously complicated”, as well as to: A. Athanasiou, Hybrid 

Mismatch Proposals: Practical Problems Remain, 74 Tax Notes Int’l, p. 1083 (2014) who summarises stakeholder concerns 

towards this end. 
2172 See for a comprehensive technical discussion of OECD Action 2 Discussion Draft Domestic Law, supra n. 1460: Schler Part 

I, supra n. 1887, and Schler Part II, supra n. 2171.  
2173 OECD Action 2, supra n. 13, at para. 275. 
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work.2174 Unfortunately, experience shows that this is not always the case.2175 Sometimes the hybrid rules 

may apply differently. This increases complexity, because countries will react thereto.  

The UK, for instance, still applies its own hybrid rules to the extent the application of the hybrid rules of 

the counterparty jurisdiction do not fully counteract the mismatch as quantified under the UK rules.2176 This 

extends to the Imported Mismatch Rule as well.2177 Whilst this was perceived as “aggressive” in some 

literature,2178 it is well concealable with what is found in BEPS Action 2. The primary response of the 

Hybrid Financial Instrument Rule applies to the extent the payment gives rise to a D/NI result. The defensive 

rule applies if the payer jurisdiction does not neutralise the mismatch.2179 Likewise, the application of the 

Imported Mismatch Rule is switched off for any payment made to a payee that is resident in a jurisdiction 

that has implemented the “full set” of recommendations set out in BEPS Action 2.2180 Thus, and even though 

the OECD hopes not to see these outcomes,2181 the drafters of BEPS Action 2 implicitly anticipated the 

possibility of a diverging application of the hybrid rules. In each case, the jurisdiction with the second bite 

in the apple will divulge what the first has left over. It is needless to say that the application of hybrid rules 

in both countries resulting from the inconsistent implementation of BEPS Action 2 further adds to 

administration and compliance costs. 

This issue may again become pressing in the course of EU Member States implementing the hybrid 

mismatch rules included in the ATAD (2016/1164). The directive, naturally, does not come with its own 

detailed guidance. Rather, in recital 28 of the Preamble to ATAD 2 (2017/952) it says that “Member States 

should use the applicable explanations and examples in the OECD BEPS report on Action 2 as a source of 

illustration or interpretation to the extent that they are consistent with the provisions of this Directive and 

with Union law.” (emphasis added). Leaving a detailed technical analysis of the differences between BEPS 

Action 2 and the ATAD (2016/1164) for another day, already this reference shows that inconsistencies may 

well occur.2182 In fact, there are some indicators that strengthen this fear:  

Recall, for instance, that the Hybrid Financial Instruments Rule applies based on the expected treatment of 

financial instruments.2183 In article 2(9)(a) ATAD (2016/1164), however, it says: ““inclusion” means the 

                                                
2174 Id. 
2175 See immediately below for an example. It seems that such outcomes have already been feared in: Harris UN Proposal, supra 

n. 1, at sec. 4.0. 
2176 See, e.g. H.M.R.C. guidance, supra n. 2164, at p. 63. 
2177 See id., at pp. 357, 366. 
2178 C. Allen, The Difficult Imported Mismatch Rules: BEPS Action 2 Recommendations, 19 Derivs. & Fin. Instrums. 6, sec. 5.4. 

(2017), Journals IBFD. 
2179 See sec. 5.3.1.1. 
2180 See OECD Action 2, supra n. 13, at para. 234, as well as Example 8.6, at para. 4; Harris UN Proposal, supra n. 1, at sec. 

2.3.3.  
2181 Compare: OECD Action 2, supra n. 13, at para. 275. 
2182 Compare also the brief remarks made in supra n. 1486. 
2183 See sec. 5.3.1.1. 
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amount that is taken into account in the taxable income under the laws of the payee jurisdiction.” (emphasis 

added). Based on this, the outcome of, say, Example 1.29 of BEPS Action 2 would be different. In BEPS 

Action 2 the deduction of the interest component was denied because it is expected that the payment gives 

rise to a D/NI outcome in the counterparty jurisdiction. The fact that the counterparty is a trading entity that 

takes the interest into account as ordinary income does not matter.2184 The above wording of the ATAD 

(2016/1164), and also Example 551380 of the UK guidance,2185 appear to provide for the contrary. Due to 

actually being included into the ordinary income at the level of the payer, the deduction should not be 

denied. Assume now that a third jurisdiction regards this as a non-neutralised D/NI outcome. It could, 

consequently, apply its Imported Mismatch Rule on relevant deductible payments made by resident group 

companies. 

For sure, it may be justified from an administrability point of view to only look at the expected treatment 

of the instrument. Taking into account the actual tax positions of the taxpayers dramatically increases 

complexity.2186 Clearly, this comes at the cost of precision.2187 The above indicates that countries may deal 

with this trade-off in a different way. Some could be willing to bear the greater administrative and 

compliance costs to ensure a more efficient and/or more equitable outcome. Others may not.2188 Such trade-

offs may occur also elsewhere in BEPS Action 2.2189 In each case, the balancing may be done differently. 

And in each case, the consequence can be an inconsistent application of the rules.  

Also the precise design of the implementing legislation could cause some issues.2190 Assume that the D/NI 

results from a debt/equity HFI. Here, the first state to act is the residence state of the payee.2191 To the extent 

this state correctly neutralises the D/NI outcome by denying dividend relief, the payer state cannot apply 

the primary response of the Hybrid Financial Instrument Rule.2192 However, if the other state does not deny 

dividend relief, then the payer state is entitled to tax. Consequently, it makes a difference for the payer state 

what the payee state bases its taxation claim on. Assume that the payee state implements one broad rule 

based on which it (i) denies dividend relief and (ii) includes payments into the ordinary income, when a 

                                                
2184 See OECD Action 2, supra n. 13, at Example 1.29. 
2185 H.M.R.C. guidance, supra n. 2164, at pp. 129-131. 
2186 See Schler Part I, supra n. 1887, at p. 493, who notes: “It would be extremely complicated, if not impossible, for the payer or 

payee to look to the other party’s actual tax situation in determining whether the anti-D/NI rules apply to itself. It is difficult 

enough to determine the tax law of the other jurisdiction, without having to determine whether a particular payer or payee is 

actually receiving a tax benefit from the making or receipt of a payment.” 
2187 Id.  
2188 Note that the UK rules, in principle, apply based on reasonable suppositions. Yet, when they turn out to be incorrect 

adjustments can be made. See in more detail H.M.R.C. guidance, supra n. 2164, at p. 378. 
2189 See also OECD Action 2, supra n. 13, at paras. 36-40, which seem to give implementing states the possibility to take into 

account CFC inclusions in the parent jurisdiction. 
2190 This argument is inspired by the elaborations in: Mechtler, supra n. 145, at p. 257-259. 
2191 See 5.3.1.1.-5.3.1.2., 5.4.3.1. 
2192 See id. and note the remarks and references regarding the applicability of the rules, in case the residence state does not 

provide dividend relief for the sake of mitigating economic double taxation.  
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payment was deductible at the level of the payer.2193 Here it might not be clear to the payer state whether 

the payee state applies Specific Recommendation 2.1. (in which case the payee state can tax), or the 

defensive rule (in which case the payer state would actually be entitled to tax).2194 At a minimum, such 

cases would give rise to inconveniences in the sense of the states being required to find a solution to this 

issue. At worst, it gives rise to double taxation.2195 To be sure, the OECD cannot be criticised for that. 

Rather, the legislators have to get this right. Still, it poses another example of the fragility of BEPS Action 

2. 

As suggested by the above, the information that must be comprehended by taxpayers and the tax 

administrations is enormous.2196 This is especially true for the Imported Mismatch Rule.2197 Yet, this 

information must be acquired first.   

In this context, BEPS Action 12 is meant to provide for help.2198 In it, hybrid mismatch outcomes are 

explicitly mentioned as an example for a hallmark.2199 Even more, the OECD used the example of an 

imported hybrid mismatch arrangement to explain how the mandatory disclosure regime should apply.2200 

A brief review will provide for two insights.  

Consider, first, the facts: There are five companies (A-E Co.) being resident in five states (A-E). Thereby 

A Co. owns 100% of the shares in B Co. who owns 100% of the shares in C Co. and D Co. C Co owns 

100% of the shares in E Co. The example starts with B Co. borrowing funds from A Co. The instrument 

chosen results in a D/NI outcome between A Co. and B Co.2201 E Co. is recapitalised by C Co. with debt.2202 

The residence state of E Co. has implemented BEPS Action 2 and BEPS Action 12.2203 If, so the example 

goes, the interest payments are deductible under state E law and if the amount of deductions is material for 

tax purposes, this will trigger “reasonable enquiry and notification requirements” for E Co.2204 They oblige 

                                                
2193 I.e. the residence state simply foresees an inclusion into the ordinary income, given the payment was deductible at the level of 

the payer. That would address both cases: Dividends will be included into the ordinary income (instead of granting dividend 

relief) and other payments will be included into the ordinary income (instead of facing some other treatment), when the 

respective payment was deductible at the level of the payer.  
2194 Mechtler, supra n. 145, p. 258.  
2195 As also feared in id.  
2196 See Schler Part II, supra n. 2171, who concludes that “[t]he complexity of the proposed regime makes worldwide information 

sharing under the Foreign Account Tax Compliance Act model seem like child’s play.” 
2197 Compare e.g. id; Boidman & Kandev, supra n. 1887, p. 1241; Harris UN Proposal, supra n. 1, at sec. 3.2.2.3. 
2198 OECD Action 2, supra n. 13, at para. 303; OECD Action 12, supra n. 1490. 
2199 In COM (2017) 335: Proposal for a COUNCIL DIRECTIVE amending Directive 2011/16/EU as regards mandatory 

automatic exchange of information in the field of taxation in relation to reportable cross-border arrangements, Annex, CNS 0138 

(2017), EU Law IBFD, hybrid mismatches were explicitly included under hallmark C para. 1 lit e). This was, however, deleted in 

DAC 6 (2018/822).  
2200 OECD Action 12, supra n. 1490, at paras. 256-275. 
2201 Id., at paras. 257-259. 
2202 Which happens at, or around, the same time that B Co. borrows from A Co – see id., at para. 259. 
2203 And defined a D/NI outcome under a HFI as a hallmark for a cross-border tax outcome that has to be disclosed under state 

E´s mandatory disclosure regime. 
2204 OECD Action 12, supra n. 1490, at paras. 256-275. 
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E Co. to enquire as to whether its recapitalisation is part of an arrangement that includes, or will include, a 

hallmarked cross-border outcome (here, the D/NI under a hybrid mismatch arrangement).2205 The 

information E Co. receives could make the application of the Imported Hybrid Mismatch Rule 

necessary.2206 Assuming this is so, and given the deduction for the interest payment to C Co. gets fully 

denied by it, they will not have a material tax impact in state E anymore.2207 Therefore, no further enquiries 

are necessary.2208 If, on the other hand, the Imported Mismatch Rule does not lead to a full denial of the 

deduction,2209 and if the remaining deduction exceeds the materiality thresholds of state E, the disclosure 

rule continues to apply.2210  

The example shows that the additional value of BEPS Action 12 does not appear too high in the context of 

tax arbitrage with HFIs. Due to BEPS Action 2 being implemented in State E, the taxpayer is obliged to 

obtain all relevant information anyway. In other words, the duty to make enquiries does not result from 

mandatory disclosure regimes, but from material law – here in the form of the Imported Hybrid Mismatch 

Rule. Provided the taxpayer receives information that shows the applicability of the latter rule, it has to 

apply it. Having applied it, there is nothing to disclose anymore, unless the remaining deduction is material 

enough.  

Tax authorities will be brought in a better position to check whether the rule was applied correctly.2211 If 

the deduction is not fully denied through the Imported Hybrid Mismatch Rule, then it will be able to assess 

whether the facts justify this result. Further, the disclosed information may also reveal that the Imported 

Mismatch Rule should have been applied, but was not applied by the taxpayer. Whilst this could open up 

discussions in areas other than tax law,2212 the final result will include the application of the rule.  

All of the above presupposed the comprehensive availability of all relevant information. In practice, this 

can be very different.2213 Interestingly, within the above example, the OECD itself shows great awareness 

of this issue.2214 Given other group companies are unwilling or unable to provide the information, E Co. is 

(only) required to notify its tax administration about its inability to obtain it.2215 In such case, the tax 

                                                
2205 Id., at paras. 266-267. 
2206 Id., at para. 269.  
2207 Because they are not deductible anymore. 
2208 OECD Action 12, supra n. 1490, at para. 269. 
2209 E.g. because the hybrid mismatch rules of another jurisdiction apply, or because the interest payment made by E Co. to C Co. 

exceeds the D/NI under the HFI or the taxable payments made by C Co. to B Co. See id., at para. 269; see further sec. 5.3.1.3. 
2210 OECD Action 12, supra n. 1490, at para. 270. 
2211 Id.  
2212 There could be some hard questions attached to this fact pattern, especially if non-compliance with the rule triggers criminal 

law consequences. This is so, because the taxpayer was itself obliged to provide the information. This issue will be left open here. 

See for similar concerns: R. Rzeszut, Kampf gegen aggressive Steuerplanung – Offenlegungspflicht nach BEPS-Action 12, in 

Transparenz und Informationsaustausch sec. 3 (M. Lang & P. Haunold eds., Linde 2017).  
2213 Similarly, e.g. Rzeszut, supra n. 2212, at sec. 2.5. 
2214 See OECD Action 12, supra n. 1490, at paras. 267, 271. 
2215 Id., at para. 267. 
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authority of state E could request the information from states C, B and A – provided there is a legal basis 

for that.2216 Further, E Co. is only subject to disclosure requirements if it can be reasonably expected to be 

aware of the arrangement and the cross-border outcome (here, the D/NI between A Co. and B Co.).2217 For 

that it is necessary for E Co. to obtain "sufficient information about the arrangement to understand its basic 

design and to appreciate its overall tax effects”.2218 Consequently, if the taxpayer receives information that 

does not give rise to an adequate level of doubt making further investigations necessary, it is saved from 

disclosure. 

These caveats sit well with reality. Yet, they are in a considerable conflict with what the OECD demands 

elsewhere. As just mentioned above, the taxpayer is still subject to the Imported Hybrid Mismatch Rule. If 

the facts of the case trigger its application, it applies. The taxpayer cannot fend-off its application, just 

because it did not know.2219 At the same time, however, the Imported Mismatch Rule cannot be applied 

without the information. Hence, only a fraction of what is caught in theory is also caught in practice. The 

extent of the difference will remain unknown. Yet, already its existence is enough to raise concerns from 

the perspective of horizontal equity discussed in sec. 3.2.1.2.2., and potentially also under the principle of 

equality as frequently found in states´ Constitutional Law. 

To see why this may become a real issue consider the following: The probably easiest way to obtain the 

information is to look at the tax return of the other parties.2220 The OECD does not seem to deny that. Within 

the explanation of the Hybrid Financial Instruments Rule itself it says that the “initial burden of proof may 

be discharged by the taxpayer demonstrating that the payment has actually been recorded as ordinary 

income on the tax return in the other jurisdiction.”2221,2222 How this is concealable with Example 1.29 

mentioned above is a different question.2223 Due to the fact that material law consequences in one 

jurisdiction solely depend on the tax position taken in by another taxpayer in another jurisdiction, it was 

also perceived critically in literature.2224 Yet, if the return is available and if it never turns out to be incorrect, 

                                                
2216 Id., at para. 252; See also Rzeszut, supra n. 2212, at sec. 2.5; and further the discussion and references provided for in sec. 

3.2.3.2.3. 
2217 According to OECD Action 12, supra n. 1490, at para. 271, this includes any information that was obtained through 

“reasonable enquiries”. 
2218 Id. 
2219 For completeness sake, this might be possible in the context of structured arrangements. However, it is not possible for 

transactions that take place in the same control group. See also sec. 5.3.1.3. 
2220 See also Schler Part I, supra n. 1887, at p. 494. 
2221 OECD Action 2, supra n. 13, at para. 90.  
2222 Note that this is a deviation from typically existing burden of proof requirements. Regarding differences to the Austrian 

burden of proof requirements see Mechtler, supra n. 145, at pp. 352-357; more generally on the the burden of proof requirements 

frequently present in such contexts see K. Drüen & D. Drissen, Burden of Proof and Anti-Abuse Provisions, in The Burden of 

Proof in Tax Law (G. Meussen ed., IBFD 2013).  
2223 In fact, the payer could have simply shown that the receiver brings the interest into account. It would be odd if this was 

fended off by the tax authorities, just because the expected tax treatment is different.  
2224 Schler Part I, supra n. 1887, at p. 494. 
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it should not matter. However, if it turns out to be incorrect, adjustments will have to follow.2225 Sometimes 

this may be easy. Sometimes it may result from amendments made at some point in the future, many levels 

up the chain and, again, without the recognition of the company subject to the hybrid rules.  

One should also note the limitations for tax authorities. First, they need a legal basis for the exchange of 

information.2226 Secondly, they need the willingness of other tax authorities to cooperate.2227 Suppose that 

in the above example one tax authority refused to provide information – be it a mere tax return. With some 

effort, it might be possible to reconstruct the facts to figure out how the Imported Hybrid Mismatch Rule 

should work in state E. However, if two of them fail to cooperate it might not work anymore. Note in this 

context, that un-cooperation does not necessarily result from “typical” factors such as, for instance, the 

secrecy provided by tax havens. Rather, a jurisdiction that did not implement BEPS Action 2 itself may 

well be reluctant to employ scare resources to assist another state in applying these rules.2228 This may be 

especially so, if the requested information is not only a tax return, but concerns the legal treatment of a 

transaction.2229 Asking the tax authority of other countries for technical advice is not typical under 

international information sharing.2230 As such, it might not be too keen to dedicate much effort to solve this 

question.2231 Assume the requested jurisdiction is a developing country, without own anti-hybrid rules, and 

with a tax administration that faces completely different problems.2232 It is unrealistic to believe that the 

request will receive much priority under such circumstances.2233 Not least may the answer simply be that 

the law is unclear.2234 

Whilst being especially pressing in the context of the Imported Mismatch Rule, the above concerns are in 

principle also valid for the Hybrid Financial Instruments Rule and the Specific Recommendation 2.1. In 

this context, however, the problem may be overcome more easily. By requiring the taxpayer to establish 

that a dividend payment qualifying for relief was not deductible,2235 or by requiring the taxpayer to show 

that the deductible payment was included into the ordinary income at the level of the receiver,2236 it will be 

                                                
2225 Compare in more detail, id, at pp.494-495.  
2226 See already sec. 3.2.3.2.3, where it was held that due to the broad acceptance of the Multilateral Convention on Mutual 

Administrative Assistance in Tax Matters (2010), this might not be the most pressing problem. Yet, it still exists. 
2227 Which is a fear also expressed in: Harris UN Proposal, supra n. 1, at sec. 3.2.2.3.  
2228 In a different context, but principally into the same vein, see also Law, supra n. 1947, at sec. 6; compare also Schler Part I, 

supra n. 1887, at p. 494; and see, not least, further the discussion and references provided for in sec. 3.2.1.3.2.3. 
2229 Schler Part I, supra n. 1887, at p. 494. 
2230 Id. 
2231 Compare also id. 
2232 Compare similarly also id., and see further the discussion and references provided for in sec. 3.2.1.3.2.3  
2233 Schler Part I, supra n. 1887, at p. 494.  
2234 Id. 
2235 Regarding this to be justified, given the taxpayer aims to benefit from the exemption, which is a diversion of the main rule: 

de Boer & Marres, supra n. 124, at sec. 3.1.1.  
2236 OECD Action 2, supra n. 13, at para. 90. 
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the taxpayer who provides for the necessary information. Thereby it does not seem too difficult for the 

taxpayer to obtain it – especially when the counter party is related.2237  

Bottom line, with sufficient capacities it seems possible – but hard – to administer the Hybrid Financial 

Instruments Rule and the Specific Recommendation 2.1. However, even with best capacities it appears 

doubtful whether this is possible for the Imported Mismatch Rule. Whilst its existence may have a deterrent 

effect and its application might in some cases succeed, it does not seem likely that it can uniformly be relied 

on when it should be relied on. Admittedly, also other rules incorporate such problems. GAARs, for 

instance, practically also catch less than they are meant to catch.2238 Yet, this problem can be alleviated by, 

e.g. tax authorities conducting more audits. In case of the Imported Mismatch Rule, the relevant facts may 

stay permanently unknown and the rule may remain unenforceable – no matter how hard the tax 

administration (or the taxpayer) try to get the information they need. This structural flaw embedded into 

the Imported Mismatch Rule, ultimately, weakens the Hybrid Financial Instruments Rule and the Specific 

Recommendation 2.1. as well.  

5.5. Legal dogmatic analysis 

5.5.1. Introductory remarks 

This section will deal with legal dogmatic questions emerging in the context of the OECD approach. 

Thereby, the focus will be on BEPS Action 2 only. The goal is to shortly discuss the most relevant questions 

coming up under EU law and tax treaty law. More specifically, these are the following: 

First, in sec. 5.5.2., the EU law compatibility of the Hybrid Financial Instrument Rule, the Specific 

Recommendation 2.1. and the Imported Mismatch Rule should be assessed. This requires an analysis of 

these rules against the background of primary EU law. Fortunately, literature elaborating on the 

compatibility of BEPS Action 2 with EU law is vast.2239 Yet, despite these efforts, consensus among 

scholars is still missing. This investigation tries to add its part to the discussion.  

                                                
2237 Recall that Specific Recommendation 2 does not have any limits to its scope. See sec. 5.3.1.2. 
2238 Compare, e.g. R. Krever, General Report, in GAARs – A Key Element of Tax Systems in the Post-BEPS World sec. 1.1. (M. 

Lang et al. eds., IBFD 2016) who notes that this is a frequent concern expressed with respect to GAARs. See also the discussion 

and references provided for in sec. 8.4.2.2. 
2239 M. Helminen, EU Law Compatibility of BEPS Action 2: Neutralising the Effects of Hybrid Mismatch Arrangements, 60 Brit. 

Tax Rev. 3 (2015) [hereinafter Helminen Compatibility of BEPS Action 2]; A. Rust, BEPS Action 2: 2014 Deliverable - 

Neutralising the Effects of Hybrid Mismatch Arrangements and its Compatibility with the Nondiscrimination Provisions in Tax 

Treaties and the Treaty on the Functioning of the European Union, 60 Brit. Tax Rev. 3 (2015) [hereinafter Rust BEPS Action 2]; 

C. Kahlenberg & N. Vogel, Unionsrechtsvereinbarkeit der durch Korrespondenzregeln ausgelösten Ungleichbehandlung? Eine 

Untersuchung des BEPS-Aktionspunkts 2, StuW 3 (2016); C. Kahlenberg & S. Kudert, Der endgültige OECD-Bericht zur 

Maßnahme 2 des BEPS-Aktionsplans (Hybrid Mismatch Arrangements) – der große Wurf?, 25 SWI 2, pp. 63-64 (2015); O. 

Milanin, Vereinbarkeit sog Linking Rules mit der Niederlassungs- und der Kapitalverkehrsfreiheit unter Berücksichtigung einer 

möglichen Rechtfertigung, insbesondere durch die Kohärenz des Steuersystems, 24 IStR 22 (2015); L. Allram, Hybrid 

Mismatches und ihre Bekämpfung im Steuerrecht, in Hybrid-Finanzierung in Bilanz- und Steuerrecht sec. 4.3. (R. Bertl et al. 

eds., Linde 2017) (which is a concise summary of Mechtler, supra n. 145); de Boer & Marres, supra n. 124, at secs. 5.1-5.4.; P. 
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Secondly, in sec. 5.5.3. tax treaty law is focused. This concerns, in sec. 5.5.3.1., the compatibility of the 

Hybrid Financial Instruments Rule with article 24 OECD Model (2017). In sec. 5.5.3.2., the relevant 

questions attached to the Specific Recommendation 2.1 will be analysed.  

Much cannot be discussed at this stage. This includes, for instance, the role of linking rules under 

Constitutional Law. Mechtler (2017) did so from an Austrian perspective and interested readers are warmly 

referred to his work.2240 Also state aid issues will not be analysed. They are, however, not irrelevant. As 

argued by Helminen (2015), the possible exceptions from the scope of BEPS Action 2, such as regulatory 

hybrid capital, could give rise for concerns.2241 Also the application of the participation exemption to 

deductible payments could be state aid.2242  

In addition, the author sees no need to analyse the rules concerning tax arbitrage with HFIs as included in 

BEPS Action 2 in the light of secondary EU law.2243 Whilst there seem to be some minor differences 

between the relevant rules contained in BEPS Action 2 and the ATAD (2016/1164), the latter, in essence, 

forces EU Member States to implement the former.2244 Therefore, the Hybrid Financial Instruments Rule 

and the Imported Mismatch Rule themselves are part of secondary EU law, which means that they do not 

conflict with it. This is, likewise, the case with respect to the Specific Recommendation 2.1. Following the 

                                                
Cussons, Analysis – BEPS: Possible EU Law Issues, Tax J. 1221 (20 June 2014); C. HJI Panayi, The Compatibility of the 

OECD/G20 Base Erosion and Profit Shifting Proposals with EU Law, 70 Bull. Intl. Taxn. 1/2, ch. 3 (2015), Journals IBFD 

[hereinafter Panayi Compatibility]; P. Benéitez Régil, BEPS Actions 2, 3 and 4 and the Fundamental Freedoms: Is There a Way 

Out?, 56 Eurn. Taxn. 6, sec. 2.2. and 3.2.2. (2016), Journals IBFD; C. Savva, Compatibility of the Proposal of the OECD on 

Neutralizing the Effects of Hybrid Mismatch Arrangements with EU Law, in Limiting Base Erosion (E. Pinetz & E. Schaffer eds., 

Linde 2017); Mechtler, supra n. 145, at pp. 376-381; Desens, supra n. 1438; S. Kudert & C. Kahlenberg, Extension of the 

Domestic Correspondence Principle, 54 Eur. Taxn. 1 (2014), Journals IBFD; O. Thömmes & A. Linn, The New German DCL 

and Dividend Matching Rules and EU Law, 42 Intertax 1, sec. 3.2. (2014). See also Tomazela Santos, supra n. 1284; J. di Maria, 

Comparability in the case of Hybrid Mismatch: In Search of an Approach Suitable for the Current European Landscape, in Non-

Discrimination in European and Tax Treaty Law (K. Dziurdź & C. Marchgraber eds., Linde 2015); J. Bundgaard, Hybrid 

Financial Instruments and Primary EU Law – Part 1, 53 Eur. Taxn. 11, ch. 5 (2013), Journals IBFD; J. Bundgaard, Hybrid 

Financial Instruments and Primary EU Law – Part 2, 53 Eur. Taxn. 12, ch. 5 (2013), Journals IBFD; The latter two contributions 

seem to form the basis for Bundgaard Hybrid Financial Instruments, supra n. 156 at pp. 242-268. When referring to the work of 

Bundgaard, his later work will be quoted; with respect to the linking rules contained in BEPS Action 2 that concern hybrid and 

reverse hybrid entities see Parada Double Non-Taxation, supra n. 120, at pp. 325-342. 
2240 See Mechtler, supra n. 145, at pp. 360-374. 
2241 Helminen Compatibility of BEPS Action 2, supra n. 2239, at p. 337. 
2242 See Douma, supra n. 1346, at sec. 2.2.2. under reference to: Commission Decision of 19 September 2016, C (2016) 5612 

final, SA.44888 (Luxembourg – Possible state aid in favour of GDF Suez), paras. 156-157; See recently, Commission Decision 

of 20 June 2018, C (2018) 3839 final, SA.44888 (on state aid SA.44888 (2016/C) (ex 2016/NN) implemented by Luxembourg in 

favour of Engie); See also European Commission, State aid: Commission finds Luxembourg gave illegal tax benefits to Engie; 

has to recover around €120 million, available at http://europa.eu/rapid/press-release_IP-18-4228_en.htm (accessed 3 Oct. 2018); 

Luxembourg appealed against the this decision. See the release available at 

https://mfin.gouvernement.lu/en/actualites.gouvernement+en+actualites+toutes_actualites+communiques+2018+08-aout+31-

luxembourg-engie.html (accessed 12. Oct 2018); For a discussion see J. Monsenego, The Engie case: some open questions on the 

EU State aid rules and the prevention of tax avoidance, Kluwer Competition Law Blog, available at 

http://competitionlawblog.kluwercompetitionlaw.com/2018/09/10/engie-case-open-questions-eu-state-aid-rules-prevention-tax-

avoidance/ (accessed 12. Oct 2018). 
2243 For a discussion of the interaction of Art. 9(2) in connection with Art. 2(9) ATAD (2016/1164) with other parts of secondary 

EU law, see Mechtler, supra n. 145, at pp. 494-499; for a discussion of linking rules in the light of secondary EU law, see Parada 

Double Non-Taxation, supra n. 120, at pp. 326-329. 
2244 See in this regard the discussion held in sec. 5.1. and especially supra n. 1486.  
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2014 amendment of the Parent Subsidiary Directive (2011/96) EU Member States have implemented it.2245 

Also the interaction of the ATAD (2016/1164) with other directives – most relevantly the Parent Subsidiary 

Directive (2011/96) – can be resolved rather briefly: Article 4(1)(a) Parent Subsidiary Directive 

(2011/96)2246 will prevail the application of article 9(2) in connection with article 2(9)(1)(a) ATAD 

(2016/1164).2247 Given the ATAD (2016/1164), is meant “to provide for rules consistent with”2248 BEPS 

Action 2, this does not surprise.2249 With respect to deductible dividend payments paid from companies 

resident in a third state, EU Member States will – here following BEPS Action 2 – regard themselves as 

being entitled to tax. 

The analysis will be structured in the following way. The primary response included in the Hybrid Financial 

Instruments Rule will be discussed first in sec. 5.5.2.1. Then, in sec. 5.5.2.2, the Specific Recommendation 

2.1. will be focused. This is followed by some brief remarks on the defensive rule included in the Hybrid 

Financial Instruments Rule as well as on the Imported Mismatch Rule in sec. 5.5.2.3. 

5.5.2. EU Law compatibility of the relevant parts of BEPS Action 2 

5.5.2.1. The primary response of the Hybrid Financial Instruments Rule from the perspective of primary 

EU law 

This section will analyse the compatibility of the primary response of the Hybrid Financial Instruments 

Rule (hereinafter Hybrid Financial Instruments Rule) with the fundamental freedoms. Thereby the usual 

examination scheme employed by the European Court of Justice (ECJ) will be followed.2250  

                                                
2245 Council Directive 2014/86/EU amending Directive 2011/96/EU on the common system of taxation applicable in the case of 

parent companies and subsidiaries of different Member States, OJ L 219 (2014), EU Law IBFD. See for the implementation 

legislation: https://eur-lex.europa.eu/legal-content/EN/NIM/?uri=CELEX:32014L0086 (accessed 12 Oct. 2018).  
2246 Art. 4(1)(a) Parent Subsidiary Directive (2011/96) says, “Where a parent company or its permanent establishment, by virtue of 

the association of the parent company with its subsidiary, receives distributed profits, the Member State of the parent company and 

the Member State of its permanent establishment shall, except when the subsidiary is liquidated, either: (a) refrain from taxing 

such profits to the extent that such profits are not deductible by the subsidiary, and tax such profits to the extent that such profits 

are deductible by the subsidiary; or […]” 
2247 See explicitly: recital 30 ATAD 2 (2017/952) stating: “Where the provisions of another directive, such as those in Council 

Directive 2011/96/EU (1), lead to the neutralisation of the mismatch in tax outcomes, there should be no scope for the 

application of the hybrid mismatch rules provided for in this Directive.”; for a more detailed discussion coming to the same result 

see Mechtler, supra n. 145, at pp. 496-499. On the relevant wording of the ATAD (2016/1164), see sec. 6.5.2.1. 
2248 See, again, recital 5 ATAD 2 (2017/952). 
2249 In simpler terms, the above means that – just as foreseen in BEPS Action 2 – dividend relief for deductible payments is 

denied first. 
2250 Going back to EU: ECJ, 30 November 1995, Case C-55/94, Gebhard, ECJ Case Law IBFD; compare in more detail also, e.g. 

Helminen EU-vero oikeus 2018, supra n. 1436, at ch. 2; providing an overview also: Mechtler, supra n. 145, at pp. 134-135. See 

more generally, e.g. Borchardt, supra n. 1431, at paras. 1101-1108. 
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At the beginning stands the finding of the applicable freedom.2251 Both, the freedom of establishment and 

the free movement of capital could be relevant.2252 In order to determine which of these freedoms applies, 

the ECJ looks at the purpose of the rule.2253  

“National legislation intended to apply only to those shareholdings which enable the holder to exert a 

definite influence on a company’s decisions and to determine its activities falls within the scope of Article 

49 TFEU on freedom of establishment”2254  

“By contrast, national provisions which apply to shareholdings acquired solely with the intention of making 

a financial investment without any intention to influence the management and control of the undertaking 

must be examined exclusively in light of the free movement of capital”2255 

The Hybrid Financial Instruments Rule applies on transactions between related parties and structured 

arrangements.2256 Thus, a certain relationship between the parties will be present.2257 Therefore, the better 

reasons speak for the applicability of the freedom of establishment.2258 If that holds true, transactions with 

residents of non-EU Member States are not protected.2259 

Next, it has to be inquired whether there is an infringement of the applicable fundamental freedom. This 

would be the case if the Hybrid Financial Instruments Rule constitutes a forbidden direct or indirect 

discrimination.2260 Domestic taxpayers and taxpayers with the nationality of another Member State must 

                                                
2251 Compare in good detail and with further references, e.g. Mechtler, supra n. 145, at pp. 167-168. 
2252 E.g. id., at pp. 378-379. 
2253 See recently and with further references, e.g. PT: ECJ, 24 Nov. 2016, Case C-464/14, SECIL – Companhia Geral de Cal e 

Cimento SA v. Fazenda Pública, paras. 31, ECJ Case Law IBFD. See also CFE ECJ Task Force, Opinion Statement ECJ-TF 

1/2017 on the Decision of the Court of Justice of the European Union in SECIL (Case C-464/14) Concerning the Free Movement 

of Capital and Third Countries, 57 Eur. Taxn. 3, sec. 2.1. (2017), Journals IBFD. 
2254 SECIL (C-464/14), at para. 32 under reference to, e.g. UK: ECJ, 13 Mar. 2007, Case C-524/04, Test Claimants in the Thin 

Cap Group Litigation v. Commissioners of Inland Revenue, para. 91, ECJ Case Law IBFD. 
2255 SECIL (C-464/14), at para. 33 under reference to, e.g. Test Claimants in the Thin Cap Group Litigation (C-524/04), at para. 

92. 
2256 See sec. 5.3.1.1. on the scope of the Hybrid Financial Instruments Rule. 
2257 Mechtler, supra n. 145, at pp. 416-421, 511-512; This critically assumes that the parties to the structured arrangement worked 

together in order to create the mismatch. As briefly discussed with further references in sec. 5.4.2.2., it cannot be fully ruled out 

that the mere presence of a D/NI outcome (which should always be reflected in the pricing of the instrument) is enough for the 

existence of a structured arrangement to be assumed. In such case, different consideration could apply.  
2258 Mechtler, supra n. 145, at pp. 378-379; seemingly also, e.g. Bundgaard Hybrid Financial Instruments, supra n. 156 at p. 251; 

less convinced apparently R. Tomazela Santos, The Anti-Tax Avoidance Directive 2 and Hybrid Financial Instruments: 

Countering Deduction and Non-Inclusion Schemes in Third-Country Situations, 72 Bull. Intl. Taxn. 8, sec. 2.2. (2018), who 

argues that under certain circumstances the free movement of capital may be relevant. 
2259 Test Claimants in the Thin Cap Group Litigation (C-524/04), at para. 99; PL: ECJ, 10 Apr. 2014, Case C-190/12, Emerging 

Markets Series of DFA Investment Trust Company v. Dyrektor Izby Skarbowej w Bydgoszczy, paras. 27, 31, ECJ Case Law 

IBFD; DE: ECJ, 11 Sept. 2014, Case C-47/12, Kronos International Inc. v. Finanzamt Leverkusen, para. 41, 51, ECJ Case Law 

IBFD; compare also Helminen EU Tax Law 2017, supra n. 314, at sec. 2.2.8.1. 
2260 See in more detail and with further references: Helminen EU Tax Law 2017, supra n. 314, at sec. 2.1.2.; and e.g. LU: ECJ, 8 

May 1990, Case C-175/88, Klaus Biehl v. Administration des Contributions du Grand-Duche de Luxembourg paras. 13-14, ECJ 

Case Law IBFD; with further references see also W. Schön, Neutrality and Territoriality – Competing or Converging Concepts 

in European Tax Law, 69 Bull. Intl. Taxn. 4/5, sec. 2.1. FN 21 (2015), Journals IBFD.  
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not be subjected to a treatment that is discriminative in the way prohibited by the TFEU.2261 In addition, 

restrictions on the TFEU freedoms are not allowed either.2262 This concerns all means that prohibit, impede, 

or render less attractive the exercise of the basic freedoms.2263  

In this regard, a comparability analysis is necessary. A worse treatment of a certain cross-border situation 

as opposed to a certain domestic situation may only be forbidden if, in the light of the object and purpose 

of the relevant tax rule, the two situations are objectively comparable.2264 If they are not, then there is no 

violation of EU law.2265 

The purpose of the Hybrid Financial Instruments Rule is to neutralise D/NI outcomes resulting from a 

qualification conflict.2266 This can – de facto – only arise in a cross border context.2267,2268 Against this 

background it may be argued that the domestic situation and the cross-border situation are not 

comparable.2269 A qualification conflict will not emerge in a wholly domestic scenario.2270 In the latter 

setting, the outcome will always be consistent.2271 Where the Hybrid Financial Instruments Rule comes into 

play the starting point will be a D/NI outcome.2272 Often – but due to the missing reference to the actual tax 

burden, not always – this will be better than what would be achievable in a wholly domestic situation.2273 

In this regard, consider also the thin capitalisation cases.2274 Here, the rules at stake resulted in an 

                                                
2261 See in more detail and with further references, e.g. Helminen EU Tax Law 2017, supra n. 314, at sec. 2.1.2. 
2262 See Helminen Compatibility of BEPS Action 2, supra n. 2239, at p. 327 referring to, e.g. UK: ECJ, 27 Sept. 1988, Case 

81/87, The Queen v. H. M. Treasury and Commissioners of Inland Revenue, ex parte Daily Mail and General Trust plc, ECJ 

Case Law IBFD. 
2263 See Helminen Compatibility of BEPS Action 2, supra n. 2239, at p. 328 referring to Gebhard (C- 55/94), at para. 37; DE: 

ECJ, 23 Oct. 2008, Case C-157/07, Krankenheim Ruhesitz am Wannsee-Seniorenheimstatt GmbH v. Finanzamt für 

Körperschaften III in Berlin, para. 30, ECJ Case Law IBFD.  
2264 See in more detail and with further references, e.g. Helminen EU Tax Law 2017, supra n. 314, at sec. 2.1.3, as well as, e.g. 

AT: ECJ, 6 Oct. 2015, Case 66/14, Finanzamt Linz, para. 31, ECJ Case Law IBFD; comprehensively on the issue see, e.g. N. 

Bammens, The principle of non-discrimination in international and European tax law ch. 12-18 (IBFD 2012), Online Books 

IBFD.  
2265 E.g. Helminen EU Tax Law 2017, supra n. 314, at sec. 2.1.3.1. 
2266 See sec. 5.2.2. and 5.3.1.1.  
2267 E.g. Helminen Compatibility of BEPS Action 2, supra n. 2239, at pp. 329-330; Mechtler, supra n. 145, at pp. 140-141; 380-

381; Rust BEPS Action 2, supra n. 2239, at p. 313; Benéitez Régil, supra n. 2239, at sec. 2.2.1.1. Yet, in OECD Action 2, supra 

n. 13, at Example 1.13 the Hybrid Financial Instruments Rule applies in a domestic setting. In many jurisdictions such a 

mismatch will, of course, not occur. 
2268 A neutrally formulated Hybrid Financial Instruments Rule will, thus, not eliminate a potential conflict with EU Law. See with 

further references e.g. Helminen Compatibility of BEPS Action 2, supra n. 2239, at pp. 329-330; Mechtler, supra n. 145, at pp. 

140-141; 380-381; or Rust BEPS Action 2, supra n. 2239, at p. 313. 
2269 Compare, e.g. Helminen Compatibility of BEPS Action 2, supra n. 2239, at pp. 229-230, who, however, after all, doubts 

whether this argument could succeed; compare also: Bundgaard Hybrid Financial Instruments, supra n. 156, at p. 251; see also 

Kahlenberg & Vogel, supra n. 2239, at pp. 297-299; denying this, i.e., arguing a comparability to exist: Rust BEPS Action 2, 

supra n. 2239, at p. 314. 
2270 But see, for completeness sake, Example 1.13 as referred to in supra n. 2267.  
2271 Compare, in essence, e.g. Helminen Compatibility of BEPS Action 2, supra n. 2239, at pp. 229-230. 
2272 See sec. 5.3.1.1. 
2273 When the taxpayer intentionally entered into a tax arbitrage transaction with a HFI, this can prudently be assumed.  
2274 See Bundgaard Hybrid Financial Instruments, supra n. 156, at p. 251; similarly also, e.g. Kahlenberg & Vogel, supra n. 2239, 

at p. 297; both referring to: DE: ECJ, 12 Dec. 2002, Case C-324/00, Lankhorst-Hohorst GmbH v. Finanzamt Steinfurt, ECJ Case 

Law IBFD; Test Claimants in the Thin Cap Group Litigation (C-524/04); and BE: ECJ, 17 Jan. 2008, Case C-105/07, NV 
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inconsistent classification.2275 The Hybrid Financial Instrument Rule, on the contrary, takes away an 

inconsistent classification and results in a consistent one.2276  

Whether such reasoning would be accepted by the ECJ is not sure.2277 It will critically depend on whether 

the comparability analysis focuses on the single taxpayer, or if the overall tax position of a group of 

taxpayers is considered.2278 Literature underlines that the ECJ traditionally prefers the former 

perspective.2279 However, in Schempp (C-403/03) it did not do so.2280 The case concerned alimony 

payments of paid by Mr. Schempp to his former spouse resident in Austria. They were not deductible in 

Germany, because they were not taxed in Austria.2281 Yet, they would have been deductible if they had been 

taxable at the level of the recipient.2282 The ECJ regarded alimony payments to a German recipient not to 

be comparable to alimony payments made to an Austrian recipient.2283 As such, the German rule making 

the deductibility of alimony payments depended on their taxation at the level of the receiver did not 

constitute a discrimination.2284 

Some commentators attach a significant weight to Schempp (C-403/03) in analysing the EU law 

compatibility of the Hybrid Financial Instruments Rule.2285 For them the conceptual similarity between the 

rule at stake in latter case and Hybrid Financial Instruments Rule seems to give a clear answer. There is no 

discrimination and, thus, no violation of EU law.2286 Others tentatively agree to this conclusion, provided 

                                                
Lammers & Van Cleeff v. Belgische Staat, ECJ Case Law IBFD; PT: ECJ, 3 Oct. 2013, Case C-282/12, Fazenda Pública v. 

Itelcar – Automóveis de Aluguer, Lda, ECJ Case Law IBFD. 
2275 So Bundgaard Hybrid Financial Instruments, supra n. 156, at p. 251. 
2276 Id. 
2277 See for a detailed discussion of the issue, e.g. di Maria, supra n. 2239. 
2278 See id., who argues that the first solution better fits the current European landscape. 
2279 Helminen Compatibility of BEPS Action 2, supra n. 2239, at p. 330: “[…] traditionally the CJEU has applied a single state 

approach instead of an overall approach when evaluating the EU law compatibility of national tax law provisions […]. 

Considering an internal situation without a mismatch and a cross-border situation with a hybrid mismatch to be incomparable, 

would require an overall approach where the tax treatment in the other state would affect the comparability analysis even though 

the tax systems of the EU Member States are not harmonised and not even coordinated. Based on the CJEU case law, the 

likelihood that the CJEU would adopt such an overall approach seems rather small.”; similarly, and with further references, see 

also, e.g. Panayi Compatibility, supra n. 2239, at ch. 3; compare further di Maria, supra n. 2239, at pp. 72-81 for an analysis of 

ECJ case law, which she regards to represent the “per-country approach” and the “overall approach.” As mentioned in supra n. 

2278, di Maria sees the better reasons for the per-country approach to apply. A detailed analysis is also provided for in Mechtler, 

supra n. 145, at pp. 140-145, 168-171 who, ultimately, regards a rule like the Hybrid Financial Instruments Rule to infringe the 

fundamental freedoms. See also Bundgaard Hybrid Financial Instruments, supra n. 156, at pp. 254-255, who analyses BE: ECJ, 5 

July 2010, Case C-318/10, Société d’investissement pour l’agriculture tropicale SA (SIAT) v. État Belge, para. 31, ECJ Case 

Law IBFD; and (correctly) does not regard the case to be applicable to linking rules. In fact, the case concerned the different 

criteria for obtaining a deduction (which were higher for royalty payments made to recipients in a no/low tax jurisdiction than for 

payments made to Belgian recipients), and not the deductibility per se. See SIAT (C-318/10), at paras. 21-29; compare also, e.g. 

the elaborations in Benéitez Régil, supra n. 2239, at sec. 2.2.1.1.  
2280 DE: ECJ, 12 July 2005, Case C-403/03, Egon Schempp v. Finanzamt München, para. 35, ECJ Case Law IBFD. 
2281 Schempp (C-403/03), at paras. 7-11. 
2282 For instance, if his former spouse had lived in the Netherlands. See id., at 33. 
2283 Id., at para. 35.  
2284 Id., at para. 36. 
2285 See in this direction, including a detailed elaboration, especially: Kahlenberg & Vogel, supra n. 2239, at 294-299; compare 

also, e.g. de Boer & Marres, supra n. 124, at sec. 5.2. 
2286 Compare, based on a more differentiated argumentation, in essence: id. 
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the ECJ is, indeed, prepared to follow its argumentation brought forward in Schempp (C-403/03).2287 Yet, 

they see better reasons for the latter case not being relevant in this context and regard an infringement of 

the fundamental freedoms to be present.2288 Again others do not at all refer to Schempp (C-403/03), but 

assume an infringement of the fundamental freedoms to exist.2289 In this context, it should not be left 

unmentioned that Schempp (C-403/03) was subject to critique in literature.2290 It is doubted whether this 

judgment can be brought in line with settled case law of the ECJ.2291 Whilst also in Columbus Container 

Services (C-298/05)2292 the ECJ solved a double-non taxation case at the discrimination level,2293 an explicit 

confirmation of Schempp (C-403/03) seems still missing.2294  

In the light of the above, the ECJ could be cautious in applying its conclusions made in Schempp (C- 

403/03) within the examination of the Hybrid Financial Instruments Rule. If it really does not, an 

infringement of the freedom of establishment could be present.2295 As such, the examination of possible 

justifications becomes necessary.  

                                                
2287 Mechtler, supra n. 145, 140-145, 170; compare, essentially, also di Maria, supra n. 2239, at pp. 79-81, 85-86. 
2288 Mechtler, supra n. 145, 140-145, 170; with different arguments, but into the same vein compare also: also di Maria, supra n. 

2239, at pp. 79-81, 85-86. 
2289 E.g. Helminen Compatibility of BEPS Action 2, supra n. 2239, at p. 330; Panayi Compatibility, supra n. 2239, at ch. 3; 

Savva, supra n. 2239, at sec. 3.2.2.1. 
2290 E.g. M. Lang, Das EuGH-Urteil in der Rechtssache Schempp – Wächst der steuerpolitische Spielraum der Mitgliedstaaten?, 

15 SWI 9 (2005) [hereinafter Lang EuGH-Urteil in Schempp]; R. Mason, A Theory of Tax Discrimination, NYU Jean Monnet 

Working Paper No. 09/06, available under https://papers.ssrn.com/sol3/papers.cfm?abstract_id=978880&download=yes 

(accessed 8 Oct. 2018), pp. 46-49; including further references also: C. Marchgraber, Tackling Deduction and Non-Inclusion 

Schemes – The Proposal of the European Commission, 54 Eurn. Taxn. 4, sec. 6 (2015), Journals IBFD [hereinafter Marchgraber 

Tackling Deduction and Non-Inclusion Schemes]; di Maria, supra n. 2239, at pp. 79-81; Mechtler, supra n. 145, at p. 143; see 

also the discussion in: C. HJI Panayi, The Schempp Case: EU Citizenship, Rights and Taxes – A New Leaf in ECJ Jurisprudence 

or Just a Fig Leaf?, 45 Eur. Taxn. 11 (2005), Journals IBFD. 
2291 Compare, in essence, the discussion in id.  
2292 DE: ECJ, 6 Dec. 2007, Case C-298/05, Columbus Container Services BVBA & Co. v. Finanzamt Bielefeld-Innenstadt, ECJ 

Case Law IBFD. 
2293 Id., stating at para. 39: “[…] it is not contested that the German tax legislation in issue in the main proceedings, […] does not 

make any distinction between taxation of income derived from the profits of partnerships established in Germany, and taxation of 

income derived from the profits of partnerships established in another Member State which subjects the profits made by those 

partnerships in that State to a rate of tax below 30%. By applying the set-off method to such foreign partnerships, that legislation 

merely subjects, in Germany, the profits made by such partnerships to the same tax rate as profits made by partnerships 

established in Germany.” and para. 40 “Since partnerships such as Columbus do not suffer any tax disadvantage in comparison 

with partnerships established in Germany, there is no discrimination resulting from a difference in treatment between those two 

categories of partnerships”. See for the reference, as well as for a critical analysis: L. de Broe, Some observations on the 2007 

communication from the Commission: ´The application of anti-abuse measures in the area of direct taxation within the EU and 

in relation to third countries´, EC Tax Rev. 8, sec. 5 (2008) [hereinafter de Broe observations]. 
2294 So at least: Mechtler, supra n. 145, at p. 143; but, see Kahlenberg & Vogel, supra n. 2239, at 295, who regard the legislator´s 

ability to make the denial of the deduction depending on the corresponding tax treatment abroad and the Schempp (C- 403/03) 

judgment to be explicitly transferred onto corporations in: DE: ECJ, 28 Feb. 2008, Case C-293/06, Deutsche Shell GmbH v. 

Finanzamt für Großunternehmen in Hamburg, para. 43 ECJ Case Law IBFD and NL: ECJ, 29 Nov. 2011, Case C-371/10, 

National Grid Indus BV v. Inspecteur van de Belastingdienst Rijnmond/kantoor Rotterdam, para. 62., ECJ Case Law IBFD. 
2295 Compare also the literature referred to in supra n. 2288. 
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Conceivably, the risk of tax avoidance could be invoked.2296 Yet, this would require the Hybrid Financial 

Instruments Rule to be restricted to wholly artificial arrangements,2297 which it is not.2298 In RBS 

Deutschland Holdings GmbH (Case C-277/09), which is a case concerning tax arbitrage between VAT 

rules, the ECJ refuged the abuse argument of the UK government.2299 The transaction was genuine and, 

thus, did not constitute abuse.2300 Transferred to tax arbitrage with HFIs this would mean that the abuse 

justification can – despite their general undesirability2301 – only apply in the context of wholly artificial tax 

arbitrage transactions with HFIs.2302 Whilst the scope of BEPS Action 2 appears to be meant to approximate 

these kind of transactions,2303 the missing opportunity for the taxpayer to fend-off the application of the rule 

by demonstrating the existence of real business reasons may be problematic.2304 After all, tax avoidance 

provisions must be proportionate.2305 

Another justification could lie in safeguarding the coherence of the tax system.2306 Rust (2015), for instance, 

argues that “it seems to be possible that the non-deductibility of interest payments may be justified to achieve 

                                                
2296 See in detail on this justification and its requirements, e.g. Helminen EU Tax Law 2017, supra n. 314, at sec. 2.3.3.1.; as well 

as in considerable depth: de Broe Prevention of Abuse, supra n. 96, at part IV. 
2297 Compare, e.g. UK: ECJ, 16 July 1998, Case C-264/96, Imperial Chemical Industries (ICI) v. Kenneth Hall Colmer, para. 26, 

ECJ Case Law IBFD; Lankhorst-Hohorst (C-324/00), at para. 37; FR: ECJ, 11 Mar. 2004, Case C-9/02, Hughes de Lasteyrie du 

Saillant v. Ministere de l’Economie, des Finances et de l’Industrie para. 50, ECJ Case Law IBFD; UK: ECJ, 13 Dec. 2005, Case 

C-446/03, Marks & Spencer plc v. David Halsey (Her Majesty’s Inspector of Taxes), para. 57, ECJ Case Law IBFD; UK: ECJ, 

Case C-196/04, Cadbury Schweppes plc, Cadbury Schweppes Overseas Ltd v. Commissioners of Inland Revenue, para. 33, ECJ 

Case Law IBFD. 
2298 E.g. Helminen Compatibility of BEPS Action 2, supra n. 2239, at pp. 332-333; Rust BEPS Action 2, supra n. 2239, at p. 315; 

Panayi Compatibility, supra n. 2239, at ch. 3; Mechtler, supra n. 145, at p. 148, 173; Kahlenberg & Kudert, supra n. 2239, at pp. 

63-64; Savva, supra n. 2239, at sec. 3.2.3.2; Benéitez Régil, supra n. 2239, at sec. 3.2.2.2.  
2299 UK: ECJ, 22 Dec. 2010, Case C-277/09, The Commissioners for Her Majesty’s Revenue & Customs v. RBS Deutschland 

Holdings GmbH, paras. 52-53, ECJ Case Law IBFD. See for a more detailed discussion in the relevant context: Rust BEPS 

Action 2, supra n. 2239, at pp. 314-315; Bundgaard Hybrid Financial Instruments, supra n. 156, at pp. 265-266. 
2300 RBS Deutschland (C-277/09), para. 52: “In those circumstances, the fact that services were supplied to a company 

established in one Member State by a company established in another Member State, and that the terms of the transactions 

carried out were chosen on the basis of factors specific to the economic operators concerned, cannot be regarded as constituting 

an abuse of rights. RBSD in fact provided the services at issue in the course of a genuine economic activity.” See also id. at para. 

53: “It is important to add that taxable persons are generally free to choose the organisational structures and the form of 

transactions which they consider to be most appropriate for their economic activities and for the purposes of limiting their tax 

burdens.”  
2301 See especially the discussion and references provided for in sec. 4.2-4.4. 
2302 Rust BEPS Action 2, supra n. 2239, at p. 314; similarly, but without explicit reference to RBS Deutschland (C-277/09), also 

Helminen Compatibility of BEPS Action 2, supra n. 2239, at p. 333; see further, e.g. the discussion in: de Broe observations, 

supra n. 2293, at sec. 5; see further sec. 8.4.1.2., where artificial tax arbitrage transactions will be understood as such that do not 

satisfy a financing need.  
2303 See already the discussion and references provided for in sec. 5.2.2.; though held in a different context, compare also the 

discussion in Cooper Thoughts, supra n. 1, sec. 2.3.4. 
2304 Mechtler, supra n. 145, at p. 148, 173; Panayi Compatibility, supra n. 2239, at ch. 3; Compare also: Helminen Compatibility 

of BEPS Action 2, supra n. 2239, at pp. 332-333: Rust BEPS Action 2, supra n. 2239, at pp. 313-314; Parada Double Non-

Taxation, supra n. 120, at pp. 336-337, 342. 
2305 Helminen EU Tax Law 2017, supra n. 314, at sec. 2.3.3.1., referring to ICI (C-264/96) and Cadbury Schweppes (C-196/04). 
2306 Helminen Compatibility of BEPS Action 2, supra n. 2239, at pp. 334-335: Rust BEPS Action 2, supra n. 2239, at pp. 315; 

Mechtler, supra n. 145, at 170-171, 381-382; Kahlenberg & Vogel, supra n. 2239, at p. 299; Milanin, supra n. 2239, at p. 861; 

This was first accepted in: BE: ECJ, 28 Jan. 1992, Case C-204/90, Hanns-Martin Bachmann v. Belgian State, ECJ Case Law 

IBFD. See in more detail, e.g. Helminen EU Tax Law 2017, supra n. 314, at sec. 2.3.5.; de Broe Prevention of Abuse, supra n. 

96, at several occasions in part IV, especially in pp. 880-890. 
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the coherence of the tax system if the payments are tax exempt at the level of the recipient. The different 

treatment at the level of the payor can be justified by the fact that the treatment at the level of the recipient 

is different as well: the payments are not deductible at the level of the payor if they are exempt at the level 

of the recipient and they are deductible at the level of the payor if they are taxable at the level of the 

recipient.”2307 

As discussed in sec. 5.3.1.1., the Hybrid Financial Instruments Rule provides for this result if a qualification 

conflict leads to an exemption at the level of the receiver. However, it does not apply if the payment is tax 

exempt in the hands of the receiver for a reason other than a qualification conflict.2308 As such, it would not 

achieve the above mentioned coherence. Despite that it may, of course, be argued that the Hybrid Financial 

Instruments Rule aims to achieve a different sort of coherence. In its scope of application, it ensures that 

every deduction is matched by an inclusion into the ordinary income at the level of the payee.2309 Yet, 

whether a so reached coherence is strong enough to justify a restriction of the fundamental freedom seems 

doubtful. Recall from above that a deduction would be denied if the terms of an HFI lead to it being taxed 

at 20% (instead of at the ordinary tax rate of 30%).2310 On the other hand, if it was taxed at the (ordinary) 

rate of 5%, the deduction would be allowed.2311 If the income was exempt because the recipient is resident 

in a country with a territorial tax regime, the deduction would be granted as well.2312  

In any case, it is not sure whether the ECJ would be prepared to take the required look at two taxpayers for 

the purpose of the coherence argument. In this context the ECJ, typically, requires a direct link between the 

tax burden and the tax benefit with respect to the same income and the same taxpayer.2313 If the ECJ stood 

with that in examining the coherence argument in the context of the Hybrid Financial Instruments Rule, it 

                                                
2307 Rust BEPS Action 2, supra n. 2239, at p. 315. 
2308 See the discussion and references provided for in sec. 5.3.1.1. and compare for illustration: OECD Action 2, supra n. 13, at 

Examples 1.5-1.10. 
2309 Which is what the Hybrid Financial Instruments Rule aims at in its scope of application. See the discussion and references 

provided for in secs. 5.2.2. and 5.3.1.1. 
2310 See sec. 5.3.1.1. 
2311 For critics raised on the fact that the Hybrid Financial Instruments Rule does not take the actual tax burden into account, see 

the discussion and references provided for in sec. 5.4.2.1.  
2312 See sec. 5.3.1.1. 
2313 With further references e.g. Helminen Compatibility of BEPS Action 2, supra n. 2239, at pp. 334-335; Bundgaard Hybrid 

Financial Instruments, supra n. 156, at p. 258; Mechtler, supra n. 145, at 170-171, 381-382; Marchgraber Tackling Deduction 

and Non-Inclusion Schemes, supra n. 2290, at sec 6 and especially FN 56. See also DE: ECJ, 26 Oct. 1999, Case C-294/97, 

Eurowings Luftverkehrs AG v. Finanzamt Dortmund-Unna, paras. 41-44 ECJ Case Law IBFD, which is a considered “especially 

relevant” in the context of the Hybrid Financial Instruments Rule. See for that and for a discussion: Rust BEPS Action 2, supra n. 

2239, at pp. 316-317; compare also the discussion in, e.g. Benéitez Régil, supra n. 2239, at sec. 2.2.1.1. Notably, in Eurowings 

(C-294/97), at para. 44 the ECJ states: “Any tax advantage resulting for providers of services from the low taxation to which they 

are subject in the Member State in which they are established cannot be used by another Member State to justify less favourable 

treatment in tax matters given to recipients of services established in the latter State”. See also FI: ECJ, 3 Oct. 2002, Case C-

136/00, Rolf Dieter Danner, para. 56, ECJ Case Law IBFD. If the ECJ followed this reasoning, the no-inclusion into the ordinary 

income cannot justify the infringement of the fundamental freedoms. See Panayi Compatibility, supra n. 2239, at ch. 3, similarly 

Rust BEPS Action 2, supra n. 2239, at p. 317. 
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would not succeed.2314 However, jurisprudence is heterogeneous in this regard.2315 Literature, for instance, 

submitted that Manninen (C-319/02)2316 might be interpreted towards having extended the scope of the 

coherence principle to other Member States and even to other taxpayers.2317 Also at further occasions, the 

ECJ seems to have been prepared to take the tax treatment of another Member State into account.2318 Not 

least, but already a step earlier,2319 in Schempp (C- 403/03), the ECJ also focused on two – in the meantime 

– even unrelated persons.2320 Based on this a successful justification of the Hybrid Financial Instruments 

Rule with the coherence argument cannot be fully ruled out.2321 Still, taking together the limited contribution 

of this rule to a coherent tax system as well as the existing case law of the ECJ, it appears rather unlikely.  

In Marks & Spencer (C-446/03) the danger of double utilization of losses was, together with ensuring a 

balanced allocation of taxation rights and the need to prevent tax avoidance, accepted as a justification.2322 

Thus, one could argue that also the prevention of double non-taxation should serve as a justification.2323 For 

different reasons, this is denied in literature.2324 Helminen (2015), for instance, underlines that the rules 

included in BEPS Action 2 deny the deduction for payments sourced in that state – and not for losses 

accrued in another state.2325 According to her, this is an important difference.2326 Marchgraber (2014) refers 

                                                
2314 Which is also assumed by, e.g. Mechtler, supra n. 145, at pp. 381-382; Bundgaard Hybrid Financial Instruments, supra n. 

156, at pp. 285-259; Benéitez Régil, supra n. 2239, at sec. 3.2.2.2.; Marchgraber Tackling Deduction and Non-Inclusion 

Schemes, supra n. 2290, at sec. 6, noting with further references in FN 56, that it could be possible that in FI: ECJ, 7 Sept. 2004, 

Case C-319/02, Petri Manninen, ECJ Case Law IBFD, the ECJ deviated from this strict interpretation. See immediately the 

discussion below; critically with respect to the coherence justification also, e.g. Parada Double Non-Taxation, supra n. 120, at pp. 

335-336. 
2315 Mechtler, supra n. 145, at p. 382, who refers also to: A. Rust, Der BEPS Aktionspunkt 2 zur Neutralisierung der Effekte 

hybrider Gestaltungen und seine Vereinbarkeit mit den Diskriminierungsverboten der Doppelbesteuerungsabkommen und des 

AEUV, in Grundfragen des Europäischen Steuerrechts p. 96 (W. Schön & C. Heber eds., Springer 2015). The latter book has not 

been available to this author.  
2316 Manninen (C-319/02).  
2317 See the discussion in, e.g. de Broe Prevention of Abuse, supra n. 96, at pp. 884-886; F. Vanistendael, Cohesion: the phoenix 

rises from its ashes, 14 EC Tax Rev. 4, pp. 217-221 (2005); G. Kofler, Einige Überlegungen zur steuerlichen Kohärenz nach dem 

Urteil des EuGH in der Rs Manninen, 58 ÖStZ 1/2, pp. 26-28 (2005) [hereinafter Kofler Manninen]; see for these and further 

references Marchgraber Tackling Deduction and Non-Inclusion Schemes, supra n. 2290, at FN 56. Notably, it has been 

underlined that “[i]t is not entirely clear whether the ECJ in Manninen and Marks & Spencer has detracted from its strict 

interpretation of the coherence-principle” See for that de Broe Prevention of Abuse, supra n. 96, at pp. 884-885; For a potentially 

different interpretation of the Court see Kofler Manninen, supra n. 2317, at p. 28. 
2318 Compare especially the discussion and references provided for in Rust BEPS Action 2, supra n. 2239, at pp. 315-317. 
2319 So, as mentioned above, at the level of comparability.  
2320 As argued in Lang EuGH-Urteil in Schempp, supra n. 2290, at pp. 413-414, the ECJ could have examined the same issues at 

the justification level and questioned the coherence of the German rule. Yet, this would have resulted in a conflict with its earlier 

jurisprudence on coherence. Compare id., at p. 414 and see, id., at FN 20, referring to, e.g. NL: ECJ, 13 Apr. 2000, Case C-

251/98, C. Baars v. Inspecteur der Belastingen Particulieren/Ondernemingen Gorinchem, para. 40, ECJ Case Law IBFD; but 

mentioning Manninen C-319/02, at para. 46 as a deviation.  
2321 Positive on the possibility of the coherence argument to justify an infringement of the fundamental freedoms caused by the 

Hybrid Financial Instruments Rule: Kahlenberg & Vogel, supra n. 2239, at p. 299; to a lower extent also: Rust BEPS Action 2, 

supra n. 2239, at pp. 315-318; as well as seemingly: Helminen Compatibility of BEPS Action 2, supra n. 2239, at pp. 335-337. 
2322 See Helminen EU Tax Law 2017, supra n. 314, at sec. 2.3.7; see also de Broe Prevention of Abuse, supra n. 96, at pp. 886-

889. 
2323 E.g. Helminen Compatibility of BEPS Action 2, supra n. 2239, at p. 334; Marchgraber Tackling Deduction and Non-

Inclusion Schemes, supra n. 2290, at sec 6; for an earlier analysis compare also: de Broe observations, supra n. 2293, at sec. 5. 
2324 Id.; see also Bundgaard Hybrid Financial Instruments, supra n. 156, at pp. 260-261. 
2325 See Helminen Compatibility of BEPS Action 2, supra n. 2239, at p. 334, who also provided for additional arguments. 
2326 Id. 
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to the Philips Electronics (Case C-18/11).2327 In it, doubts were raised whether the prevention of the double 

use of losses can be relied on alone.2328 As such, he hesitates to regard the prevention of double non-taxation 

as a potential justification.2329 Also Bundgaard (2016) submits that “[a]s a parallel, this case [Philips 

Electronics (Case C-18/11)] may be used to argue that, in the context of HFIs and coordination rules, the 

tax treatment in the creditor state cannot justify the denial of deductibility in the state of residence of the 

debtor.”2330  

Also the combination of the balanced allocation of taxation rights and the prevention of tax avoidance2331 

was said to have the potential to justify an infringement caused by the Hybrid Financial Instruments 

Rule.2332 Because a restriction can neither be justified by the existence of a more favourable treatment of 

the foreign taxpayer,2333 nor by an otherwise occurring loss of tax revenue2334 the threshold for such 

argument is high.2335 However, the Hybrid Financial Instruments Rule targets the purposeful exploitation 

of qualification conflicts in the context of financial instruments.2336 As such, it aims to neutralise D/NI 

results.2337 The Hybrid Financial Instruments Rule does not apply when the other state includes the payment 

into the ordinary income.2338 Even more, it does not refer to any actual tax burden, but only to the existence 

of a D/NI result.2339 Thus, whilst the Hybrid Financial Instruments Rule can recover a loss of tax revenue, 

it does not primarily aim at this.2340 Further, in combatting D/NI results it cannot do differently than 

applying in presence of a more favourable tax treatment at the receiver level. In a way, this is a 

                                                
2327 UK: ECJ, 6 Sept. 2012, Case C-18/11, The Commissioners for Her Majesty’ s Revenue & Customs v. Philips Electronics UK 

Ltd, para. 28, ECJ Case Law IBFD. 
2328 Marchgraber Tackling Deduction and Non-Inclusion Schemes, supra n. 2290, at sec 6, who also provides for additional 

arguments; note that Marchgraber does not analyse the Hybrid Financial Instruments Rule, but the changes made to Art. 4(1)(a) 

Parent Subsidiary Directive (2011/96). Yet, his conclusions seem applicable in this context; With respect to hybrid and reverse 

hybrid entities see also the discussion in Parada Double Non-Taxation, supra n. 120, at pp. 337-338.  
2329 Id.  
2330 Bundgaard Hybrid Financial Instruments, supra n. 156, at p. 261. 
2331 These two justifications were already accepted together in: FI: ECJ, 18 July 2007, Case C-231/05, Oy AA, paras. 60-63, ECJ 

Case Law IBFD; DE: ECJ, 17 Sept. 2009, Case C-182/08, Glaxo Wellcome GmbH & Co. KG v. Finanzamt München II, para. 

92, ECJ Case Law IBFD; BE: ECJ, 21 Jan. 2010, Case C-311/08, Société de Gestion Industrielle SA (SGI) v. Belgian State, para. 

66, ECJ Case Law IBFD. See for that Helminen EU Tax Law 2017, supra n. 314, at sec. 2.3.4. For an analysis of the justification 

arguments in SGI (C-311/08), see, e.g. S. Heidenbauer, Die Vermeidung der Steuerumgehung und die ausgewogene Aufteilung 

der Besteuerungsbefugnis im Lichte der Rs. SGI, 21 SWI 1 (2011).  
2332 Mechtler, supra n. 145, at pp. 383-387; in less detail, but coming to a similar result: Kahlenberg & Vogel, supra n. 2239, at p. 

299. 
2333 See Mechtler, supra n. 145, at p. 384, under reference to, e.g. AT: ECJ, 17 Sept. 2015, Case C-589/13, F.E. 

Familienprivatstiftung Eisenstadt, para. 76, ECJ Case Law IBFD; Eurowings (C-294/97), at para. 44.  
2334 Mechtler, supra n. 145, at p. 384; under reference to, e.g. F.E. Familienprivatstiftung Eisenstadt (C-589/13), at para. 76; 

Cadbury Schweppes (C-319/02), at para. 49; see Helminen EU Tax Law 2017, supra n. 314, at sec. 2.3.1 in FN 629 for further 

case law. 
2335 Mechtler, supra n. 145, at pp. 384-385. 
2336 Mechtler, supra n. 145, at p. 385. 
2337 See already sec. 5.2.2.; compare also the discussion in Cooper Thoughts, supra n. 1, sec. 2.3.4. 
2338 See the hierarchy described in sec. 5.3.1.1. 
2339 See id.  
2340 See also Mechtler, supra n. 145, at p. 385. 
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compensatory taxation. Nevertheless, it may well be different in nature from what was denied as a 

justification elsewhere.2341 

In this context, a reference to the ECJ´s judgment in SGI (C-311/08) has been made.2342 The case dealt with 

profit shifting through non-arm´s length transactions.2343 The restrictive Belgian transfer pricing provision 

was justified on the above mentioned grounds.2344 Mechtler (2017) argues that the Hybrid Financial 

Instruments Rule focuses on comparable cases.2345 Further, the rule is suitable for reaching its goals, which 

Mechtler sees in ensuring single taxation and the so resulting avoidance of profit shifting into low tax 

jurisdictions.2346 Whilst this statement cannot be taken literally (the Hybrid Financial Instruments Rule does 

not apply onto payments into low tax jurisdictions, but denies the deduction for payments that replicate this 

result),2347 the logic is still appealing.2348 After all, intentional tax arbitrage with HFIs, indeed, “permit[s] 

resident companies to transfer their profits […] to companies with which they have a relationship of 

interdependence that are established in other Member States [,which] may well undermine the balanced 

allocation of the power to impose taxes between the Member States”.2349  

Mechtler, further, sees good reasons for the Hybrid Financial Instruments Rule to be proportionate.2350 As 

it only applies to the extent of an actual D/NI result, it does not go beyond what is necessary to reach its 

goals.2351 Due to article 9(2) of the ATAD (2016/1164),2352 focusing on the actual (and not the expected) 

treatment in the hands of the receiver, also this is appealing.2353  

                                                
2341 Compare de Boer & Marres, supra n. 124, at sec. 5.2., who state: “One could also refer to the Cadbury-Schweppes case, 

where the CJ EU held that any advantage resulting from the low taxation to which a subsidiary established in a Member State 

other than the one in which the parent company was incorporated is subject cannot by itself authorize that Member State to offset 

that advantage by less favourable tax treatment of the parent company. In our view, however, a distinction should be made 

between compensatory taxation in order to offset favourable tax treatment on the one hand, and the neutralization of hybrid 

mismatches on the other hand.” (footnotes omitted) – before the quoted text the authors refer to Eurowings (C-294/97). 

Thereafter they refer to Schempp (C-403/03). 
2342 SGI (C-311/08); Mechtler, supra n. 145, at pp. 385-386. 
2343 SGI (C-311/08), at paras. 9-18; Mechtler, supra n. 145, at pp. 385-386.  
2344 SGI (C-311/08), at paras. 60-69. It was also proportionate as the taxpayer was given the opportunity to provide evidence of 

business reasons. See id., at paras. 70-73. 
2345 Mechtler, supra n. 145, at p. 386. 
2346 Id., who states: “Die Regelungsempfehlungen der OECD sind durchaus geeignet, die zugrunde liegenden Ziele – die 

Sicherstellung einer grenzüberschreitenden Einmalbesteuerung und die damit zugleich angestrebte Verhinderung der 

Gewinnverlagerung in Niedrigsteuerländer – zu erreichen.“  
2347 See sec. 5.3.1.1.; as well as Harris UN Proposal, supra n. 1, at sec. 3.1.1. For clarity, the Hybrid Financial Instruments Rule 

applies on certain tax arbitrage transactions with HFIs that rely on a qualification conflict. See also sec. 1.4. 
2348 As mentioned, also the argumentation of Kahlenberg & Vogel, supra n. 2239, at p. 299 leads to that result.  
2349 SGI (C-311/08), at para. 63, quoting to that effect Oy AA (C-231/05), at para. 56. 
2350 See Mechtler, supra n. 145, at pp. 386-387, who, however, notes in FN 2150 that the missing bona-fide clause could give rise 

to a different interpretation. 
2351 Id., at pp. 386-387. 
2352 But not the Hybrid Financial Instruments Rule as included in OECD Action 2, supra n. 13. See for this difference between 

the ATAD (2016/1164) and OECD Action 2, supra n. 13, already the discussion and references provided for in especially sec. 

5.4.5.  
2353 See also Mechtler, supra n. 145, at pp. 386-387, who doubts whether the ECJ case law – such as e.g. Thin Cap (C-524/04), at 

para. 83 – which demands that rules limiting the deductibility of interest payments to apply only beyond an arm´s length amount, 

is applicable here. 
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Lastly, it may also be argued that the prevention of hybrid mismatch arrangements could, by itself, 

constitute a justification.2354 Whilst the ECJ has been relatively strict in tolerating what Member States 

brought forward as a possible justification for restrictive tax treatment,2355 it is principally always free to 

accept new arguments.2356 For that to be possible, combatting tax arbitrage with HFIs has to follow an 

objective that is in accordance with the TFEU and has to be justified by an overriding reason in public 

interest.2357  

The creation of an internal market is among the most important objectives of the EU founding treaties.2358 

In the light of what was discussed in secs. 4.2.-4.3., there should be little doubt that tax arbitrage with HFIs 

is harmful to it.2359 Thus, there would be a good reason for the ECJ to consider the acceptance of such a 

justification.  

In doing so, however, the Court has to act carefully. Also double taxation causes an obstacle to the 

functioning of the internal market.2360 Hence, if the ECJ – as considered in parts of literature2361 – sees the 

Hybrid Financial Instruments Rule justified because it ensures single taxation, it would contradict its earlier 

jurisprudence made in the context of double taxation.2362 In fact, there is, to date, no EU law obligation to 

prevent the latter.2363 Yet, accepting the assurance of single taxation as a justification in the course of 

combatting tax arbitrage with HFIs could be a step in creating such.2364 This would, of course, have its 

                                                
2354 Helminen Compatibility of BEPS Action 2, supra n. 2239, at p. 330; seemingly also: Rust BEPS Action 2, supra n. 2239, at 

p. 318; probably also (i.e. considering the ensuring of single taxation as a justification): Bundgaard Hybrid Financial Instruments, 

supra n. 156, at p. 255; de Boer & Marres, supra n. 124, at sec. 5.2.; compare further the discussion in Tomazela Santos, supra n. 

1284, who does, however, not focus on the Hybrid Financial Instruments Rule.  
2355 E.g. Helminen Compatibility of BEPS Action 2, supra n. 2239, at p. 331; see further: Helminen EU Tax Law 2017, supra n. 

314, at sec. 2.3.1., in each case including references to non-accepted justifications. 
2356 Compare, e.g. the discussion in Helminen EU Tax Law 2017, supra n. 314, at sec. 2.3.1. 
2357 See, e.g. id., under reference to: DE: ECJ, 20 Feb. 1979, Case 120/78, Rewe Zentral AG v. Bundesmonopolverwaltung fur 

Branntwein (Cassis de Dijon), ECJ Case Law IBFD.  
2358 E.g. Helminen EU Tax Law 2017, supra n. 314, at sec. 1.3; see more generally, e.g. Borchardt, supra n. 1431, at paras. 57-

62. 
2359 To that effect also: Helminen Compatibility of BEPS Action 2, supra n. 2239, at p. 327; as well as, and even though not 

focusing the Hybrid Financial Instruments Rule: Tomazela Santos, supra n. 1284, at pp. 167-169, 182-184. 
2360 E.g. G. Kofler, Doppelbesteuerungsabkommen und Europäisches Gemeinschaftsrecht pp. 134-150 (Linde 2007) [hereinafter 

Kofler Doppelbesteuerungsabkommen]; D. Gutman, How to avoid Double Taxation in the European Union, in Allocating Taxing 

Powers within the European Union ch. 1-3 (I. Richelle, W. Schön & E. Traversa eds., Springer 2013) [hereinafter Gutman 

Double Taxation]; Helminen EU Tax Law 2017, supra n. 314, at sec. 1.7; M. Helminen, The Nordic Multilateral Tax Treaty as a 

Model for a Multilateral EU Tax Treaty sec. 1.1. (IBFD 2013), Online Books IBFD [hereinafter Helminen Nordic Multilateral 

Tax Treaty]. 
2361 E.g. de Boer & Marres, supra n. 124, at sec. 5.2. 
2362 Compare into this direction also Tomazela Santos, supra n. 1284, at pp. 185-186; See further the discussion in Bundgaard 

Hybrid Financial Instruments, supra n. 156, at p. 255; or Parada Double Non-Taxation, supra n. 120, at pp. 338-339. 
2363 Compare, e.g. the sources provided for in supra n. 2360; Concisely see, e.g. Marchgraber Tackling Deduction and Non-

Inclusion Schemes, supra n. 2290, at sec 6. See also the further references provided for in id., including to: BE: ECJ, 14 Nov. 

2006, Case C-513/04, Mark Kerckhaert and Bernadette Morres v. Belgische Staat, para. 22, ECJ Case Law IBFD; DE: ECJ, 6 

Dec. 2007, Case C-298/05, Columbus Container Services BVBA & Co. v. Finanzamt Bielefeld-Innenstadt, para. 45, ECJ Case 

Law IBFD; DE: ECJ, 12 Feb. 2009, Case C-67/08, Margarete Block v. Finanzamt Kaufbeuren, para. 30, ECJ Case Law IBFD; 

BE: ECJ, 16 July 2009, Case C-128/08, Jacques Damseaux v. Belgian State, para. 33, ECJ Case Law IBFD. 
2364 Compare also Tomazela Santos, supra n. 1284, at pp. 185-186. 
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merits. Double taxation is harmful and ought to be combatted.2365 Although the dense treaty network 

between EU Member States solves the problem to a substantial extent,2366 not all international double 

taxation is eliminated.2367 Despite that, however, the practical questions that emerge in this context are 

rather difficult.2368 If there is double taxation, who is to blame for it?2369 This thesis will, respectfully, leave 

the answer to others.2370 Given the ECJ takes a similar view, it should see the Hybrid Financial Instruments 

Rule justified based on what it actually does: It helps – partly in conjunction with other rules – to alleviate 

a wealth of problems attached to (intentional) tax arbitrage with HFIs.2371  

After all, there are good reasons to assume that the Hybrid Financial Instruments Rule is in line with primary 

EU law.2372 

5.5.2.2. The Specific Recommendation 2.1. from the perspective of primary EU Law  

The analysis of the compatibility of the Specific Recommendation 2.1. with primary EU law should start 

with reminding the reader of the state aid discussion briefly mentioned in sec. 5.5.1.2373 Whilst the question 

has not yet been solved, it could be that the non-application of the Specific Recommendation 2.1. is in 

breach of primary EU law.2374 

That being said, this section will discuss whether the Specific Recommendation 2.1. violates the 

fundamental freedoms. In this context, the freedom of establishment and the free movement of capital could 

be relevant.2375 If a Member State follows the proposals in made in BEPS Action 2 and denies dividend 

                                                
2365 See, e.g. the references made in supra n. 2360.  
2366 E.g. European Commission, EC Law and Tax Treaties, Working document, available at 

https://ec.europa.eu/taxation_customs/sites/taxation/files/resources/documents/taxation/personal_tax/double_tax_conventions/ecl

awtaxtreaties_en.pdf (accessed 11 Oct. 2018), para. 14 (2005), stating: “The existing network of tax treaties should achieve the 

objective explicitly specified in the EC Treaty of avoiding double taxation.” For completeness sake: In 2005, the abolishment of 

double taxation was included in Art. 293 of the EC Treaty. The TEU and TFEU do not anymore contain such a provision. 

However, the elimination of double taxation is still an important objective of the EU. See for that, including further references: 

Helminen EU Tax Law 2017, supra n. 314, at sec. 1.7 and FN 211. 
2367 E.g. Helminen Nordic Multilateral Tax Treaty, supra n. 2360, at sec. 1.1. 
2368 Compare for a brief discussion, e.g. Tomazela Santos, supra n. 1284, at pp. 185-186; more comprehensively see, e.g. Gutman 

Double Taxation, supra n. 2360. 
2369 Compare, e.g. id.  
2370 A potential solution is, e.g. discussed in Gutman Double Taxation, supra n. 2360, at ch. 4. 
2371 See the discussion and references provided for in sec. 4.2-4.4. and 5.4. 
2372 To this effect similarly, e.g. Rust BEPS Action 2, supra n. 2239, at p. 318; de Boer & Marres, supra n. 124, at sec. 5.2; 

Kahlenberg & Vogel, supra n. 2239, at pp. 297-300; Mechtler, supra n. 145, at pp. 378-387; (apparently on the basis of the 

coherence justification being possible) Milanin, supra n. 2239, at p. 868; more critical, but still agreeing: Helminen Compatibility 

of BEPS Action 2, supra n. 2239, at pp. 334-335; rather doubtful: Panayi Compatibility, supra n. 2239, at ch. 3; Bundgaard 

Hybrid Financial Instruments, supra n. 156, at pp. 251-268; Savva, supra n. 2239, sec. 3.2.3.2.; Benéitez Régil, supra n. 2239, at 

sec. 3.2.2. 
2373 See the references provided for in supra n. 2242.  
2374 Compare, again, id. and note that this issue was scoped out of this analysis. See already sec. 5.5.1. 
2375 AT: ECJ, 10 Feb. 2011, Joined Cases C-436/08 and C-437/08, Haribo Lakritzen Hans Riegel BetriebsgmbH and 

Österreichische Salinen AG v. Finanzamt Linz, para. 33 ECJ Case Law IBFD. See for that, a broader discussion in the relevant 

context, and further references: Mechtler, supra n. 145, at p. 157. 
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relief whenever the payment is deductible at the level of the payer, the free movement of capital will 

apply.2376 Therefore, also transactions involving non-EU Member States are covered.2377 

The next question concerns the potential infringement of a fundamental freedom. A key determinant in this 

analysis will, again, be the perspective taken in by the ECJ.2378 If it looks at the receiving parent company 

in isolation, the denial of dividend relief for the cross-border payment would be regarded as 

discriminating.2379 If, on the contrary, the position of the group – and, thus, the deductibility of the dividend 

at the level of the payer – is taken into account, the result might be different.2380 

It seems that literature supports the former view. Having engaged in a considerable discussion of case law, 

Bundgaard (2013) assumes that there will, likely, be a restriction of the fundamental freedoms.2381 

Marchgraber (2014) appears to follow this result.2382 Also Mechtler (2017), ultimately, sees the better 

reasons for focusing the parent company in isolation, which means that he assumes an infringement.2383 

Other authors, in effect, seem to argue similarly.2384  

Against this background a possible justifications has to be found. The Specific Recommendation 2.1. is not 

limited to wholly artificial arrangements. Therefore, the tax avoidance justification will not succeed.2385 

Literature, further, dismissed the balanced allocation of taxation rights as a justification.2386 The argument 

of coherence, however, has found more support.2387 It is argued there is a direct connection between the 

                                                
2376 Although providing for more detailed elaborations, but in effect similarly: Mechtler, supra n. 145, at p. 157; compare also: 

Bundgaard Hybrid Financial Instruments, supra n. 156, 243; for sure, it will ultimately be the domestic implementation of the 

measure in the EU Member State that is decisive for the determination of the applicable freedom.  
2377 See for a more detailed discussion, and instead of many: Helminen EU Tax Law 2017, supra n. 314, at sec. 2.2.6.1 
2378 See the detailed discussion provided for in Mechtler, supra n. 145, at pp. 157-163; or Bundgaard Hybrid Financial 

Instruments, supra n. 156, pp. 245-251; compare generally on the issue: di Maria, supra n. 2239. 
2379 Compare id.  
2380 Compare id. 
2381 See, including further references, Bundgaard Hybrid Financial Instruments, supra n. 156, at pp. 245-251. 
2382 Marchgraber Tackling Deduction and Non-Inclusion Schemes, supra n. 2290, at sec 6. 
2383 Mechtler, supra n. 145, at p. 163.  
2384 Milanin, supra n. 2239, at p. 866-867 seems to favour an overall approach, but ultimately sees the ECJ case law to provide 

for the contrary. Thus, she appears to regard the German implementation of the Specific Recommendation 2.1. to infringe the 

fundamental freedoms; Also Rust BEPS Action 2, supra n. 2239, at p. 321 submits that the “defensive rule” can be regarded as 

hidden discrimination. Note, that whilst referring to the “defensive rule” (which is part of the Hybrid Financial Instruments Rule), 

Rust seems to actually mean the Specific Recommendation 2. This becomes clear due to him referring to DE: 

Körperschaftsteuergesetz in der Fassung der Bekanntmachung vom 15. Oktober 2002 (BGBl. I S. 4144), das zuletzt durch 

Artikel 5 des Gesetzes vom 18. Juli 2017 (BGBl. I S. 2730) geändert worden ist [Corporate Income Tax Act (CIT Act 2002)], 

Sec. 8b(1), National Law IBFD and Sec. 10(1) No. 7 Austrian KStG, which implement the Specific Recommendation 2.1. and 

not the defensive rule; also regarding Sec. 8b(1) German KStG to violate the fundamental freedoms: Thömmes & Linn, supra n. 

2239, at sec. 3.2; Obviously providing for a different view: Desens, supra n. 1438, at p. pp. 829-830; Benéitez Régil, supra n. 

2239, at sec. 2.2.1.2. 
2385 See also, e.g. Milanin, supra n. 2239, at p. 867; Mechtler, supra n. 145, at 164; Thömmes & Linn, supra n. 2239, at sec. 3.2.; 

Desens, supra n. 1438, at p. 831 (who examines justification grounds for the case his argument denying the objective 

comparability is not followed).  
2386 See, in part with different arguments, Bundgaard Hybrid Financial Instruments, supra n. 156, at pp. 259-260; Milanin, supra 

n. 2239, at p. 867; Mechtler, supra n. 145, at 164; Thömmes & Linn, supra n. 2239, at sec. 3.2.; regarding the argument of the 

balanced allocation of taxation rights to succeed, but to fail the proportionality test: Desens, supra n. 1438, at p. 831. 
2387 See especially Mechtler, supra n. 145, at pp. 165-166; Desens, supra n. 1438, at pp. 831-832; focusing sec. 8b(1) German 

KStG seemingly also: Milanin, supra n. 2239, at pp. 867-868. 
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taxation of dividend payments at the level of the subsidiary and the relief at the level of the parent 

company.2388 If the dividend is deductible at the level of the payer, it is not taxed there. Therefore, providing 

relief at the second level would violate the coherence between the tax treatment of the dividend payment in 

the hands of the subsidiary and the parent.2389 

Those arguing in favour of coherence being able to justify a rule like Specific Recommendation 2.1., make 

their point conditional upon the ECJ being prepared to take in the required overall view.2390 The doubt of 

this to happen seems to be at the core of those arguing against a justification on the basis of coherence to 

succeed.2391 Besides, also the necessity to ensure coherence in the way referred to above may be 

questioned.2392 The Specific Recommendation 2.1. as included in BEPS Action 2 does not apply if the 

subsidiary is itself not taxed.2393 The result would, albeit, be the same.2394 In other words, it is not a very 

coherent position to grant dividend relief if the subsidiary was subject to 0% tax, but to deny it when the 

dividend payment is deductible.2395 Yet, it will ultimately depend on how the national dividend relief regime 

works as a whole.2396 It might be that the respective national rules do not allow for such a result.2397 On the 

contrary, if they do, the coherence argument may be weakened.  

In this context, an interesting argument was brought forward by Rust (2015).2398 He first underlines that the 

equality of the exemption method and the imputation method was, on various occasions, accepted by the 

ECJ.2399 In particular, the ECJ states: “the imputation method enables dividends from non-resident 

companies to be accorded treatment equivalent to that accorded, by the exemption method, to dividends 

paid by resident companies. Application of the imputation method to dividends from non-resident 

companies makes it possible to ensure that foreign-sourced and nationally-sourced portfolio dividends bear 

the same tax burden, in particular where the State from which the dividends come applies, in the context of 

corporation tax, a lower tax rate than that applicable in the Member State where the company receiving 

the dividends is established. In such a case, exempting dividends from non-resident companies would give 

                                                
2388 See with further references, e.g. Mechtler, supra n. 145, at p. 165. 
2389 To this effect id. 
2390 Compare the sources provided for in supra n. 2387; see also the discussion and references provided for in sec. 5.5.2.1. 
2391 At least Bundgaard Hybrid Financial Instruments, supra n. 156, at pp. 258-259 may be understood this way. 
2392 Mechtler, supra n. 145, at pp. 165-166; compare also the remarks in Rust BEPS Action 2, supra n. 2239, at FN 58. 
2393 Id. Critical on the issue, e.g. Harris UN Proposal, supra n. 1, at sec. 4.4. 
2394 Id. 
2395 To this effect, compare id. 
2396 See with further references: Mechtler, supra n. 145, at pp. 165-166.  
2397 As, under certain circumstances, foreseen under the switch-over clause contained in the Austrian participation exemption 

regime. See in this regard, the brief discussions and references provided for within sec. 6.2 and sec. 6.3.  
2398 Rust BEPS Action 2, supra n. 2239, at pp. 320-321. 
2399 Id., at p. 320 referring to Haribo (C-436/08 and C-437/08), at para. 86; UK: ECJ, 12 Dec. 2006, Case C-446/04, Test 

Claimants in the Franked Investment Income Group Litigation v. Commissioners of Inland Revenue, paras. 48, 57, ECJ Case 

Law IBFD; UK: ECJ, 23 Apr. 2008, Case C-201/05, The Test Claimants in the CFC and Dividend Group Litigation v. 

Commissioners of Inland Revenue, para. 39, ECJ Case Law IBFD. 
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taxpayers that have invested in foreign holdings an advantage compared with those having invested in 

domestic holdings”2400 

Thereafter he emphasises that if a state denies dividend relief for a deductible payment, the result is the 

same that would be reached when granting an indirect tax credit for the taxes paid by the subsidiary.2401 

The deductibility of the payment equals the absence of taxes at the level of the subsidiary. Thus, there are 

no taxes to be (indirectly) credited at the parent level. The result is full taxation. This is also what happens 

when the dividend relief is denied.2402 The argument of Rust is appealing. The only thing that remains 

questionable is why he brought it forward at the justification level, and not already at the level of 

comparability.2403  

Lastly, the Specific Recommendation 2.1. may be justified by the need to combat tax arbitrage with 

HFIs.2404 The harmful effects of such behaviour on the internal market provide for good reasons to accept 

this argument.2405 From this perspective, there is nothing to add to what was discussed in sec. 5.5.2.1. 

When the Specific Recommendation 2.1. applies “to the extent the dividend payment is deductible by the 

payer”2406 (emphasis added), it should not go beyond what is necessary to reach its goal.2407 In other words, 

it is proportionate.2408 Yet, as argued above, states may (need to) draft the rule as to deny dividend relief 

when a deduction is principally possible.2409 This seems necessary to correctly reflect the hierarchy 

embedded in BEPS Action 2.2410 Otherwise, it will be the source state who taxes first.2411 Yet, once the 

source state denied the deduction, the denial of dividend relief would cause double taxation. This is hardly 

proportionate. A reaction of the residence state thereto could become necessary.2412 

                                                
2400 Haribo (C-436/08 and C-437/08), at para. 89, as also highlighted in: Rust BEPS Action 2, supra n. 2239, at p. 321. 
2401 Rust BEPS Action 2, supra n. 2239, at p. 321. 
2402 See id. 
2403 Id., at p. 320: “The defensive rule can be regarded as a hidden discrimination. The different treatment of domestic and cross-

border dividends is, however, justified.” (footnotes omitted). Also Mechtler, supra n. 145, at p. 159 provides for similar thoughts 

(and references) in the course of his examination on the existence of an infringement of the fundamental freedoms.  
2404 See already the discussion and references provided for in sec. 5.5.2.1. 
2405 See id., as well as sec. 4.2.-4.3, and compare the discussion and references provided for in Tomazela Santos, supra n. 1284. 
2406 As quoted already in sec. 5.4.3.1. See supra n. 2043. 
2407 Compare, e.g. also Mechtler, supra n. 145, at p. 166.  
2408 Id; see also Desens, supra n. 1438, at p. 832; Milanin, supra n. 2239, at pp. 366-368. 
2409 See the discussion and references provided for in already sec. 5.4.3.1. 
2410 Id. 
2411 Id. 
2412 I.e. given the dividend relief is denied because the payment is, principally, deductible at the level of the payer, the residence 

state may, for the sake of ensuring proportionality, have to adapt this outcome, if the source state denies the deduction. Given the 

proliferation of interest limitation rules, this does not appear to be a merely theoretical problem. The author aims to deepen this 

thought in a separate article.  
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All in all, there are good reasons to assume the that Specific Recommendation 2.1. is in line with primary 

EU law.2413  

5.5.2.3. The Defensive Rule included the Hybrid Financial Instruments Rule and the Imported Mismatch 

Rule from the perspective of primary EU Law 

This section will – in the light of the above, and as briefly as possible – discuss the defensive rule as included 

in the Hybrid Financial Instruments Rule and the Imported Mismatch Rule from the perspective of primary 

EU Law. 

The defensive rule as included in the Hybrid Financial Instruments Rule applies in case of debt/debt hybrids 

when the other state has not implemented the primary response.2414 Alternatively, it may also be applied 

onto debt/equity hybrids. This presupposes that the (i) recipient state does not have a dividend relief regime, 

or more rarely, it has such but the dividend relief in that state is not granted for the purpose of avoiding 

economic double taxation.2415 In addition, (ii) the payer state must not have implemented the primary 

response.2416  

As a result of the ATAD (2016/1164) and the 2014 amendment of the Parent Subsidiary Directive 

(2011/96), all Member States will implement the primary response and have implemented the Specific 

Recommendation 2.1.2417 As such, none of the above fact patterns should occur within the EU. Therefore, 

the defensive rule will (optimally) not apply in an intra EU-context.  

Consequently, the most important question in this regard concerns the applicable fundamental freedom. If 

it is the freedom of establishment, third country transactions are not protected. If, on the contrary, the free 

movement of capital is relevant, the opposite is true.2418  

The Hybrid Financial Instruments Rule applies on transactions between related parties and structured 

arrangements.2419 For this reason, the freedom of establishment was regarded relevant in sec. 5.5.2.1. Thus, 

a further examination of the defensive rule of the Hybrid Financial Instruments Rule can – for practical 

reasons – be renounced on. The rule only applies in a third state context, which is not protected by the 

freedom of establishment. 

                                                
2413 To this effect also, e.g. Mechtler, supra n. 145, at pp. 157-167; Milanin, supra n. 2239, at pp. 366-368; Rust BEPS Action 2, 

supra n. 2239, at pp. 320-321; Desens, supra n. 1438, at 829-833; Benéitez Régil, supra n. 2239, at sec. 2.2.1.2.; Savva, supra n. 

2239, sec. 3.2.3.3; more critically, e.g. Marchgraber Tackling Deduction and Non-Inclusion Schemes, supra n. 2290, at sec 6; 

Bundgaard Hybrid Financial Instruments, supra n. 156, at pp. 244-251, 255-269; Kudert & Kahleberg, supra n. 2239, at pp. 43-

44; Thömmes & Linn, supra n. 2239, at sec. 3.2. 
2414 See sec. 5.3.1.1. 
2415 See already the discussion and references provided for in sec. 5.4.3.1. 
2416 Id. 
2417 See already sec. 5.5.1.1. 
2418 See already the discussion and references provided for in sec. 5.5.2.1. 
2419 See sec. 5.3.1.1. and the discussion and references provided for 5.5.2.1. 
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This makes also clear why an analysis of the Imported Mismatch Rule from the perspective of EU law can 

remain undone. This provision only applies on transactions within the same control group and structured 

arrangements.2420 Therefore, the freedom of establishment is relevant.2421 Transactions with companies 

resident in third countries are, consequently, not protected. Yet, if everything works as planned,2422 the 

Imported Mismatch Rule can only apply in latter circumstances. In other words, no payment between 

companies resident in EU Member States can trigger the provision. The first EU company that made a 

payment to a company resident in a third state already has to neutralise the direct D/NI result (if it occurs 

at the level of the receiver) or indirect D/NI result (if it occurs somewhere else).2423 With the D/NI result 

being neutralised at this stage, there is nothing to import anymore. This third country transaction is not 

protected by the freedom of establishment. As such, there can be no violation of EU law. 

5.5.3. Compatibility with tax treaty law.  

5.5.3.1. Compatibility of the Hybrid Financial Instruments Rule with Art 24(4) OECD Model 

Article 24(4) OECD Model (2017)2424 prohibits discrimination of certain deductible payments made to 

residents of the other Contracting State.2425 Pursuant to this provision, inter alia, arm´s length interest 

payments have to be deductible for the payer under the same conditions as if they had been paid to a resident 

of the same Contracting State.2426 Against this background, one could ask whether the Hybrid Financial 

Instruments Rule violates article 24(4) OECD Model.  

                                                
2420 See sec. 5.3.1.3. 
2421 See already the discussion and references provided for in sec. 5.5.2.1. 
2422 Compare in this regard especially the doubts raised in sec. 5.4.5. 
2423 See sec.. 5.3.1.3.  
2424 The 2017 update did not bring any relevant changes to Art. 24(4) OECD Model (2014). See OECD, 2017 Update to the 

OECD Model Tax Convention, available at http://www.oecd.org/ctp/treaties/2017-update-model-tax-convention.pdf (accessed 

17. Oct 2018). Yet, many commentators referred to the 2014 version. For the sake of accuracy, this will also be reflected here. 
2425 The provision reads: “Except where the provisions of paragraph 1 of Article 9, paragraph 6 of Article 11, or paragraph 4 of 

Article 12, apply, interest, royalties and other disbursements paid by an enterprise of a Contracting State to a resident of the 

other Contracting State shall, for the purpose of determining the taxable profits of such enterprise, be deductible under the same 

conditions as if they had been paid to a resident of the first-mentioned State. Similarly, any debts of an enterprise of a 

Contracting State to a resident of the other Contracting State shall, for the purpose of determining the taxable capital of such 

enterprise, be deductible under the same conditions as if they had been contracted to a resident of the first-mentioned State.” 
2426 Compare id., or, e.g. A. Rust, Artikel 24. Gleichbehandlung, in Doppelbesteuerungsabkommen 6th ed. paras. 135-141 (K. 

Vogel & M. Lehner eds., Beck 2015) [hereinafter Rust Artikel 24]. The literature on this provision is vast. See, e.g. and with a 

wealth of further references, Bammens, supra n. 2264, at ch. 8; W. Haslehner, Art. 24, in Doppelbesteuerungsabkommen (D. 

Aigner, G. Kofler & M. Tumpel eds., Linde 2016); F. Wassermeyer & M. Schwenke, Art. 24 OECD MA (Art. 24 OECD Model), 

in Doppelbesteuerung 134th ed., (F. Wassermeyer et al. eds, Beck 2016); K. van Raad, Nondiscrimination in International Tax 

Law (Kluwer 1986) (the latter book has not been available to the author); K. van Raad, Issues in the Application of Tax Treaty 

Non-Discrimination Clauses, 42 Bull. Intl. Fiscal Docn. 8/9 (1988), Journals IBFD; J.F. Avery Jones et al., The Non-

Discrimination Article in Tax Treaties-I, 36 Brit. Tax Rev. 10 (1991); J.F. Avery Jones et al., The Non-Discrimination Article in 

Tax Treaties-II, 36 Brit. Tax Rev. 11-12 (1991); J.F. Avery Jones et al., Art. 24(5) of the OECD Model in Relation to Intra-Group 

Transfers of Assets and Profits and Losses, 3 World Tax J. 6 (2011), Journals IBFD. M.C. Bennett, The David R. Tillinghast 

Lecture – Nondiscrimination in International Tax Law: A Concept in Search of a Principle, 59 Tax L. Rev. (2006); L. Hinnekens 

& P. Hinnekens, General Report, in Non-discrimination at the cross-roads of international taxation, in IFA Cahiers de Droit 

Fiscal Internationa vol. 93a (Sdu Netherlands 2008); as well as the contributions therein. See also H.J. Ault & J. Sasseville, 

Taxation and Non-Discrimination: A Reconsideration, 2 World Tax J. 6 (2010) Journals IBFD; as well as recently the 
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The OECD discusses this question in chapter 15 of BEPS Action 2.2427 The fact that the hybrid rules will 

impact payments to non-residents stronger than payments to residents has been acknowledged.2428 

According to the OECD, this does, however, not matter for the purposes of article 24 OECD Model (2017) 

as long as the distinction is made based on the treatment of the payment in the hands of the payers and 

receivers.2429 Under the hybrid rules, payments made to non-residents are not treated differently from the 

way payments to residents are treated under domestic law.2430 After pointing out some parts of the 

Commentary on Article 24 of the OECD Model (2014) in support on that position,2431 it concludes that – 

subject to an analysis of the precise wording of the domestic implementation legislation – the hybrid rules 

proposed in BEPS Action 2 do not appear to conflict with article 24(4) of the OECD Model (2014).2432  

Although in a different context, Harris (2017) agrees to this argumentation.2433 As such, he likely follows 

this view. Also Rust (2015) does not regard the Hybrid Financial Instruments Rule to conflict with article 

24(4) OECD Model (2014).2434 He underlines that article 24(4) OECD Model (2014) only prohibits 

discrimination based on residence of the recipient of the payment.2435 A distinction based on other criteria 

is permitted.2436 Rust argues that the Hybrid Financial Instruments Rule does not apply based on 

residence.2437 Instead, it applies based on the tax treatment in the hands of the recipient.2438 Rust admits that 

residence and the tax treatment may be regarded as linked.2439 However, he argues that residence in the 

                                                
comprehensive work of: K. Dziurdź, Non-Discrimination in Tax Treaty Law and World Trade Law ch. 3-4, Habilitation thesis 

WU Vienna University of Economics and Business (2018) [hereinafter Dziurdź Non-Discrimination]; see further; B.J. Arnold, 

Restrictions on Interest Deductions and Tax Treaties, 73 Bull. Intl. Taxn. 4 (2019);  K. Karaianov, The ATAD 2 Anti-Hybrid 

Rules versus EU Member State Tax Treaties with Third States: Is Override Possible?, 59 Eur. Taxn. 2/3, sec. 2.3.1. (2019), 

Journals IBFD, who also refers to: R. Vann, When hard law meets soft law: Is BEPS sunset or sunrise for tax treaties?, Oxford – 

Sydney Tax Research Conference 2018, who, apparently, seems to have doubts on the compatibility of anti-hybrid rules with Art. 

24(4) OECD Model (2017). The author of this thesis could not obtain the latter contribution.  
2427 OECD Action 2, supra n. 13, at paras. 447-450. 
2428 Id., at para. 448. 
2429 Id. 
2430 See id. stating: “The fact that a mismatch in the tax treatment of an entity or payment is less likely in a purely domestic 

context (i.e. one would expect a country to be consistent in the way it characterises domestic payments and entities) cannot be 

interpreted as meaning that rules that are strictly based on the existence of such a mismatch are treating payments to non-

residents, or to non-resident owned enterprises, differently from the way payments to residents, or resident-owned enterprises, 

are treated under domestic law.” 
2431 See id. at para. 449 under reference to: OECD Model Tax Convention on Income and on Capital: Commentary on Article 24 

paras. 1, 3, 41, 73, 77, 78 (15 July 2014), Models IBFD. 
2432 OECD Action 2, supra n. 13, at para. 450 – the OECD also analyses the other paragraphs included in Art. 24 OECD Model 

(2014) and does not see them violated either. 
2433 See Harris UN Proposal, supra n. 1, at FN 149 stating: “For the reasons discussed in the OECD Final Report on BEPS 

Action2, supra note 2, paragraph 448, the prevailing view is that such a rule does not breach Article 24 (4) of tax treaties.” In 

id., at sec. 4.3. Harris discusses the issue of quarantining foreign expenses. See on this – very briefly – also sec. 7.1. 
2434 Rust BEPS Action 2, supra n. 2239, at pp. 311-312. 
2435 Id., at p. 312. 
2436 Id., with further references, including to: Rust Artikel 24, supra n. 2426, at para. 145; and Wassermeyer & Schwenke, supra 

n. 2426, at para. 73. 
2437 Rust BEPS Action 2, supra n. 2239, at pp. 312. 
2438 Id.; see also sec. 5.3.1.1. 
2439 Rust BEPS Action 2, supra n. 2239, at p. 312. 
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other Contracting State is neither a necessary nor a sufficient condition for the rule to kick in.2440 If the 

payment is made to another resident enterprise and attributed to its PE in the other Contracting State, it will 

not be deductible either.2441 If, on the contrary, it is paid to an enterprise resident in the other Contracting 

State and is attributable to a PE in the payer state, it is deductible.2442 As such, Rust holds that “[r]esidence 

and tax exemption are not identical criteria”, which is why article 24(4) OECD Model (2014) is not 

violated.2443  

Mechtler seems to share this view.2444 He, however, submits that for rules being explicitly limited to 

negative qualification conflicts this may be different.2445 As they can only emerge in cross-border situations, 

this is like referring to residency.2446 Against this background, he expressed concerns regarding the 

compatibility of BEPS Action 2 with article 24(4) OECD Model.2447 As a solution, he suggests the domestic 

implementing legislation to adopt a more neutral formulation.2448 At the same time, he acknowledges that 

this would be at odds with what is demanded in BEPS Action 2.2449 After all, the Hybrid Financial 

Instruments Rule applies in presence of a qualification conflict.2450 Therefore, Mechtler appears to finally 

doubt the compatibility of this rule with article 24(4) OECD Model.2451 

                                                
2440 Id. 
2441 Id. This assumes the exemption method to be applicable. See, e.g. Mechtler, supra n. 145, at pp. 194-195. 
2442 Rust BEPS Action 2, supra n. 2239, at p. 312; reference to payments attributable to PEs is also made in: de Boer & Marres, 

supra n. 124, at sec. 5.5.; Mechtler, supra n. 145, at pp. 194-195. 
2443 Rust BEPS Action 2, supra n. 2239, at pp. 312; supportive: Karaianov, supra n. 2426, at sec. 2.3.1.; a detailed discussion of 

Rust´s argument is provided for within: Dziurdź Non-Discrimination, supra n. 2426, at sec. 3.6.4. 
2444 Following a more detailed elaboration in: Mechtler, supra n. 145, at pp. 193-195; see also the remark made in supra n. 2451. 
2445 See id., at p. 195. 
2446 Id. 
2447 Id., at pp. 393-394. 
2448 Id., at p. 394. 
2449 Id. 
2450 See already sec. 5.5.3.1.  
2451 As held above, Mechtler, supra n. 145, at p. 195 appears to follow the argumentation of Rust BEPS Action 2, supra n. 2239, 

at p. 312. This could be interpreted as a contradiction with his view on Action 2. This is, however, not necessarily so. When 

analysing BEPS Action 2, Rust refers to a tax exemption. When analysing Rust´s argument, also Mechtler only refers to a 

missing adequate taxation (“fehlende hinreichende Besteuerung”). See Mechtler, supra n. 145, at pp. 195-196. After agreeing to 

Rust, Mechtler further analyses linking rules that apply based on a qualification conflict. They are different from linking rules 

that apply based on no/low taxation (see also ch. 6). Consequently, in his argumentation, Mechtler differs between these two 

types of linking rules. Rust, on the other hand, does not. He only refers to “tax exemption”, which, however, seems to result from 

a qualification conflict. Yet, for the sake of Rust´s argument, a differentiation is also not necessary. A payment attributable to a 

PE in the source state should be taxed normally, i.e. there will neither be a qualification conflict, nor no/low taxation. Thus, a 

differentiation between the reasons for a linking rule to apply is not necessary. Yet, also Mechtler is not wrong to use Rust´s 

example for the sake of his more differentiated argument. As Rust, he argues that no/low taxation and non-residency are not 

necessarily connected. The PE example is, indeed, a way to demonstrate that. In the view of the author writing these lines, the 

difference can be made clearer by using a tax-exempt entity as an example. In such a case only no taxation, but (practically) no 

qualification conflict can occur. This makes it understandable, why Mechtler differs between these two types of linking rules. 

After all, a rule applying in presence of a qualification conflict can de facto never apply outside a cross-border case. Therefore, 

one could want to see these differences to be reflected in an analysis from the perspective of Art. 24(4) OECD Model (2017). 

However, if one is prepared to follow the view of Rust this is not necessary. If his PE example suffices to demonstrate that the 

linking rules do not apply based on residence and if this switches off Art. 24(4) OECD Model (2017), there is no need to differ 

between linking rules that apply based on a qualification conflict and linking rules that apply based on low taxation. They can 

never violate Art. 24(4) OECD Model (2017). 
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De Boer & Marres (2015) seem to conclude their analysis towards the OECD rules, ultimately, not violating 

article 24(4) OECD Model.2452 However, they also submit that a domestic implementation legislation that 

does not target domestic situations, but effectively only applies on in cross-border situations would change 

their view.2453 As an example of such tainted legislation they refer to rules that allow the deductibility for 

payments made to domestic exempt entities, whereas they deny the deductibility for payments made to 

foreign exempt entities.2454 Whilst the Hybrid Financial Instruments Rule does not apply in the context of 

their example, it focuses on qualification conflicts, and thus effectively cross-border scenarios. Thus, these 

authors may be understood to have doubts as well. Also others expressed concerns whether linking rules 

are compatible with article 24(4) OECD Model (2017).2455  

The most recent – and by far most comprehensive – discussion of this issue was provided by Dziurdź 

(2018).2456 Stated in the shortest possible way: He seems to argue that rules targeting hybrid mismatch 

arrangements can constitute a discrimination under article 24(4) OECD Model (2017).2457 Under his 

                                                
2452 See de Boer & Marres, supra n. 124, at sec. 5.5. stating: ”In any event, the recommended rules can only be said to be in 

conflict with Article 24(4) OECD MC if the recommendations provide different rules for the deduction of payments made to 

residents and non-residents. In order for that conclusion to be reached, it should first be determined whether domestic situations 

and hybrid mismatch arrangement are – in the context of antimismatch rules – comparable, and second, whether deduction is not 

possible under ‘the same conditions’ as required in Article 24(4) OECD MC. Although in Article 24(4) OECD MC there is no 

reference to the same circumstances of the comparator, we concord with Van Raad that this is inherent in the concept of 

nondiscrimination. The question is whether hybrid mismatch arrangements should be considered a ‘circumstance’. Should the 

conclusion be that the absence of a hybrid mismatch is a relevant circumstance in order to arrive at comparability, or should a 

hybrid mismatch be considered a characteristic inextricably linked with residence, as a result of which it should be disregarded 

in the comparison? In our view the question boils down to the question whether the absence of a hybrid mismatch is a relevant 

characteristic for the deductibility of the payment, in other words whether it is a legitimate distinction. We submit that this is 

indeed so: neutralizing hybrid mismatches is a legitimate policy objective and the rules for the neutralization of these mismatches 

apply only in cross-border situations because of the nature of these mismatches, not due to the objective to treat domestic 

payments more favourable.” (footnotes omitted).  
2453 See id.  
2454 See id. 
2455 Compare the discussion in, e.g. R. Zanutto Velasques, Creditor Non-Discrimination under Article 24(4) of the OECD Model 

in the case of Deduction and Non-Inclusion Schemes, in Non-Discrimination in European and Tax Treaty Law (K. Dziurdź & C. 

Marchgraber eds., Linde 2015); Kahlenberg & Kudert, supra n. 2239, at pp. 62-63. 
2456 Dziurdź Non-Discrimination, supra n. 2426, especially at sec. 3.6.4 and 4.3.2.; for a discussion of Art. 24(4) OECD Model 

(2017) in the context of linking rules applying on hybrid and reverse hybrid entities see, the likewise recent, work of: Parada 

Double Non-Taxation, supra n. 120, at pp. 321-323. 
2457 In id., at sec. 6.2. (named Article 24 of the OECD Model: tensions and unresolved issues), he summarises his relevant 

elaborations as: “Non-deductibility rules that target hybrid mismatch arrangements raise concerns about discrimination by 

reason of the recipient’s residence under Article 24(4). It can be argued that situations with and without a hybrid mismatch are 

not comparable to each other because all circumstances must be identical Yet, a change in the recipient’s residence may, in a 

concrete case that does not involve a permanent establishment, lead to a change in tax treatment. This test confirms an inevitable 

link between a hybrid mismatch criterion and residence and consequently speaks in favour of discrimination under Article 24(4). 

Ignoring factual circumstances in order to make payments to non-resident recipients (without a permanent establishment) 

comparable to equally treated payments to resident recipients (with a permanent establishment) does not solve this issue, 

because better-treated payments to resident recipients (without a permanent establishment) also become comparable. Two at first 

sight forceful arguments are nevertheless submitted against discrimination: payments to resident recipients are disadvantaged as 

well and not all payments to non-residents are disadvantaged. This arguably demonstrates that the recipient’s residence is not 

the reason for different tax treatment. A closer analysis reveals that these arguments not only may fail to avoid discrimination in 

some situations but are also based on undisclosed judgments about how closely a facially neutral criterion must be linked to a 

protected characteristic in order to constitute “disguised” discrimination under Article 24(4).” (footnotes referring to the 

sections providing for a more detailed elaboration omitted). 



245 
 

suggested two-stepped comparability test,2458 however, this should be different.2459 Whilst a rule targeting 

hybrid mismatch arrangements may prima facie lead to a discrimination, a substantive analysis gives rise 

to the opposite conclusion.2460 In this context, Dziurdź asks for the purposes of the anti-hybrid rules.2461 If 

they do not contradict the aims of the non-discrimination clause embedded into the treaty, a discrimination 

should not be assumed.2462 Dziurdź convincingly demonstrates this to be the case: He underlines that article 

24(4) OECD Model (2017) intends to ensure that Contracting States do not frustrate the allocation of 

taxation rights as foreseen under the treaty.2463 If, for instance, article 11 OECD Model (2017) allows the 

residence state to tax, the source state should not be able to undo that by denying the deduction.2464 A state 

implementing hybrid mismatch rules, however, only denies the deduction under very specific 

circumstances. The aim of doing so is not to compensate for its lost taxation right.2465 Rather, it intends to 

combat hybrid mismatches. Thus, such a rule should be maintained under article 24(4) OECD Model (2017) 

as non-discriminatory.2466 

                                                
2458 In id., sec. 6.3 (named Article 24 of the OECD Model: suggested comparability test) his relevant elaborations are summarised 

as: “Since a “but for” test is not able to identify discrimination with certainty, and since facially neutral tax measures might also 

be discriminatory, a two-step approach is suggested for systematically approaching cases of discrimination under Article 24: 

First, an adapted “but for” test establishes whether a measure is prima facie discriminatory in a concrete case. Second, a 

substantive analysis determines whether nationality or residence is indeed the reason for different tax treatment or whether 

inevitably linked but relevant attributes prevent comparability. All arguments and policy considerations can therefore succeed in 

justifying different tax treatment under Article 24 if they are reflected in inevitably linked differences in legal or factual 

circumstances in a concrete case and if these differences are relevant from a domestic and tax treaty perspective. Arguably, such 

a substantive analysis has always been conducted but not always admitted” (footnotes referring to the sections providing for a 

more detailed elaboration omitted). 
2459 See id., who also notes: “Although several arguments can be brought forward against a separate analysis of justifications – 

Article 24 explicitly lists all protected characteristics, Article 24 should have a narrow scope, Article 24 should not allow for 

value judgments, Article 24 should be interpreted in an identical manner by different courts – a complete denial of justifications 

is not necessarily convincing and does not solve most of these issues.” 
2460 See id, stating: “It is possible to distinguish between non-deductibility rules that specifically target hybrid mismatch 

arrangements, rules that target all cases of low or no taxation, and rules that target situations where payments are not subject to 

tax in a State because of a tax exemption, no full or limited tax liability, or a loss of taxing rights. All these rules may be prima 

facie discriminatory under a “but for” test, as a change in the recipient’s residence may lead to a change in tax treatment and 

thereby avoid a tax disadvantage in a concrete case. A substantive analysis, however, is able to distinguish between these kinds 

of rules: Since Article 24(4) is only concerned with the Contracting States compensating for a loss of taxing rights by turning 

prevented juridical double taxation into unrelieved economic double taxation, inevitably linked differences in the existence of a 

hybrid mismatch and in low or no taxation are relevant and prevent comparability; no discrimination can be established. This is 

true even if a non-deductibility rule disadvantages only payments to non-resident recipients. Conversely, inevitably linked 

differences in tax liability and taxing rights are irrelevant for purposes of Article 24(4). A rule of a State that denies a deduction 

where payments to non-resident recipients are not taxed in that State may therefore lead to prohibited tax discrimination under 

Article 24(4) even if it also disadvantages payments to tax-exempt resident recipients.” (footnotes referring to the sections 

providing for a more detailed elaboration omitted). 
2461 See id., as well as in detail secs. 4.3.2.2.1.-4.3.2.2.2. 
2462 Id.  
2463 See id. as well as in more detail, including further references, id., at sec. 3.3.5.1. 
2464 Compare id.  
2465 Id., at sec. 4.3.2.2.2.  
2466 Id., stating: “A substantive analysis allows to conclude that by employing the facially neutral criterion “hybrid mismatch”, 

the genuine aim of targeting situations of no taxation due to a hybrid mismatch cannot be equated with a condemned 

compensation for a loss of taxing rights from a tax treaty perspective. A non-deductibility rule specifically targeting hybrid 

mismatch arrangements may be maintained under Article 24(4) as a non-discriminatory tax measure. It relies on inevitably 

linked but relevant differences in circumstances regarding the existence of a hybrid mismatch. This is true even if in a bilateral 
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Summing up, based on the above, it is not entirely clear whether the Hybrid Financial Instruments Rule 

complies with article 24(4) OECD Model (2017). Yet, strong reasons in favour thereof are available. On 

the one hand, several technical arguments can support this conclusion.2467 Those not prepared to share them 

should – as in effect also Dziurdź – take into account the grounds for combatting tax arbitrage with HFIs.2468 

Even if the Hybrid Financial Instruments Rule applies de facto only in cross-border situation; these are 

precisely the circumstances where these concerns are raised. A state that genuinely wants to tackle tax 

arbitrage with HFIs resulting from a qualification conflict cannot do differently, but for introducing rules 

that predominantly apply under such circumstances. In other words, whilst the Hybrid Financial Instruments 

Rule may look like a rule aiming to discriminate against payments made to non-residents, it does not do 

so.2469 It intends to combat certain phenomena that can – by their nature – only emerge in a cross-border 

context. For the sake of illustration, think about a payment made to a resident that is attributable to its treaty 

exempt PE in the other Contracting State.2470 The Hybrid Financial Instruments Rule applies if the D/NI 

outcome results from a qualification conflict.2471 Even if this was not possible under the treaty in question 

(because the credit method is applied) – the fact that it is conceivable already shows that the Hybrid 

Financial Instruments Rule targets at combatting D/NI results, and nothing else.2472 In analysing the 

compatibility of this rule with article 24(4) OECD Model (2017), this should, indeed, not be ignored.2473 

5.5.3.2. Compatibility of Specific Recommendation 2.1. with tax treaty based participation exemptions 

Some tax treaties foresee a participation exemption for dividends in case the shareholding exceeds a certain 

percentage.2474 If a payment qualifies for this, but is deductible in the payer state, there will be a conflict 

with Specific Recommendation 2.1. The tax treaty demands the exemption of the income. The Specific 

Recommendation 2.1. does the opposite.2475 If the latter domestic law provision – for whatever reason2476 – 

applies, there will be a treaty override. 

                                                
context no payments to resident recipients are disadvantaged, that is, even if a change in the recipient’s residence always leads 

to a change in tax treatment.” 
2467 See Rust BEPS Action 2, supra n. 2239, at p. 312; OECD Action 2, supra n. 13, at paras. 447-450.  
2468 See the above references to Dziurdź Non-Discrimination, supra n. 2426, as well as the discussion and references provided for 

in sec. 4.2.-4.3. 
2469 Compare again the work of Dziurdź Non-Discrimination, supra n. 2426, at especially at sec. 4.3.2.2.2. 
2470 See also id. 
2471 See sec. 5.3.1.1. and note especially the reference to OECD Action 2, supra n. 13, at Example 1.8, provided for in supra n. 

1666. 
2472 Compare also Dziurdź Non-Discrimination, supra n. 2426, at especially at sec. 4.3.2.2.2. 
2473 In effect also id. 
2474 E.g. Convention between Finland and Luxembourg for the Avoidance of Double Taxation with Respect to Taxes on Income 

and on Capital [unofficial translation] art. 23 para 1 lit c (1 Mar. 1982), Treaties IBFD. 
2475 See in more detail the discussion and references provided for in Mechtler, supra n. 145, at pp. 183-192. 
2476 Sometimes, a domestic rule can explicitly foresee a treaty override. Compare, e.g. Sec. 8b(1) sentence 3 KStG, which reads: 

„Sind die Bezüge im Sinne des Satzes 1 nach einem Abkommen zur Vermeidung der Doppelbesteuerung von der 

Bemessungsgrundlage für die Körperschaftsteuer auszunehmen, gilt Satz 2 ungeachtet des Wortlauts des Abkommens für diese 

Freistellung entsprechend.“ See on treaty overrides already the discussion and references provided for in supra n. 1467-1468. 
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Within an EU context, this conflict can be solved. Cutting a very long story short:2477 EU law, in the form 

of article 4(1)(a) of the Parent Subsidiary Directive (2011/96), will prevail. Outside of an intra-EU scenario 

this is more difficult. Here it will, ultimately, depend on how a country deals with treaty overrides.2478  

The OECD has recognised the problem.2479 It recommends states that enter into tax treaties providing for 

the exemption method with respect to dividends to include into their treaties a provision like article 23A(4) 

OECD Model (2014).2480 As a more complete solution, the OECD suggests introducing a provision that 

would explicitly allow the Contracting States to use the credit method in case the dividend is deductible at 

the level of the payer.2481  

6. Denial of the deduction for interest payments subject to no/low taxation at the level of the receiver – 

the “low tax approach” 

6.1. Introduction - An analysis based on Section 12(1)(10) of the Austrian Corporate Income Tax Act and 

its backup provisions 

This chapter will analyse combatting tax arbitrage with HFIs via rules that deny the deduction for interest 

payments that are subject to no/low taxation at the level of the receiver. They are linking rules as well. 

Therefore, it makes sense to discuss them right after the OECD approach. Their similarities will allow some 

shortcuts. Thus, when adequate, the reader will be referred to the above.  

As stated in sec. 1.3, this concept was chosen because it may be a viable alternative for states that want to 

rely on linking rules, but do not regard BEPS Action 2 to be feasible for their purposes. In the same way as 

BEPS Action 2, also rules that deny the deduction for interest payments that are subject to no/low taxation 

at the receiver level do not come alone. Rather, they are bedded into a system of other rules that are, in one 

way or the other, relevant in this context. Whilst under the OECD approach these rules were identifiable,2482 

this is more difficult for the purposes of this chapter. In fact, both rules denying the deductibility of interest 

payments subject to no/low taxation at the level of the recipient, as well as their backups can take a number 

of different forms.2483  

                                                
2477 See, including further references, Mechtler, supra n. 145, at pp. 186-192; for a comprehensive elaboration see, instead of 

many others, Kofler Doppelbesteuerungsabkommen, supra n. 2360.  
2478 Compare in this regard the brief discussion and references provided for in sec. 4.5.3., and especially supra n. 1467-1468. 
2479 OECD Action 2, supra n. 13, at para. 444. 
2480 Id. 
2481 Id. The OECD continues with further considerations regarding the abuse of the exemption method and provides for potential 

solutions. In id., at para. 445, it discusses issues relating to the credit method.; compare, e.g. also the discussion in Karaianov, 

supra n. 2426, at sec. 3.2. 
2482 See especially the discussion and references provided for in sec. 5.3.4. 
2483 Based on the summary in Dahlberg & Wiman, supra n. 1373, at sec. 3.8.; See in this regard, e.g. S. Claes, Belgium, in The 

taxation of foreign passive income for groups of companies International Fiscal Association (IFA), Cahiers de droit fiscal 

international vol. 98a (Sdu Fiscale & Financiele Uitgevers 2013); D. De La Torre Delgado, Peru, in The taxation of foreign 

passive income for groups of companies International Fiscal Association (IFA), Cahiers de droit fiscal international vol. 98a 
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Therefore, it appears worthwhile to use one country as a case study. This will be Austria, which is founded 

on the following considerations: First, and most obviously, Austria has a relevant rule in place. Section 

12(1)(10) KStG denies the deductibility for interest and royalty payments made to domestic or foreign 

associated enterprises, if they are no/low taxed at the level of the recipient. Secondly, the rule was 

implemented already in February 2014.2484 This is a month before the discussion draft to BEPS Action 2 

was published.2485 Whilst having been “inspired” by international developments (viz. the BEPS Action 

Plan, and the recommendations of the EU Code of Conduct Group),2486 the legislative framework into which 

the rule was introduced has not yet been shaped by the OECD/G20 BEPS project. At the same time, it was 

possible to anticipate action of peer-countries. The precise form in which this is to take place has not been 

clear.2487 This setting is attractive for this thesis. At least in principle, such circumstances could replicate 

the current situation of a country that does not intend to fully implement the OECD approach discussed 

above, but still considers to take legislative action against tax arbitrage with HFIs by means of a targeted 

rule. Typically, these will be middle income countries. Free of any hard law obligations to implement a 

certain set of provisions, it can tailor made linking rules to fit into the needs of their specific tax system. 

Against this background, it seems sensible to focus on the relevant parts of Austrian tax law that were 

present at the time of the implementation of section 12(1)(10) KStG as the “backup rules” in this chapter. 

These will be income attribution rules, a GAAR, a switch over clause, the Austrian fund taxation regime, 

                                                
(Sdu Fiscale & Financiele Uitgevers 2013); A. Báez & J. Zonoza, Spain, in The taxation of foreign passive income for groups of 

companies International Fiscal Association (IFA), Cahiers de droit fiscal international vol. 98a (Sdu Fiscale & Financiele 

Uitgevers 2013); see also the discussion and references provided for in supra n. 2487. In addition, see the design considerations 

provided for in sec. 9.3. 
2484 AT: Abgabenänderungsgesetz 2014 – AbgÄG 2014 [2014 Act amending taxation], Art. 2(6), National Legislation IBFD; it 

was amended at the end of 2014 by AT: 2. Abgabenänderungsgesetz 2014 – 2. AbgÄG 2014 [2nd 2014 Act amending taxation], 

Art. 3(3), National Legislation IBFD.  
2485 OECD Action 2 Discussion Draft Domestic Law, supra n. 1460, was published on 19 Mar. 2014.  
2486 See the comments on the government bill in: ErlRV 24 BlgNR 25. GP, 13; see also D.W. Blum & C. Marchgraber, Austria, 

in Assessing BEPS: Origins, Standards, and Responses International Fiscal Association (IFA), Cahiers de droit fiscal 

international vol. 102a, sec. 1.1. (Sdu Fiscale & Financiele Uitgevers 2017).  
2487 See for a brief discussion of the acts taken, or planned to be taken, by other countries at this time: L.A. Sheppard, Countries 

Implement BEPS on Their Own, 74 Tax Notes Int’l (2014); It is worth underlining that Denmark has already in 2007 had a 

similar rule in place. Based on the discussion in Bundgaard Hybrid Financial Instruments, supra n. 156 at pp. 231-232 it seems 

that this rule, essentially, reclassifies intra-group debt into equity, if it was treated as such at the level of the recipient. Further, it 

seems that, already in 2008, Denmark introduced a rule comparable to the Specific Recommendation 2.1. of BEPS Action 2. See 

id., at pp. 232-233, where also a brief discussion of other country measures is provided. This includes a reference to Spain, which 

also implemented a rule to combat low taxation that results from a qualification conflict in between related parties. In id., at p. 

233, readers are referred to: E. Girona Spain: New Anti-Hybrid and Anti-Abuse Tax Measures, 17 Derivs. & Fin. Instrums. 5 

(2015), Journals IBFD; in brief compare also Parada Double Non-Taxation, supra n. 120, at p. 301; See also the literature 

overview provided for in Kahlenberg & Kopec Hybrid Mismatch Arrangements, supra n. 102, at sec. 4.5.; in case of Denmark 

the latter refer to: N. Bjornholm & I. Thiersen, Denmark – New Danish Limitations on Interest Deductions, 47 Eur. Taxn. 12, p. 

592 (2007) Journals IBFD; and J. Bundgaard, Coordination Rules as a Weapon in the War against Cross-Border Tax Arbitrage – 

The Case of Hybrid Entities and Hybrid Financial Instruments, 67 Bull. Intl. Taxn. 4/5, ch. 4 (2013), Journals IBFD; Also 

Belgium has a similar provision. See BE: Income Tax Code (ITC), art. 54, National Legislation IBFD and, for an analysis, e.g. de 

Broe Prevention of Abuse, supra n. 96, at pp. 101-113; See also OECD Tax Policy and Compliance Issues, supra n. 2, at ch. 4, 

which includes the discussion of rules that address the multiple deduction of the same expense, as well as rules addressing the 

non-inclusion of income that is deductible at the payer level. See also Dahlberg & Wiman, supra n. 1373, sec. 3.8.; D. Gutman et 

al., The Impact of the ATAD on Domestic Systems: A Comparative Survey, 57 Eur. Taxn. 1, sec. 6.2-6.8. (2017), Journals IBFD.  
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corporate residency rules, as well as a number of other rules that limit the deductibility of interest 

payments.2488 Note, that these are merely examples of backup rules. Depending on the characteristics of the 

relevant tax system, they may well be different in other countries. It goes too far to work out what these 

rules ought to be in various situations. What is key, though, is that they need to ensure the integrity of the 

main rule – in this chapter a rule that denies the deductibility of interest payments subject to no/low taxation 

at the level of the recipient. As already argued above, such rule would be weakened if it could be easily 

circumvented.2489  

Moreover, it is important to isolate the Austrian case study from current Austrian developments. For 

completeness sake, it may be mentioned that as an EU Member State Austria will implement the ATAD 

(2016/1164), and thus the OECD approach discussed above.2490 This introduces, inter alia, a CFC regime, 

and changes the GAAR.2491 Until 1. January 2024 the latest, it will become clear whether section 12(1)(10) 

KStG will complement the implementation of article 4 ATAD (2016/1164), or if it will be replaced by 

this.2492 Yet, all of that is of no special interest in this chapter.2493 Neither is it necessary to extent the case 

study to inbound cases that rely on a qualification conflict. Section 10(4) KStG (amended 2018) is broadly 

in line with the Specific Recommendation 2.1. of the OECD approach.2494 There is no need to repeat the 

above discussion here.  

At one occasion, however, Austria will be in the focus. This will be in sec. 6.5. and happens because the 

discussion could be interesting for other EU Member States as well. In fact, as the ATAD (2016/1164) only 

imposes a minimum requirement, it seems conceivable that the Austrian legislator may want to rely on 

section 12(1)(10) KStG to fulfil its duty to implement article 9(2)(a) ATAD (2016/1164).  

                                                
2488 See Fürsinn & Rümmele, supra n. 1803, who elaborate in good detail on the relevant legal framework present shortly before 

the implementation of section 12(1)(10) KStG. 
2489 See in this context especially the discussion in sec. 1.3 and 1.5.  
2490 See in more detail: C. Staringer, Die Umsetzung der ATAD in Österreich durch das Jahressteuergesetz 2018, 28 SWI 12 

(2018). 
2491 Introduced by: AT: Jahressteuergesetz 2018 – JStG 2018 (Annual Tax Act 2018), Art. 2(1), Art. 9(1), National Legislation 

IBFD. 
2492 Compare also Blum & Marchgraber, supra n. 2486, at sec. 3.1.3. Note Art. 11(6) ATAD (2016/1164) stating: “By way of 

derogation from Article 4, Member States which have national targeted rules for preventing BEPS risks at 8 August 2016, which 

are equally effective to the interest limitation rule set out in this Directive, may apply these targeted rules until the end of the first 

full fiscal year following the date of publication of the agreement between the OECD members on the official website on a minimum 

standard with regard to BEPS Action 4, but at the latest until 1 January 2024”. Whether the Austrian rule is eligible for that is not 

yet sure. The European Commission has denied this. See European Commission, Commission Notice Measures considered equally 

effective to Article 4 of the Anti-Tax Avoidance Directive (2018/C 441/01), EU Law IBFD. Austrian literature, on the other hand, 

mostly favours this outcome. See the references provided for in M. Mayer, Die Zinsschranke – wie geht es weiter?, 29 SWI 3, FN 

22 (2019) [hereinafter Mayer Zinsschranke], including to: G. Kofler, Von BEPS (OECD) zur Anti-BEPS-RL (EU), in Anti-BEPS-

Richtlinie: Konzernsteuerrecht im Umbruch? pp. 15-16 (S. Kirchmayr et al. eds., Linde 2017); H. Zöchling & F. Brugger, 

Zinsschranke – aufgeschoben ist nicht aufgehoben, 91 SWK 23-24, sec. 3.1. (2016); see also Petutschnig, supra n. 648. It remains 

to be seen, whether the Austrian legislator implements Art. 4 ATAD (2016/1164), or is prepared to risk an infringement procedure. 

See Mayer Zinsschranke, supra n. 2492, at p. 123. 
2493 In order to prevent misunderstandings, relevant amendments should briefly be mentioned.  
2494 Mechtler, supra n. 145, at p. 350. 
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As in the above, the analysis should start by an outline of the rationale and scope of the approach. This will 

happen in sec. 6.2 and 6.3. respectively. At the core of the analysis stands section 12(1)(10) KStG. The 

backup rules will only be briefly shed light on, but not discussed on their own. As mentioned, current 

Austrian law looks different than it did by the time section 12(1)(10) KStG was introduced. Therefore, the 

author will not summarise the approach as the Austrian approach, but as the “low tax approach against tax 

arbitrage with HFIs”. This denotes the main rule, i.e. section 12(1)(10) KStG and the backups. As the case 

may be, in the below it will either be referred to the specific rules, or to the low tax approach as such. 

6.2. Rationale 

Section 12(1)(10) KStG should reduce tax advantages within an MNE that result from the targeted 

exploitation of the different tax treatment of expenses and corresponding income.2495 Thus, it aims to 

prevent the shifting of profits within an MNE via interest and royalty payments to recipients resident in low 

tax jurisdictions, or subject to a special tax regime.2496 On the other hand, it also aims to combat such 

behaviour in an Austrian domestic setting.2497 The broad applicability of the rule is meant to ensure 

compliance with article 24 OECD Model (2017), as well as with EU law.2498 

The switch-over clauses of section 10(4)-(6) KStG (amended 2017)2499 aim at preventing the abuse of the 

international participation exemption.2500 Contrary to CFC rules, these provisions do not target the shifting 

of profits into low tax jurisdictions, but only their tax-free repatriation.2501 Note that CFC rules have been 

subject to discussion in Austria.2502 In 2000, they were even included in the discussion draft of the Austrian 

                                                
2495 See the comments on the government bill in: ErlRV 24 BlgNR 25. GP, 13, stating: „Die Regelung soll Steuervorteile im 

Konzern eindämmen, die sich gezielt durch die Ausnutzung der unterschiedlichen steuerlichen Behandlung von Aufwendungen 

und damit korrespondierenden Einnahmen ergeben.“ 
2496 Compare id., See also E. Lachmayer, § 12 Abs 1 Z 10 KStG, in die Körperschaftsteuer 1988 30th ed., paras. 122/27-122/28 

(P. Quantschnigg et al. eds., Lexis Nexis 2015); T. Bieber & A. Lehner, § 12 KStG Nichtabzugsfähige Aufwendungen und 

Ausgaben, in Körperschaftssteuergesetz-Update paras. 131-134 (S. Bergmann & T. Bieber, Facultas 2015); C. Marchgraber & P. 

Plansky, § 12 Nichtabzugsfähige Aufwendungen und Ausgaben, in Körperschaftssteuergesetz 2016 para. 151 (M. Lang et al. eds., 

Linde 2016). 
2497 See the comments on the government bill in: ErlRV 24 BlgNR 25. GP, 13, stating:“Sie ist somit gleichermaßen auf 

innerstaatliche wie auf zwischenstaatliche Sachverhalte ausgerichtet und zielt […] auch auf die Vermeidung konzerninterner 

Gewinnverlagerungen mittels Zins- und Lizenzzahlungen in Niedrigsteuerländer oder in besondere Steuerregime ab.“ Whilst not 

being the standard case (compare, e.g. Lachmayer, supra n. 2496, at para. 122/28), it is indeed conceivable that the rule can apply 

when the recipient is an Austrian corporation. See in more detail sec. 6.5., as well as, e.g. Bieber & Lehner, supra n. 2496, at 

para. 186; Mechtler, supra n. 145, at p. 215. 
2498 See the comments on the government bill in: ErlRV 24 BlgNR 25. GP, 13, stating: „Aufgrund dieses weiten 

Anwendungsbereiches steht die Regelung im Einklang mit zwischenstaatlichen (Art. 24 der Doppelbesteuerungsabkommen, dem 

OECD-MA folgend) und unionsrechtlichen Regelungen (Unionsfreiheiten, Richtlinie des Rates vom 3. Juni 2003 über eine 

gemeinsame Steuerregelung für Zahlungen von Zinsen und Lizenzgebühren zwischen verbundenen Unternehmen verschiedener 

Mitgliedstaaten (2003/49/EG); zu letzterer EuGH vom 21.7.2011, Rs Scheuten Solar Technology GmbH, Rs C-397/09).“ On the 

compatibility of section 12(1)(10) KStG with EU law see sec. 6.5.2. 
2499 As amended through the Annual Tax Act 2018, the switch-over clause is now included into sec. 10a(7) KStG. It has a 

different scope than before. See supra n. 2535. 
2500 Fürsinn & Rümmele, supra n. 1803at sec. 3.1.; See in more detail, e.g. Fürsinn & Massoner, supra n. 285, at paras. 142, 188-

192. 
2501 E.g. Fürsinn & Rümmele, supra n. 1803, at sec. 3.1; Fürsinn & Massoner, supra n. 285, at para. 142. 
2502 See with further references: Blum & Marchgraber, supra n. 2486, at sec. 3.1.2. 
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External Tax Act.2503 Up to the year 2018,2504 however, they were not implemented. It is believed in 

literature that this is because other parts of the Austrian tax system mitigate the danger of profit shifting 

into a CFC.2505  

In this context, the Austrian income attribution rules play an important role.2506 They ensure that income is 

only allocated to foreign companies, if they have enough substance to realize these earnings.2507 In addition, 

the Austrian GAAR can be of relevance.2508 It is contained in section 22 BAO2509 and aims to combat the 

“unusual and unreasonable legal structuring of facts and circumstances which can only be explained by 

the purpose of tax avoidance”.2510 Corporate residency rules should lead to the unlimited tax liability of 

corporations that have their place of effective management in Austria.2511 Finally, the Austrian investment 

fund taxation regime2512 can, under certain circumstances, foresee tax consequences that are typical for CFC 

regimes.2513  

Aside the above mentioned section 12(1)(10) KStG, there are a variety of other provisions that should tackle 

tax planning strategies that exploit the deductibility of interest payments.2514 They either aim to deny 

excessive interest payments (such as the arm´s length principle, or the unofficial thin capitalisation rules), 

                                                
2503 Id. See further: R. Kilches, Entwurf für ein österreichisches Außensteuergesetz, FJ 10 (2001). 
2504 Now found in section 10a KStG (amended 2018). See in more detail: C. Schlager, Die Hinzurechnungsbesteuerung im 

Jahressteuergesetz 2018 im Überblick, 28 SWI 8 (2018).  
2505 Compare, e.g. Blum & Marchgraber, supra n. 2486, at sec. 3.1.2. 
2506 Id.; Fürsinn & Rümmele, supra n. 1803at sec. 2.1.  
2507 E.g. id.; Blum & Marchgraber, supra n. 2486, at sec. 3.1.2. 
2508 E.g. id.; G. Kofler, Austria, in Conflicts in the Attribution of Income to a Person, International Fiscal Association (IFA), 

Cahiers de droit fiscal international vol. 92B sec. 2.4. (Sdu Fiscale & Financiele Uitgevers 2007), Online Books IBFD 

[hereinafter Kofler National Report]; V. Wöhrer, Austria, in GAARs – A Key Element of Tax Systems in the Post-BEPS World 

(M. Lang et al. eds., IBFD 2016). 
2509 AT: Bundesgesetz über allgemeine Bestimmungen und das Verfahren für die von den Abgabenbehörden des Bundes, der 

Länder und Gemeinden verwalteten Abgaben (Bundesabgabenordnung – BAO), wie geändert durch das Bundesgesetz BGBl. I 

Nr. 32/2018 von 17.5.2018 [Federal Fiscal Code (FFC)], Sec. 22, National Legislation IBFD; As mentioned above, leg cit has 

been amended in order to comply with the ATAD (2016/1164). For analytical reasons, the old version should be used here. The 

new version is sec. 22 BAO (amended 14. Aug 2018). 
2510 Blum & Marchgraber, supra n. 2486, at sec. 3.1.2; See for a more detailed discussion of the Austrian GAAR, e.g. Wöhrer, 

supra n. 2601; M. Lang & C. Massoner, Die Grenzen steuerlicher Gestaltung in der österreichischen Rechtsprechung, in Die 

Grenzen der Gestaltungsmöglichkeiten im internationalen Steuerrecht (M. Lang, J. Schuch & C. Staringer eds., Linde 2009); P. 

Unger, § 22 BAO, in BAO Handbuch (F. Althuber, M. Tanzer & P. Unger eds., Lexis Nexis 2015); C. Ritz, § 22, in BAO 6th ed. 

(C. Ritz ed., Linde 2017); T. Leitner, Steuerumgehung und Missbrauch im Steuerrecht (Lexis Nexis 2013). The reader may note 

that the interaction of section 22 BAO and the ordinary income attribution rules is subject to a considerable discussion in Austria. 

See for a very short reflection sec. 6.3. 
2511 So section 1(2) KStG; D. Hohenwarter-Mayr, § 1 Unbeschränkte und beschränkte Steuerpflicht, in Körperschaftssteuergesetz 

2016 paras. 47-53 (M. Lang et al. eds., Linde 2016). 
2512 AT: Bundesgesetz über Investmentfonds (Investmentfondsgesetz 2011 – InvFG 2011), zuletzt geändert durch das 

Bundesgesetz BGBl. I Nr. 67/2018 von 20.8.2018 [Investment Fund Act (IFA)], Sec. 188, National Legislation IBFD. 
2513 See in more detail: D.W. Blum & E. Pinetz, Besteuerung ausländischer Investmentfonds im AIFMG: Herstellung der 

Unionsrechtskonformität?, 32 RdW 8, p. 491 (2014); E. Pinetz, Niedrigbesteuerung im Investmentfondssteuerrecht, in 

Niedrigbesteuerung im Unternehmenssteuerrecht (C. Staringer et al. eds., Linde 2016). 
2514 See for an overview: M. Jann, J. Schuch & G. Toifl, Austria – Corporate Taxation secs. 1.4.5., 10.3, 10.5, Country Analysis 

IBFD (accessed 21 Aug.2018). 
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or inadequate interest payments (such as provisions denying the deductibility of interest payments incurred 

to generate tax free income).2515 

6.3. Scope 

Section 12(1)(10) KStG denies the deductibility for interest and royalty payments2516 paid to a resident or 

non-resident corporate entity which is directly or indirectly part of the same group or directly or indirectly 

controlled by the same shareholder,2517,2518 if the income of the recipient is either:2519  

− tax exempt,2520  

− subject to a nominal tax rate of less than 10%2521  

− subject to an effective tax rate of less than 10%, as a result of a tax reduction applicable, inter alia, 

to interest and royalty payments2522  

− subject to an effective tax rate of less than 10%, as a result of being granted refunds or credits. 

Thereby refunds and credits granted to the shareholder must be taken into account as well.2523  

                                                
2515 See sec. 6.3 for a brief discussion. Special rules exist for loans taken out to acquire shareholdings. 
2516 In the following the wording of Section 12(1)(10) KStG will be presented: „§ 12. (1) Bei den einzelnen Einkünften dürfen 

nicht abgezogen werden: […] Aufwendungen für Zinsen oder Lizenzgebühren im Sinne des § 99a Abs. 1 zweiter und dritter Satz 

des Einkommensteuergesetzes 1988 unter folgenden Voraussetzungen: 
2517 Section 12(1)(10)(a) KStG: „Empfänger der Zinsen oder Lizenzgebühren ist eine Körperschaft im Sinne des § 1 Abs. 2 Z 1 

oder eine vergleichbare ausländische Körperschaft“; Section 12(1)(10)(b) KStG: „Die empfangende Körperschaft ist 

unmittelbar oder mittelbar konzernzugehörig oder steht unmittelbar oder mittelbar unter dem beherrschenden Einfluss desselben 

Gesellschafters“ 
2518 As concisely summarised by Jann, Schuch & Toifl, supra n. 2514, at sec. 1.4.5. 
2519 Section 12(1)(10)(c) KStG: „Die Zinsen oder Lizenzgebühren unterliegen bei der empfangenden Körperschaft:“ 
2520 Section 12(1)(10)(c)(1) KStG: „aufgrund einer persönlichen oder sachlichen Befreiung keiner Besteuerung oder“ 
2521 Section 12(1)(10)(c)(2) KStG: „einem Steuersatz von weniger als 10% oder“ 
2522 Section 12(1)(10)(c)(3) KStG: „aufgrund einer auch dafür vorgesehenen Steuerermäßigung einer tatsächlichen 

Steuerbelastung von weniger als 10% oder“ 
2523 Section 12(1)(10)(c)(4) KStG: „aufgrund einer Steuerrückerstattung einer Steuerbelastung von weniger als 10%, wobei auch 

eine Steuerrückerstattung an die Anteilsinhaber zu berücksichtigen ist.“ 
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Tax reductions2524 as well as tax refunds and credits2525 must be taken into account even if granted in the 

future.2526 The current limitation is nine years.2527 The rule applies to the beneficial owner of the 

income.2528,2529 

The switch-over clause of section 10(4) KStG (amended 2017) covered foreign qualified shareholdings.2530 

It applied in case the foreign subsidiary mainly earned passive income and was subject to low taxation.2531 

The switch-over clause of section 10(5) KStG (amended 2017) covered foreign portfolio shareholdings.2532 

It applied in when the foreign subsidiary was subject to low taxation.2533 In both cases, section 10(6) KStG 

(amended 2017) foresaw a switch from the exemption to the indirect credit method.2534 The Annual Tax 

Act 2018 amended the scope of the rule.2535  

The Austrian income attribution rules allocate domestic and foreign source income to the person who has 

the power of disposal over the source of income, renders the services on the market, makes the 

                                                
2524 As under section 12(1)(10)(c)(3) KStG. 
2525 As under section 12(1)(10)(c)(4) KStG. 
2526 The abstract possibility of them being granted in the future is enough for the deduction to be denied in the year of the 

payment. See section 12(1)(10)(c) KStG: „Kann eine Steuerermäßigung oder -rückerstattung im Sinne des dritten und vierten 

Teilstriches erst in einem späteren Wirtschaftsjahr in Anspruch genommen werden, ist diese bereits bei der Ermittlung der 

Steuerbelastung zu berücksichtigen. […]“ See also comments on the government bill in: ErlRV 360 BlgNR 25. GP, 14; C. 

Schlager, 2. AbgÄG 2014: Überblick über die Änderungen der Unternehmensbesteuerung, RWZ 12, p. 358 (2014) [hereinafter 

Schlager 2. AbgÄG].  
2527 Section 12(1)(10)(c) KStG: „[…] Erfolgt jedoch innerhalb von neun Wirtschaftsjahren nach dem Anfallen der Aufwendungen 

für Zinsen oder Lizenzgebühren tatsächlich keine solche Steuerermäßigung oder -rückerstattung, stellt dies ein rückwirkendes 

Ereignis im Sinne des § 295a der Bundesabgabenordnung dar.“ 
2528 Section 12(1)(10)(c) KStG: „Ist der Empfänger nicht Nutzungsberechtigter, ist auf den Nutzungsberechtigten abzustellen.“; 

The understanding of the beneficial owner is based on Art. 1(4) Interest and Royalty Directive (2003/49). Note the existence of 

substantial literature dealing with the question of beneficial ownership in the context of section 12(1)(10) KStG. An incomplete 

overview is provided in supra n. 2667. 
2529 As a minor exception: Section 12(1)(10) KStG does not apply “wenn die empfangende Körperschaft die unionsrechtlichen 

Vorschriften für Risikokapitalbeihilfen erfüllt.“ See in more detail: T. Polivanova-Rosenauer, AbgÄG 2014: Abzugsverbot für 

Zinsen und Lizenzgebühren, taxlex 3, p. 107 (2014).  
2530 Which are such that fall under section 10(2) KStG. That requires a minimum shareholding of 10% for at least one year. See in 

more detail e.g. Fürsinn & Massoner, supra n. 285, at paras. 57-78. The taxpayer can chose whether it wants to treat these 

“internationale Schachtelbeteiligungen” tax neutral, or tax effective. In the former case capital gains, or losses realized upon the 

sale of the participation, as well as its impairment, are tax neutral. In the latter case, this is tax effective. The choice has to be 

made in the year of the acquisition and is irrevocable. Taxpayers who expect the value of the participation to appreciate will, 

rationally, not opt for a tax effective treatment. Compare id., at paras. 107-136; concisely: Fürsinn & Rümmele, supra n. 1803at 

sec. 1.2.; domestic shareholdings or portfolio shareholdings do not enjoy such option. There are always tax effective. See Section 

10(1)(5)-(6) KStG and e.g. Fürsinn & Rümmele, supra n. 1803at sec. 1.2. and Fürsinn & Massoner, supra n. 285, at paras. 87-89. 
2531 Which are irrevocable assumptions of abuse. See, e.g. Fürsinn & Massoner, supra n. 285, at paras. 141-170; Fürsinn & 

Rümmele, supra n. 1803at sec. 3.1.1.  
2532 Which are those not falling under sec. 10(2) KStG.  
2533 See in more detail, e.g. Fürsinn & Massoner, supra n. 285, at paras. 187-205. 
2534 See in more detail, e.g. id. at paras. 174-185, 206-210; The underlying foreign taxes can, thus, be credited against the 

Austrian CIT liability. 
2535 It is now included in section 10a(7) KStG and applies to qualified shareholdings, as well as to portfolio shareholdings of at 

least 5%, provided the foreign company mainly earns passive income and is subject to low taxation The CFC rules have priority 

to the switch-over rules. See on the differences: N. Schrottmeyer, Beurteilungskriterien für den Methodenwechsel nach alter und 

neuer Rechtslage, 28 SWI 9 (2018). 
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entrepreneurial decisions, etc.2536 Thus, if the foreign company is a mere base or letter-box company it will 

not be attributed income.2537  

Whilst respecting the freedom of taxpayers to arrange their affairs in a tax efficient way,2538 the GAAR of 

section 22 BAO provides that the abuse of legal forms and arrangements cannot reduce or circumvent tax 

liability.2539 Given such an abuse exists, the taxes have to be levied in accordance with a legal structure that 

is appropriate to the economic transactions, facts and circumstances.2540  

The interaction of income attribution rules and section 22 BAO has been subject to a considerable 

dispute.2541 The discussion has its roots in the two schools of interpreting the latter provision.2542 Under the 

so-called “Außentheorie”, section 22 BAO is a separate legal provision establishing or increasing a tax 

liability.2543 Here the GAAR supplements the attribution principles and allows for a reattribution of 

                                                
2536 E.g. Fürsinn & Rümmele, supra n. 1803at sec. 2.1.; Blum & Marchgraber, supra n. 2486, at sec. 3.1.2 under reference to 

H.G. Ruppe, Möglichkeiten und Grenzen der Übertragung von Einkunftsquellen als Problem der Zurechnung, in Übertragung 

von Einkunftsquellen 2nd ed., p. 18 (K. Tipke ed., Dr. Otto Schmidt 1978/79). The latter contribution has not been available to 

this author. 
2537 Id.  
2538 E.g. Kofler National Report, supra n. 2508, at sec. 1.1., under reference to AT: VwGH [Supreme Administrative Court], 22 

Sep. 2005, 2001/14/0188.  
2539 See Kofler National Report, supra n. 2508, at sec. 1.1., who refers to the “abuse of legal forms and arrangements under civil 

law”, and Wöhrer, supra n. 2601, at sec. 4.1. who refers to “the liability to tax cannot be reduced or circumvented by abuse of 

legal forms and arrangements of private law”. The latter quotes the translation of P. Steiner, Anti-Abuse Provisions in the 

Austrian Tax System (which is not available to this author). There has been some dispute with respect to what is covered by 

section 22 BAO. Through the Annual Tax Act 2018, the Austrian legislator “clarifies” that the meaning has always been private 

law. See the comments on the government bill ErlRV 190 BlgNR 26. GP, 41 and S. Bendlinger, Rechtsmissbrauch im 

internationalen Umfeld § 22 BAO idF JStG 2018 und der PPT im DBA-Recht, VWT 3, sec. 2 (2018); The wording of section 

22(1) BAO as amended through the Annual Tax Act 2018 is: „Durch Missbrauch von Gestaltungsmöglichkeiten des privaten 

Rechts kann die Abgabepflicht nicht umgangen oder gemindert werden.“ 
2540 E.g. Kofler National Report, supra n. 2508, at sec. 1.1. After the Annual Tax Act 2018, this is demanded by section 22(3) 

BAO, which was placed in section 22(2) BAO before. It reads: „Liegt Missbrauch vor, so sind die Abgaben so zu erheben, wie 

sie bei einer den wirtschaftlichen Vorgängen, Tatsachen und Verhältnissen angemessenen rechtlichen Gestaltung zu erheben 

wären.“ Through the Annual Tax Act 2018, minor changes to the wording have been made. The new section 22(2) BAO, as 

amended by the Annual Tax Act 2018, contains, for the first time, a definition of abuse. This is: “Missbrauch liegt vor, wenn eine 

rechtliche Gestaltung, die einen oder mehrere Schritte umfassen kann, oder eine Abfolge rechtlicher Gestaltungen im Hinblick 

auf die wirtschaftliche Zielsetzung unangemessen ist. Unangemessen sind solche Gestaltungen, die unter Außerachtlassung der 

damit verbundenen Steuerersparnis nicht mehr sinnvoll erscheinen, weil der wesentliche Zweck oder einer der wesentlichen 

Zwecke darin besteht, einen steuerlichen Vorteil zu erlangen, der dem Ziel oder Zweck des geltenden Steuerrechts zuwiderläuft. 

Bei Vorliegen von triftigen wirtschaftlichen Gründen, die die wirtschaftliche Realität widerspiegeln, liegt kein Missbrauch vor“; 

see for an English description of the Austrian GAAR: Jann, Schuch & Toifl, supra n. 2514, at sec. 10.1. 
2541 See, e.g. Kofler National Report, supra n. 2508, at sec. 1.1; M. Ursprung-Steindl, Einkünftezurechnung und Missbrauch von 

Gestaltungsmöglichkeiten, in Einkünftezurechnung im internationalen Steuerrecht ch. 2 (M. Lang, J. Schuch & C. Staringer eds., 

Linde 2012); as well as in considerable detail: H. Peyerl, Die Verlagerung von Einkünften: Einkünftezurechnung im nationalen 

und internationalen Steuerrecht sec. 5.2.5 (Linde 2015) [hereinafter Peyerl Verlagerung von Einkünften]. 
2542 Compare id., as well as – including further references: Wöhrer, supra n. 2601, at sec. 4.2. 
2543 As it will be mentioned also below, this is, generally speaking, the view of the Austrian tax authorities and courts. See, e.g. 

the examples provided by Kofler National Report, supra n. 2508, at sec. 1.1, namely: B.M.F., EAS 1410, BMF 4.2.1999, 04 

3402/1-IV/4/99, Tax Authorities' Documentation IBFD; AT: VwGH [Supreme Administrative Court] 27 Sep. 1995, 93/13/0095; 

See for an overview of the discussion, including further references, e.g. Wöhrer, supra n. 2601, at sec. 4.2.; Peyerl Verlagerung 

von Einkünften, supra n. 2541, at sec. 5.2.5.2.; Leitner, supra n. 2510, at pp. 124-129; C. Ritz, § 22, in BAO 6th ed., paras. 6-10 

(C. Ritz ed., Linde 2017) [hereinafter Ritz § 22]. 
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income.2544 Under the competing “Innentheorie” it is merely an expression of an economic approach to 

taxation.2545 Here the GAAR adds nothing to the principles of income attribution.2546 They are already based 

on an economic concept that applies independently of formal structuring.2547 The Austrian tax 

administration and courts tend to follow the former view.2548 Scholarship tends to follow the latter.2549  

A foreign corporation that has it place of effective management in Austria becomes subject to unlimited tax 

liability.2550 Section 27(2) BAO defines this as the centre from which the activities of the company are 

effectively directed.2551  

The Austrian fund taxation regime, generally speaking, foresees transparent taxation.2552 It also applies on 

“foreign investment funds” as defined in section 188 InvFG.2553 The tax consequence on the investor level 

is a taxation of distributions and deemed distributions.2554 The latter consists of any accrued but not 

distributed income.2555 

Interest payments between affiliated parties must be at arm´s length. This is also true with respect to 

transactions between head offices and PEs.2556 Otherwise, profits will be adjusted.2557 Austrian tax law does 

                                                
2544 Describing this consequence: Kofler National Report, supra n. 2508, at sec. 1.1.; See for a more detailed, and critical, 

elaboration on arguments brought forward in support of this view: Peyerl Verlagerung von Einkünften, supra n. 2541, at sec. 

5.2.5.1.1. Compare for an opposing interpretation: Leitner, supra n. 2510, at pp. 209-210.  
2545 See with further references, e.g. Peyerl Verlagerung von Einkünften, supra n. 2541, at sec. 5.2.5.2; Wöhrer, supra n. 2601, at 

sec. 4.2.; Leitner, supra n. 2510, at pp. 124-129; Ritz § 22, supra n. 2543, at paras. 6-10; or Kofler National Report, supra n. 

2508, at sec. 1.1, quoting as fundamentally: W. Gassner, Interpretation und Anwendung der Steuergesetze (Orac, 1972) (the book 

has not been available to this author); See also M. Lang, Der Normgehalt des § 22 BAO, 54 ÖStZ 4 (2001); The new version does 

not appear to have solved the conflict: Compare, e.g. the discussion in M. Lang, Die Neuregelung des Missbrauchs in § 22 BAO, 

71 ÖStZ 13-14 (2018).  
2546 Kofler National Report, supra n. 2508, at sec. 1.1. 
2547 E.g. id. 
2548 See id., as well as the references already provided for in supra n. 2543. 
2549 See Kofler National Report, supra n. 2508, at sec. 1.1., as well as the references already provided for in supra n. 2545. 
2550 See already supra n. 2511. 
2551 Jann, Schuch & Toifl, supra n. 2514, sec. 1.1.5; in more detail, including further references, see Hohenwarter-Mayr, supra n. 

2511, at paras. 47-53; C. Ritz, § 27, in BAO 6th ed., paras. 2-8 (C. Ritz ed., Linde 2017). 
2552 See sec. 186 InvFG; In more detail see, e.g. J. Mühlehner, § 186 Steuern vom Einkommen, vom Ertrag und vom Vermögen, in 

Kommentar zum Investmentfondgesetz 2nd ed. (H. Macher et al. eds., Bank Verlag 2013); J. Edelbacher, Besteuerung von 

Investmentfonds pp. 32-33 (Linde 2018). 
2553 Which, principally speaking, includes undertakings for collective investment in transferable securities (UCITS), alternative 

investment funds (AIFs) as well as other foreign organisms, irrespective of their legal form, whose assets are invested according 

to the principles of fund risk diversification and which are subject to no/low taxation. See in more detail M. Petritz-Klar, Der 

Begriff des ausländischen Kapitalanlagefonds nach dem AIFMG, 31 RdW 8 (2013); D.W. Blum & E. Pinetz, Aktuelle 

Änderungen in der Investmentfondsbesteuerung, 32 RdW 9, pp. 558-559 (2014); For the definition of an UCIT see Council 

Directive 2009/65/EC of 13 July 2009 of the European Parliament and of the Council on the coordination of laws, regulations 

and administrative provisions relating to undertakings for collective investment in transferable securities (UCITS), OJ L 302 

(2009), Arts. 1-3 EU Law IBFD; For the definition of an AIF see: Directive 2011/61/EU of the European Parliament and of the 

Council of 8 June 2011 on Alternative Investment Fund Managers and amending Directives 2003/41/EC and 2009/65/EC and 

Regulations (EC) No 1060/2009 and (EU) No 1095/2010, OJ L174 (2011), Art. 4, EU Law IBFD.  
2554 Compare, e.g. the references provided for in supra n. 2552. For a concise English summary see M. Petritz-Klar, Amendments 

to the Austrian fund taxation regime, available at http://roadmap2014.schoenherr.eu/amendments-austrian-fund-taxation-regime/ 

(accessed 23 Aug 2018).  
2555 Id. 
2556 E.g. Jann, Schuch & Toifl, supra n. 2514, at sec.10.2.1. 
2557 Id. 
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not contain specific thin capitalisation rules. Yet, the Austrian Supreme Administrative Court (VwGH) has 

established guidelines that are used to determine whether the equity for commercial purposes is adequate 

for tax purposes.2558 In case the equity is too low, a portion of the indebtedness to shareholders may be 

regarded as hidden equity.2559 Payments on such capital are seen as hidden profit distributions, which are 

not deductible.2560 The Austrian tax administration typically challenges the adequacy of a company´s 

capitalisation if the debt/equity ratio is around 4:1 – 3:1.2561  

Furthermore, interest incurred to generate tax-free income is not deductible.2562 However, interest on loans 

taken to acquire shareholdings in resident or non-resident companies is deductible, even where the income 

falls under the participation exemption.2563 This does, inter alia, not apply for participations directly or 

indirectly acquired from a group company, or a shareholder with a controlling influence in the acquiring 

company.2564 

6.4. Analysis of the low tax approach against tax arbitrage with hybrid financial instruments 

6.4.1. Introductory remarks and outline 

This section will analyse the “low tax approach against tax arbitrage with HFIs” from the perspective of 

inter taxpayer equity (sec. 6.4.2.), inter nation equity (sec. 6.4.3.), efficiency (6.4.4.) and administrability 

(6.4.5.).  

As a starting point, consider the following. Due to the reliance on a case study, the investigation does not 

have to cope with any leeway in the implementation of the backup rules. They are as they stood when 

Austria introduced section 12(1)(10) KStG. Yet, as mentioned above, countries that are interested in 

implementing a rule similar to sec. 12(1)(10) KStG, will have to find their own set of backup rules. It will 

hardly be possible to directly transcribe the Austrian regulations into another tax system. At some occasions, 

the author will explicitly propose some alternatives.2565  

                                                
2558 Id., at sec.10.3., referring to: AT: VwGH [Supreme Administrative Court] 23 Oct. 1984, 83/14/0257; see also, e.g. A. 

Dolezel, Verrechnungspreise in Österreich, in Verrechnungspreise 4th ed., paras. 12-16 (A. Vögele, T. Borstell & G. Engler eds., 

Beck 2015); as well as comprehensively: G. Ressler, Die Unterkapitalisierung im Körperschaftssteuerrecht (Lexis Nexis 2008). 
2559 Compare, e.g. id. 
2560 Compare, e.g. id. See also S. Kirchmayr, Verdeckte Ausschüttungen aus Kapitalgesellschaften im Ertragsteuerrecht, in 

Handbuch Verdeckte Gewinnausschüttung 2nd ed., (Leitner ed., Linde 2014).  
2561 Dolezel, supra n. 2558, at para. 14. 
2562 Section 12(2) KStG; see concisely, e.g. Jann, Schuch & Toifl, supra n. 2514, at sec. 1.4.5. 
2563 Section 11(4)(1) KStG; see concisely, e.g. Jann, Schuch & Toifl, supra n. 2514, at sec. 1.4.5. 
2564 Section 12(1)(9) KStG; see Jann, Schuch & Toifl, supra n. 2514, at sec. 1.4.5. and in more detail, including an overview of 

the considerable legislative history of this provision: P. Plansky & C. Marchgraber, § 11 Abzugsfähige Aufwendungen und 

Ausgaben, in Körperschaftssteuergesetz 2016 paras. 41-58a (M. Lang et al. eds., Linde 2016); see also Marchgraber & Plansky, 

supra n. 2496, at paras. 137-150. 
2565 See in this context also sec. 9.3. 
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Section 12(1)(10) KStG covers tax arbitrage transactions with HFIs that rely on a qualification conflict, but 

only when the recipient is taxed below 10% on the income. It does, on the other hand, not apply if the 

qualification conflict results in a taxation at the level of the recipient that is above 10%. At the same time, 

it covers no/low taxation that is caused by reasons other than a qualification conflict. Thus, below a 10% 

taxation at the level of the receiver, the scope of section 12(1)(10) KStG is wider than the Hybrid Financial 

Instruments Rule.2566 Hence, many substitute transactions are caught by sec. 12(1)(10) KStG. Beyond a 

10% taxation of the recipient, the backup rules apply. The unofficial thin cap regulations could, as the case 

may be, deny the deduction. The income attribution rules and/or the GAAR could lead to a reattribution of 

the income to a higher taxed receiver. The switch-over rules could make the repatriation of no/low taxed 

income more difficult.2567 Likewise, corporate residency rules, as well as the Austrian fund taxation regime 

could, under certain circumstances, cause the income to be taxed at the higher Austrian CIT rate of 25%.2568 

Besides, the personal scope of section 12(1)(10) KStG and the Hybrid Financial Instruments Rule is not 

identical. The latter applies more broadly.2569 Also the payments covered by section 12(1)(10) KStG are 

different ones than what is encompassed by the Hybrid Financial Instruments Rule – not only because the 

former also applies to royalties.2570 Yet, this level of detail does not seem too relevant for this study. 

Interested readers are referred to the work of Mechtler (2017).2571  

6.4.2. Inter taxpayer equity 

6.4.2.1. Addressing the inter taxpayer equity concerns 

Recall from the above that the inter taxpayer equity concerns raised in the context of tax arbitrage with 

HFIs, can be divided into three elements: First, tax arbitrage with HFIs can give rise to an increased 

perception of the tax system being unfair. Second, tax arbitrage with HFIs can result in a horizontally 

inequitable taxation of a local subsidiary of an MNE and a domestic standalone entity. Third, tax arbitrage 

with HFIs costs tax revenue, which may have to be borne by someone else.2572  

In the context of the first equity concern, the proxy person NM was used.2573 It was assumed that his 

perception of the tax system to be unfair results from the fact that some MNEs operating in his residence 

                                                
2566 See on the latter sec. 5.3.1.1. 
2567 If the underlying tax has been below of 15%, and the business of a passive nature, the indirect credit method applies. See 

already the discussion and references provided for in sec. 6.3. Thereby the underlying taxes of lower tier subsidiaries are taken 

into consideration as well. See B.M.F., EAS 1660, BMF 9.6.2000, E 346/1-IV/4/00 Tax Authorities' Documentation IBFD; and 

Fürsinn & Massoner, supra n. 285, at para. 167. 
2568 See already the discussion and references provided for in sec. 6.3. 
2569 See in more detail: Mechtler, supra n. 145, at p. 347. 
2570 See in more detail: id., at pp. 342-343.  
2571 See comprehensively: id, at pp. 342-348. Briefly on the differences to BEPS Action 4 and BEPS Action 5 see id., at pp. 349-

350. 
2572 See the discussion and references provided for in sec. 4.2.1. 
2573 See the discussion and references provided for in id. 
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state reached a substantially lower effective tax rate than a domestic standalone company. Thus, his 

perception is likely to improve if such results are mitigated. At the same time, it was worked out that the 

magnitude of the problem of tax arbitrage with HFIs is not the same in every jurisdiction. Sometimes, it 

may be rather small. Under such circumstances, the first inter taxpayer equity concern is rather small as 

well.2574  

Seen against this background, the low tax approach includes some promising features. First, it addresses 

precisely the result that gives rise to these concerns, i.e. the no/low taxation of the receiver. Hence, MNEs 

cannot drastically decrease their effective tax rate through outgoing interest payments, as the taxation in the 

hands of the recipient has to lie above 10%. Beyond that, earnings can be stripped out of the country. 

Provided the non-application of other detrimental rules2575 this succeeds up to moment until the equity 

capitalisation of the Austrian company is not considered adequate anymore.2576 The protection against 

imported mismatches is not comparably strong as in BEPS Action 2.2577 This can create substantial tax 

savings. Countries could alleviate that by implementing less liberal general interest limitation rules.2578 

Alternatively, they may impose a WHT on outgoing interest payments – something Austria has not been 

doing with respect to interest payments made to foreign corporations.2579  

Due to section 12(1)(10) KStG covering more than no/low taxation resulting from tax arbitrage with HFIs 

relying on a qualification conflict, it is likely to have a stronger effect on the fairness perception than the 

Hybrid Financial Instruments Rule alone. Neither it, nor the other rules of the OECD approach specifically 

address no/low taxed interest payments not resulting from a qualification conflict. Rather, they are subject 

to the general interest limitation rules.2580 It is, nevertheless, hard to say what outcome is harsher. Under a 

strict implementation of BEPS Action 4,2581 a substantial amount of interest deductions becomes denied. 

                                                
2574 See the discussion and references provided for in id. Note that Austria, as mentioned in id., was regarded as being exposed to 

fewer BEPS concerns due to its domestic anti-abuse rules. 
2575 Which, very generally speaking, presupposes the existence of adequate substance at the level of the recipient. Otherwise, 

certain back-up rules can come into play. See already above and especially the discussion and references provided for in sec. 6.3. 
2576 Compare the discussion and references provided for in sec. 6.3. 
2577 This will be discussed in the context of the second inter nation equity concern in sec. 6.4.3.1. To give a short preview: Due to 

applying to the beneficial owner of the income, the mere interposition of a company should not render section 12(1)(10) KStG 

inapplicable. Yet, once the recipient is the beneficial owner, it should not matter whether it pays itself deductible payments to a 

no/low taxed recipient. Compare for that K. Dziurdź & C. Marchgraber, Überlegungen zum konzerninternen Abzugsverbot für 

„niedrig besteuerte“ Zinsen und Lizenzgebühren, 67 ÖStZ 15-16, p. 385 (2014); Marchgraber & Plansky, supra n. 2496, at para. 

205. See further the references provided for in supra n. 2667; this statement assumes that the Imported Mismatch Rule of BEPS 

Action 2 can practically be relied on. As discussed with further references in sec. 5.4.5., this does not seem sure.  
2578 Regarding the Austrian thin capitalisation rules to be rather liberal see, e.g. Jann, Schuch & Toifl, supra n. 2514, at sec. 10.3. 

Note, however, that, as mentioned above, Austria will sooner or later implement Art. 4 ATAD (2016/1164). See already the 

discussion and references provided for in sec. 6.1. 
2579 Section 98(1)(5)(e)(1) EStG, in connection with sec. 21(1) KStG. If the foreign company has a PE in Austria, to which the 

interest is attributable, the result is different. See also Jann, Schuch & Toifl, supra n. 2514, at sec. 7.3.4.2. 
2580 See sec. 5.3.4. and as well as sec. 5.3.1.1., 5.3.2.2. 
2581 See sec. 5.3.4. and as well as sec. 5.3.2.2. 
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Even if they are all paid into a no tax jurisdiction and no other detrimental rules apply;2582 their role in 

decreasing the effective tax rate of the MNE may be rather limited. Section 12(1)(10) KStG, on the contrary, 

does not restrict the overall amount of interest deductions. It only requires a taxation above 10%.2583 The 

applicable tax rates will play a role in this comparison. In any case, the fact that section 12(1)(10) KStG 

also covers royalties, which neither BEPS Action 4, nor any other Action of the OECD/G20 BEPS Action 

Plan does, further supports the impression of the low tax approach being in the better position to address 

the first inter taxpayer equity concern than what is proposed by the OECD.2584  

The second inter taxpayer equity concern was identified as the horizontally inequitable taxation of an entity 

part of an MNE and a domestic standalone entity.2585 The problem was divided into two layers: the base 

erosion perspective and the tax arbitrage perspective.2586 In the context of the former, concerns emerge to 

the extent the MNE entity makes deductible costless foreign related party payments to other MNE 

entities.2587 On the contrary, real payments, i.e. such that represent a real cost, were deemed acceptable.2588 

The tax arbitrage component plays a role in both settings. First, it intensifies the scale of the concerns caused 

by costless foreign related party payments. Second, it also poses its own problems in the context of real 

payments.2589 This is so, because it gives the MNE entity an extra deduction for the same economic 

expense.2590 

The low tax approach does not differ between costless foreign related party payments and real payments. 

Hence, a denial of the deduction may, or may not, occur with respect to both types.  

What concerns the tax arbitrage perspective, section 12(1)(10) KStG itself appears to be rather strong. 

Again this comes as the provision directly addresses the underlying issue, i.e. the decreasing of the effective 

tax rate of the MNE as a result of payments being deductible against income subject to a higher tax than 

what the recipient is subject to. As mentioned above, due to the Austrian CIT rate being 25%, there is still 

potential for tax savings. Under certain circumstances, imported mismatch payments will remain possible 

                                                
2582 Such as, e.g. CFC rules, WHT or SAARs/GAARs. See sec. 5.3.4. 
2583 Also here, provided no other detrimental rules apply. See sec. 6.3. 
2584 Whilst, as discussed in sec. 1.5., substitute transactions with royalties are not in scope of this thesis, it still seems beneficial to 

consider them in this context. Similar considerations will also be provided for in sec. 9.3.  
2585 See the discussion and references provided for in sec. 4.2.1. 
2586 Id. 
2587 See id., which, as mentioned, is based on the work of Fleming, Peroni & Shay Earnings Stripping, supra n. 130. Recall from 

id., at p. 697 that these authors regard costless foreign related party payments to be payments within an MNE that do not 

represent real costs, but rather shift income.  
2588 See the discussion and references provided for in sec. 4.2.1. 
2589 See the discussion and references provided for in id. 
2590 Id. As noted in id., the „extra deduction“ results from the no inclusion of the payment at the level of the receiving entity. It is 

only a concern with respect to tax arbitrage transactions that rely on a qualification conflict. 
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as well.2591 The backup rules make this more difficult, but – if adequately – structured, not impossible. 

Nonetheless, the alleviation of the problem is considerable.  

By itself, this makes section 12(1)(10) KStG to appear more robust than BEPS Action 2 alone. As 

mentioned, the latter does not deny the deduction for payments to no/low taxed recipients. Yet, it was a 

conscious decision of the OECD not to do so. Other parts of the OECD approach are meant to cover this. 

However, the more targeted approach of sec. 12(1) 10 KStG can have real advantages in this context. 

To understand why, recall, to begin with, the acknowledgement that the precise way in which the country 

implements the OECD approach will be guided by a wealth of additional considerations.2592 It can be that 

taking into account the legal system and economy as a whole leads to favouring rather liberal general 

interest limitation rules. At the same time, this does not mean that no/low taxation of interest at the recipient 

level cannot be a concern of this state. As mentioned, the Hybrid Financial Instruments Rule only applies 

to qualification conflicts.2593 In order to combat also other payments that are subject to no/low taxation at 

the level of the receiver, a country implementing the OECD approach has several tools at its disposal.2594 

First, it can impose a WHT on such payments. Yet, states may refrain from this, e.g. in order to protect 

domestic borrowers.2595 Second, CFC rules might help. Their application is, however, not always sure. In 

fact, sometimes it may be necessary to rely on the CFC rules of third countries to render the structure 

infeasible.2596 Third, a GAAR could be invoked. Depending on the substance of the transaction, this may 

have its limits as well.2597  

As a result, it may happen that a country implementing the OECD approach might end up not being fully 

able to address one of its core concerns: earnings stripping via interest payments into no/low tax 

jurisdictions. Under such circumstances, there would be a case for choosing the low tax approach. Here 

none of the above backups is needed. Section 12(1)(10) KStG already alone foresees the desired result.  

By means of giving some background, the reader may note that Austria could form an example of such 

country – even though it will have to implement the ATAD (2016/1164), and hence the OECD approach.2598 

                                                
2591 See the discussion and references provided for in sec. 6.4.3.1., as well as the remarks in supra n. 2577. 
2592 See sec. 5.4.1. 
2593 See sec. 5.3.1.1. 
2594 See sec. 5.3.4. 
2595 See already the discussion and references provided for in secs. 3.2.1.3.2.2.-3.2.1.3.2.3. 
2596 See sec. 5.3.4 and 5.4.1. 
2597 See in this regard the discussion and references provided for in sec. 8.4.1.2. 
2598 Under the most generous implementation of the interest limitation rules it does, however, not seem to become a real practical 

issue. According to M. Petutschnig & G. Kerbl, Die Belastungswirkung einer Zinsschranke gem. Art. 4 EU-Anti-Tax-Avoidance-

Richtlinie - Simulationsstudie auf Basis empirischer Daten, Wirtschaftsuniversität Wien & TPA Steuerberatung GmbH (2018); 

or: S. Chroustovsky & M. Petutschnig, Was bringt die EU-Zinsschranke? – Eine Simulation der Umsetzung von Art 4 der EU-

Anti-Tax-Avoidance- Directive in Österreich, 70 ÖStZ 18 (2017) only a relatively small amount of firms seems to be caught 

under such an implementation. Lowering the threshold for the safe harbour rule, naturally, increases the number of firms subject 

to the interest limitation rules. In the complete absence of a safe harbour rule, the amount of firms caught is approx. seven times 

higher than under the maximum threshold (i.e. EUR 3 Mio.). At the same time, tax revenues only rise by two thirds. See 
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In fact, the Austrian economy is strongly reliant on finance provided by banks. 2599 Capital markets are 

regarded as underdeveloped.2600 As such, it is no surprise that the general interest limitation rules of the sort 

included in article 4 ATAD (2016/1164) were perceived with some anxiety in literature.2601 Neither does it 

surprise that a simulation of the impact of this rule lead to scholarship loudly demanding its generous 

implementation.2602 Austria also seems reluctant to introduce the fixed ratio rule before 20242603– despite 

this being likely to result in an infringement procedure.2604 At the same time, however, Austria introduced 

section 12(1)(10) KStG even before the first discussion draft to BEPS Action 2 was published.2605 At least 

intuitively, this suggests that the concerns caused by the deductibility of interest payments can be quite 

different within a country. Therefore, the optimal way to combat it, might be different as well.  

The third inter taxpayer equity concern has to do with the revenue effects of tax arbitrage with HFIs.2606 

The greater the latter´s volume and scale, the greater the shift of the tax burden onto more immobile 

factors.2607 The discussion above, indicates that this concern does not exist in every country.2608 For some, 

allowing tax arbitrage with HFIs can result in an overall revenue benefit. In other states, a shift of the tax 

burden will occur.2609 

                                                
Petutschnig & Kerbl, supra n. 2598, at ch. 4-5. According to Chroustovsky & Petutschnig, supra n. 2598, at sec. 3.2.3, if all 

exceptions are put into brackets, the number of firms subject to the interest limitation rules is 25 times higher. Tax revenue, on 

the other hand, only increases 2,5 times. It seems that the latter number is still based on a calculation with the fixed ratio being set 

at 30% of the EBITDA. This is, at least, indicted by id., at sec. 2.3-2.4, 3.2.2. 
2599 E.g. Österreichisches Wirtschaftsforschungsinstitut, KMU-Börsen in Europa, available at 

https://www.wifo.ac.at/jart/prj3/wifo/resources/person_dokument/person_dokument.jart?publikationsid=58896&mime_type=app

lication/pdf (accessed 27. Aug 2018), ch. 1 (2016); Bundesministerium für Wissenschaft, Forschung und Wirtschaft, Risiko- und 

Innovations-finanzierung für KMU, Unternehmensgründer & Start-ups Herausforderungen – Maßnahmen – Perspektiven, 

available at 

https://www.bmdw.gv.at/Wirtschaftspolitik/Wirtschaftspolitik/Documents/Innovationsfinanzierung_160629_barrierefrei%20(2).

pdf (accessed 27. Aug 2018), pp. 4-5 (2016). 
2600 Id. 
2601 See, e.g. H. Zöchling, Die Zinsschranke gem Art 4 Anti-BEPS-Richtlinie, in Anti-BEPS-Richtlinie: Konzernsteuerrecht im 

Umbruch? ch. 2. (S. Kirchmayr et al. eds., Linde 2017); seemingly also: M. Mayer, Die Zinsschranke (Art 4 der Anti-Tax-

Avoidance-Richtlinie), in Die Anti-Tax-Avoidance-Richtlinie p. 46 (M. Lang et al. eds., Linde 2017) [hereinafter Mayer Art. 4]; 

K. Spindler-Simader & V. Wöhrer, Implementation of the EU Anti-Tax Avoidance Directive (2016/1164) in Austria, 58 Eur. 

Taxn. 8, ch. 2 (2018), Journals IBFD; see also, e.g. the sources provided for in supra n. 2602.  
2602 See already the discussion in supra n. 2598; Chroustovsky & Petutschnig, supra n. 2598, at ch. 4 note that: „Die Simulation 

zeigt weiters, dass die vollständige gesetzgeberische Umsetzung der diversen, als Mitgliedstaaten-Wahlrechte ausgestalteten, 

Ausnahme- und Safe-Harbor-Bestimmungen des Art 4 Abs 1-7 ATA-RL höchst geboten ist.“; demanding a generous 

implementation also, e.g. L. Bernwieser & A. Heiter, Steuerpolitische Auswirkungen der BEPS-Umsetzung in Österreich – 

Standpunkte aus Sicht der österreichischen Wirtschaft, in BEPS (B. Hoffman, M. Jann & R. Jerabek eds., Linde 2017). 
2603 See especially: G. Mayr, Anti-BEPS-RL: wirksames Mittel zur Bekämpfung von Steuervermeidungspraktiken?, 34 BB 51-52 

(2017); who leads the tax department in the Austrian Ministry of Finance. See further the discussion in, e.g. Mayer Art. 4, supra 

n. 2601, at p. 46.  
2604 See already the discussion and references provided for in supra n. 2492. Whilst the European Commission does not regard 

section 12(1)(10) KStG to be equally effective to Art. 4 (ATAD 2016/1164), this does not necessarily mean that it will also launch 

an infringement procedure. See, e.g. Mayer Zinsschranke, supra n. 2492, at p. 123. 
2605 See the discussion and references provided for in sec. 6.1. 
2606 See the discussion and references provided for in sec. 4.2.1. 
2607 See the discussion and references provided for in id. Assuming that the same level of revenue has to be maintained.  
2608 See the discussion and references provided for in id. and sec. 4.2.2. 
2609 See the discussion and references provided for in id. and compare further sec. 3.2.1.3.2.2. 
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Provided it exists, the low tax approach as discussed in this chapter will, in principle, be able to address the 

third inter taxpayer equity concern in the source state. This is so because shifting profits out of the country 

will be made more unattractive and, hence, will be done more rarely. Nonetheless, as reflected in the above 

discussion, section 12(1)(10) KStG leaves open tax arbitrage with HFIs, as well as substitute transactions, 

that are taxed above 10% at the level of the receiver. Thus, there is still room to engage into such 

transactions. This can cost revenue, which someone else may have to bear. As in sec. 5.4.2.1 it is, again, 

not possible to tell whether this result is necessarily bad. Tax competition considerations remain – also if 

the third inter taxpayer equity concern exists. Every restriction will increase the effective tax rate and may, 

thus, lead to mobile capital/activity (including its benefits) getting lost. If not offset by the revenue gains 

obtainable as a result of the stricter rule it will likely be the more immobile factors that have to bear the 

burden.2610 On the other hand, the restriction might also be too weak. Here, on balance, more revenue could 

have been earned and, thus, been taken away from the immobile tax base.2611 

In sec. 5.4.2.1, it was argued that in the context of tax arbitrage relying on a qualification conflict, the third 

inter taxpayer equity concern is more relevant for the source state. A different perspective is required with 

respect to transactions where the no/low taxation is not caused by a qualification conflict. Frequently, such 

situations emerge when the recipient is located in a tax haven. Although in a very different form, the third 

inter taxpayer equity concern is also relevant in these jurisdictions. On the surface, it seems clear that in tax 

havens the inexistent, or very mood, corporate taxation will require revenue to be raised elsewhere. 

However, this will precisely not be the immobile tax base.2612 On the contrary, it is just this mobile tax base 

that brings with it sufficient revenues for a tax haven – be it in the form of levies on corporate registrations 

or work permits for people working in the financial services sector.2613 If rules such as section 12(1)(10) 

KStG take away the benefits provided by the no/low taxation, mobile capital might leave, or be left 

untransferred to, tax havens. The result could be a need for the (thin) immobile tax base to jump in and to 

bear the burden. Note that this does not necessarily mean that they will be taxed. Rather, also spending cuts 

will provide for similar effects.2614 

As a result, whilst section 12(1)(10) KStG has the potential to recover parts of the tax burden shifted onto 

the immobile tax base in the source state,2615 it indirectly tends to promote to the opposite result in the state 

                                                
2610 See the discussion and references provided for in id. 
2611 Compare, in essence, id.  
2612 Compare already the discussion and references provided for in 3.2.1.3.2.2., 4.2.2. and sec. 5.4.3.1. 
2613 See Miller, Shaw & K. Jefferson, supra n. 1966, at p. 78, who state that in the Cayman Islands, the financial service industry 

generates almost 40% of direct government revenue. Thereby the two main sources of revenue are “licenses/annual fees to 

operate and/or register financial services companies and work permits (largely, but not exclusively) for people working in the 

financial services industry.” 
2614 See also the recommendation in id., at p. 4. According to it, the Cayman Island should not impose direct taxes, but rather aim 

towards privatisations and significant reductions in operating expenses. 
2615 If the transaction does not take place and is not substituted for by another transaction providing for the same result. 
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of the person that would have received the deductible payments.2616 Whether this is the right solution will 

depend on who is asked.2617 A resident of a tax haven will, most likely, answer differently than a resident 

of a high tax jurisdiction. The former could support her argument by emphasising her state´s sovereign right 

to set tax policy in a way that it regards best for it.2618 She may not see a reason to why the taxation needs 

of other, usually bigger, countries should deny that.2619 Tax should simply be regarded as another element 

in a countries profile – just like its resources, proximity to markets, or its population.2620 Residents in high 

tax jurisdictions, on the contrary, will point towards their welfare state being damaged.2621 If the value 

escaping taxation was created in their jurisdiction this will be hard to accept.  

Ultimately, it will remain a task for philosophers to solve this problem.2622 Personally, this author 

understands that small, resource scare and remote islands will indeed find it very tempting to use their tax 

system to attract investment. However, he cannot help but to regard such practices to poach revenue from 

places where it was actually created to be problematic. If a source state decides to rely on a provision as 

section 12(1)(10) KStG to protect itself, it acts, in this author´s view, correctly from an ethical 

perspective.2623 

6.4.2.2. Additional considerations on inter taxpayer equity  

This section provides for additional inter taxpayer equity considerations relating to section 12(1)(10) KStG. 

To start with, it appears interesting to discuss the same horizontal equity considerations as done with respect 

to BEPS Action 2.2624 The first comparison was the pair “domestic standalone entity vs. entity part of an 

MNE” with respect to tax planning opportunities. As worked out argued above, section 12(1)(10) KStG 

tends to promote horizontal equity in this context.  

The second comparison was the pair “domestic standalone entity vs. entity part of an MNE” that both 

deliberately engage in a tax arbitrage strategy with a HFI. Contrary to BEPS 2, section 12(1)(10) KStG will 

                                                
2616 Because (revenue bringing) services that facilitate such transactions may fall away. 
2617 Compare also the analysis and references provided for in: Menuchin, supra n. 6, at pp. 54-58. 
2618 On the issue of sovereignty and non-taxation see especially: Martínez Laguna, supra n. 1343, at sec. 2.1-2.3. 
2619 In this direction, compare the discussion in Menuchin, supra n. 6, at pp. 55-56 and the reference to A. Steichen, National 

Report Luxembourg, in Tax Competition in Europe (W. Schön ed., IBFD 2003). 
2620 Compare, again, the discussion in Menuchin, supra n. 6, at p. 56 under reference to Steichen, supra n. 2619. See id., at sec. 

2.1.2.2., for a discussion on the need for small countries to use targeted tax and regulatory measures as a tool to compensate for 

their limited relative attractiveness to foreign investment. 
2621 On this issue compare especially: Avi-Yonah Globalization, supra n. 829. 
2622 It appears that, under certain circumstances, an utilitarian might support the argumentation of the person resident in a high tax 

jurisdiction. This could be so, when the overall amount of utility lost in the welfare state will not be outweighed by the overall 

utility gained in the tax haven. A Rawlsian, on the other hand, could under certain circumstances follow the argumentation of the 

person resident in a tax haven. This could be the case if the person who is worst off as a result of the implementation of a rule like 

section 12(1)(10) KStG is a resident in a tax haven, provided that this person is worse off than the worst off person in a high tax 

jurisdiction would be in case of the non-implementation of this rule. 
2623 This is, not least, so as it does not do anything else than the tax haven did a step before: It uses its tax system to generate 

revenue.  
2624 See sec. 5.4.2.2. 
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only apply to the latter. This is so, because structured arrangements are not in its scope.2625 The result is 

horizontally inequitable.  

The third comparison was the pair “domestic standalone entity vs. entity part of an MNE” that both entered 

into a bona fide transaction that happened to result in a tax arbitrage outcome. Here the same considerations 

as discussed with respect to BEPS Action 2 apply.2626 The outcome is horizontally inequitable, to the extent 

the domestic standalone entity benefits from the tax arbitrage result – e.g. through a lower interest rate. The 

result is, again, caused by either (i) the missing application of section 12(1)(10) KStG to tax arbitrage 

transactions between unrelated parties, or by (ii) the missing business purpose test in the current scope of 

the rule.2627 An extension of the rule to all payments that are effectively taxed below 10% might not be 

feasible for practical reasons – even though the objections are not as severe as with respect to BEPS Action 

2.2628 The introduction of a business purpose test was demanded by some Austrian commentators.2629 

Whether it should be introduced will depend on a variety of other considerations provided for at a later 

stage of this research.2630 

Lastly, it should be investigated whether the application of section 12(1)(10) KStG can give rise to 

horizontally inequitable outcomes with respect to those onto which the rule applies. Several examples come 

to mind. First, the application of section 12(1)(10) KStG leads to the full denial of the deduction. The actual 

tax liability at the level of the recipient is not taken into account in this context.2631 This was perceived 

critically in literature because the same legal consequences apply irrespectively of whether the recipient is 

taxed at 0% or 9,99%. The result is economic double taxation.2632  

Double taxation may also arise if section 12(1)(10) KStG is not coordinated with a rule like the one 

proposed under Specfic Recommendation 2.1 in BEPS Action 2.2633 Whilst Austria will have to implement 

                                                
2625 Compare also: Mechtler, supra n. 145, at p. 347; It is, however, conceivable that under certain circumstances the GAAR may 

be applied. See in this regard the discussion and references provided for in sec. 6.3. and 8.4.2.1. 
2626 See the discussion and references provided for in sec. 5.4.2.2. 
2627 See similarly with respect to BEPS Action 2: id. 
2628 See the discussion and reference provided for in secs. 6.4.5., as well as in 5.4.5 and 5.4.2.2.  
2629 E.g. V. Knapp & M. Six, Neuerungen bei Zins- und Lizenzzahlungen, in Abgabenänderungsgesetz 2014 sec. 3.2. (B. Gröhs et 

al. eds., Linde 2014); Kammer der Wirtschaftstreuhänder, Stellungnahme zum Abgabenänderungsgesetz 2014 – AbgÄG 2014, 

available at https://www.parlament.gv.at/PAKT/VHG/XXV/SNME/SNME_00094/imfname_336777.pdf, (accessed on 28. Aug 

2018), p. 30 (2014); apparently also: H. Amberger & M. Petutschnig, Abgabenänderungsgesetz 2014: Änderungen im EStG und 

KStG für Unternehmen, 67 ÖStZ 4, p. 78 (2014), who, however, might also be understood to regard the missing bona-fide test to 

be potentially problematic from an EU law perspective. On the compatibility of section 12(1)(10) KStG with EU law see sec. 

6.5.2.2. 
2630 See the discussion and references provided for in sec. 9.3. Note already at this stage that also the triggering tax rate plays a 

role in this regard.  
2631 E.g. Mechtler, supra n. 145, p. 99; Knapp & Six, supra n. 2629, at sec. 3.2. 
2632 See id., as well as Bieber & Lehner, supra n. 2496, at para. 133; H. Peyerl, Das neue Abzugsverbot für Zins- und 

Lizenzzahlungen im Konzern, 67 ÖStZ 9, p. 224 (2014) [hereinafter Peyerl Abzugsverbot]. 
2633 Compare on the problem: Dziurdź & Marchgraber, supra n. 2577, at pp. 379-380; Marchgraber & Plansky, supra n. 2496, at 

para. 167; as well as comprehensively: K. Dziurdź, “Circularly Linked” Rules Countering Deduction and Non-Inclusion 

Schemes: Some Thoughts on a Tie-Breaker Test, 67 Bull. Intl. Taxn. 6 (2013), Journals IBFD. 
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the hierarchy foreseen in the ATAD (2016/1164),2634 other countries that implement a rule like sec. 12(1) 

10 KStG are principally free to decide themselves how they intent do deal with this issue.  

Similar considerations apply to CFC inclusions. According to Austrian scholarship, they should be taken 

into account when determining whether or not a tainted level of low taxation exists.2635 If the recipient is a 

transparent entity, the taxation of the partners will be relevant.2636 This, likewise, applies to investment 

funds, which are transparent for Austrian tax purposes.2637 The taxation at the level of the foreign 

partnership/fund, as well as WHT on distributions, are taken into account when determining whether the 

recipient is subject to low taxation.2638 This is important for avoiding that adequately taxed hybrid entities 

trigger the provision.2639 Countries that implement a rule like section 12(1)(10) KStG should, mutatis 

mutandis, strive to ensure these outcomes.  

Contrary to BEPS Action 2, section 12(1)(10) KStG does not apply based on the expected treatment. Whilst, 

in principle, the Austrian tax authorities regard a calculation of the effective tax rate based on the generally 

applicable foreign tax law to be possible, the taxpayer is still given the opportunity to provide for the 

counterproof.2640 This prevents the inequitable outcomes foreseen in BEPS Action 2.2641 Against this 

background it is hard to understand why the Austrian tax authorities seem to demand the application of 

section 12(1)(10) KStG in case the nominal, but not the effective, tax rate is below 10%.2642 The latter can, 

for instance, be caused by foreign rules that deny the deductibility of expenses.2643 In absence of a taxation 

                                                
2634 On the implementation of Art. 9 (ATAD 2016/1164) in Austria see comprehensively Mechtler, supra n. 145, at pp. 528-536; 

see further the discussion and references provided for in sec. 6.5.2.1. 
2635 E.g. Dziurdź & Marchgraber, supra n. 2577, at pp. 381-383; Lachmayer, supra n. 2496, at para. 122/38; Kofler & Marschner, 

supra n. 1954, p. 463; but see also M. Schilcher, Niedrig besteuerte Zinsen oder Lizenzgebühren im Konzern – wann liegt eine 

„Nicht- oder Niedrigbesteuerung“ vor?, in Abzugsverbote im Konzern pp. 72-73 (S. Kirchmayr, G. Mayr & K. Hirschler eds., 

Linde 2015). A further discussion is held in sec. 9.3. 
2636 P. Rzepa, § 12 Abs 1 Z 10 KStG im Lichte des steuerlichen Transparenzprinzips, 32 RdW 10 (2014); Lachmayer, supra n. 

2496, at para. 122/31. 
2637 See id. See also D.W. Blum & E. Pinetz, Investmentfondsbesteuerung und Abzugsverbot für konzerninterne Zins- und 

Lizenzzahlungen iSd § 12 Abs 1 Z 10 KStG, ecolex 4 (2015) [hereinafter Blum & Pinetz Investmentfondsbesteuerung und 

Abzugsverbot]. Whether this is an issue in reality will, as worked out by, e.g. Rzepa, supra n. 2636, at p. 618, of course, depend 

on the facts of the underlying case. UCITS will typically not have sufficiently controlling influence for the transaction to fall 

under the scope of section 12(1)(10) KStG. With respect to AIFs this can, however, well be different.  
2638 See B.M.F., Körperschaftsteuerrichtlinien 2013, GZ BMF-010216/0009-VI/6/2013 idF GZ BMF-010216/0002-IV/6/2018 

vom 29. März 2018, para. 1266bd, Tax Authorities´ Documentation IBFD [hereinafter BMF Körperschaftsteuerrichtlinien]; 

Rzepa, supra n. 2636, at p. 616; compare also the oral discussion held at the „Konzernsteuertag 2014“ as summarised by T. 

Hayden, Abzugsverbot NEU für Lizenzen und Zinsen – Fallbeispiele aus der Praxis, in Abzugsverbote im Konzern pp. 166-167 

(S. Kirchmayr, G. Mayr & K. Hirschler eds., Linde 2015). 
2639 Compare, e.g. Rzepa, supra n. 2636, at p. 616 – otherwise, one could have argued that the partners, which are attributed the 

income under the Austrian income attribution principles, are not sufficiently taxed (because in their residence state, the 

(intransparent) entity is taxed). With respect to investment funds see Blum & Pinetz Investmentfondsbesteuerung und 

Abzugsverbot, supra n. 2637, at pp. 326-327.  
2640 See, including examples, BMF Körperschaftsteuerrichtlinien, supra n. 2638, at para. 1266bl; see also Bieber & Lehner, supra 

n. 2496, at para. 217. 
2641 See the discussion and references provided for in sec. 5.4.3.2. 
2642 BMF Körperschaftsteuerrichtlinien, supra n. 2638, at para. 1266bg; Lachmayer, supra n. 2496, at para. 122/39. 
2643 E.g. Peyerl Abzugsverbot, supra n. 2632, at p. 228; Lachmayer, supra n. 2496, at para. 122/39. 

https://www.lexisnexis.com/at/recht/search/runRemoteLink.do?A=0.24759311761205272&bct=A&service=citation&risb=21_T27847985291&langcountry=AT&linkInfo=F%23AT%23at_code%23num%2512%25popname%25KStG%25label%25section%25para%251%25section%2512%25tpara%251%25
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below 10%, teleological and systematic reasons would clearly support leaving section 12(1)(10) KStG 

unapplied.2644  

Similar considerations can, e.g. apply in case of dual resident entities. If they are subject to a nominal tax 

rate below 10% in their residence states, the wording of section 12(1)(10) KStG would imply the denial of 

the deduction. Ultimately, the payment is not subject to a nominal tax rate of 10%.2645 However, given the 

application of the two low nominal tax rates leads to an effective tax rate above 10%, systematical and 

teleological arguments clearly speak against section 12(1)(10) KStG being invoked.2646 In fact, the third 

moment of section 12(1)(10)(c) KStG would not be fulfilled if the payment was effectively taxed above 

10% – even if this is the aggregated result of the effective tax rate being 5% (due to a tax reduction 

applicable on interest payments) in both states.2647  

Finally, it may be worth mentioning that the interaction of the switch-over rules of section 10(4)-(6) KStG 

(amended 2017)2648 and section 12(1)(10) KStG was criticised in literature.2649 If an Austrian company pays 

interest to a related party resident in a no/low tax jurisdiction, the deduction will – as mentioned – be denied 

under section 12(1)(10) KStG. At the same time, the distribution to the Austrian parent can be subject to 

the switch-over rules.2650 The transaction has, thus, been combatted twice in Austria. Also the interaction 

of section 22 BAO (amended 2017)2651 and section 12(1)(10) KStG was discussed. This case is less 

problematic. According to literature section 12(1)(10) KStG applies after it has become clear to whom the 

income is attributable to.2652 However, it is not sure whether comparable foreign rules are taken into account 

                                                
2644 Compare, e.g. Peyerl Abzugsverbot, supra n. 2632, at p. 228; Dziurdź & Marchgraber, supra n. 2577, at p. 381; Bieber & 

Lehner, supra n. 2496, para. 184; see for a discussion of other fact patterns that could, potentially, go in hand with similar 

questions, e.g. A. Binder, Niedrigbesteuerung und Ausgabenabzugs, in Niedrigbesteuerung im Unternehmenssteurrecht pp. 81-

86 (C. Staringer et al. eds., Linde 2016). 
2645 E.g. Marchgraber & Plansky, supra n. 2496, at para. 174. 
2646 See, e.g. id.; Dziurdź & Marchgraber, supra n. 2577, at p. 381; Binder, supra n. 2644, at p. 83. 
2647 See, including a more detailed discussion, Dziurdź & Marchgraber, supra n. 2577, at p. 381; Marchgraber & Plansky, supra 

n. 2496, at para. 174-175. 
2648 Which, as mentioned in supra n. 2535, concerns the old version of the KStG. The current switch-over rules are included in 

sec. 10a(7) KStG. 
2649 See, e.g. Peyerl Abzugsverbot, supra n. 2632, at p. 224 who extends his critique towards section 10(4) KStG (amended 2018) 

– which corresponds to Specific Recommendation 2.1. of BEPS Action 2 – not being taken into account; see also S. Kirchmayr, 

Abzugsverbot NEU für Zinsen und Lizenzen, in Abzugsverbote im Konzern pp. 33-34 (S. Kirchmayr, G. Mayr & K. Hirschler 

eds., Linde 2015) [hereinafter Kirchmayr Abzugsverbot]. 
2650 On the conditions (earning mainly passive income and low taxation), see already the discussion and references provided for 

in sec. 6.3. 
2651 As mentioned in sec. 6.3., the Austrian GAAR of section 22 BAO was amended through the Annual Tax Act 2018. The 

literuature quoted in supra n. 2652, and elsewhere in this chapter, typically focusues on the old version. 
2652 Kirchmayr Abzugsverbot, supra n. 2649, at pp. 34-35; Regarding the different views on the interaction of income attribution 

rules and sec. 22 BAO see the discussion and references provided for in sec. 6.3. 
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as well.2653 There are, however, good reasons to do so. If, ultimately, no low taxation exists, the rule should 

not apply.2654 

6.4.3. Inter nation equity 

6.4.3.1. Addressing the inter nation equity concerns  

The inter nation equity concerns attached to tax arbitrage with HFIs were identified as follows: First states 

may have a different interest in combatting tax arbitrage with HFIs. Second, rent-seeking states may be 

willing to provide for tax arbitrage opportunities. Third, legislative action against tax arbitrage with HFIs 

may lead to retaliation and, ultimately, cause double taxation.2655  

As mentioned, the third inter taxpayer equity concern and the first inter nation equity concern are strongly 

related.2656 In a nutshell, countries that expect legislative action against tax arbitrage with HFIs to indirectly 

cost more revenue than it brings, will be reluctant to do so. This will make it less attractive for other states 

to act.  

As already outlined above, a provision like section 12(1)(10) KStG may be an option for countries that 

intend to combat tax arbitrage with HFIs via linking rules, but who cannot justify the implementation of 

rules as complex as those included in BEPS Action 2. Either because they cannot administer them, or 

because they see the benefits of BEPS Action 2 not to be in an adequate relation to its administration and 

compliance costs.2657 It is conceivable that middle-income countries may be in such a position. The IFA 

Congress 2017 indicates that the “desire to wait for norm leaders or peer countries to adopt reforms for 

fear of losing ground in terms of their competitiveness in attracting global trade and investment flows”2658 

is clearly present among them.2659 This is exacerbated by the fact many high-income countries will 

implement the OECD approach. The rise in the effective tax rate in these countries could come to the benefit 

of middle income countries.2660 Depending on their non-tax attributes, they might see a realistic possibility 

of activities/capital being reallocated into their jurisdictions.2661 This may further fuel tax competition and 

make the implementation of a rule like section 12(1)(10) KStG more difficult. As worked out in 5.4.3.1., 

                                                
2653 See id., who doubts this based on the opinion of the Austrian Tax Authorities expressed in: BMF 

Körperschaftsteuerrichtlinien, supra n. 2638, at para. 1266am (current version). 
2654 See sec. 5.4.2.2. for similar considerations with respect to the application of BEPS Action 2 based on the expected tax 

treatment. 
2655 See the discussion and references provided for in sec. 4.2.2. 
2656 See the discussion and references provided for in 4.2.1.-4.2.2. 
2657 On the latter see the discussion and references provided for in sec. 5.4.5. 
2658 Christians & Shay, supra n. 1293, at sec. 1.3. 
2659 See id., at sec. 4.7.  
2660 See the discussion and references provided for in, especially sec. 5.4.3.1. 
2661 Compare id.  
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this is best overcome through coordination. Among middle income countries this is missing in the relevant 

context. 

The second inter nation equity concern was discovered in rent seeking states that earn revenue through the 

provision of tax arbitrage opportunities.2662 Such issues can, on the one hand, emerge with respect to 

classical tax havens.2663 Here section 12(1)(10) KStG, as mentioned, provides for solid protection.2664 On 

the other hand, it can also be the result of certain administrative practices (viz. Luxembourg some years 

ago).2665 Here section 12(1)(10) KStG offers only weak protection. It would have caught those transactions 

that were qualified as equity at the receiver level in Luxembourg.2666 However, whether it would have been 

applicable on the hybrid mismatches created with the Luxembourg entity as the payer of interest and a third 

state entity as the receiver of equity is not sure. Section 12(1)(10) KStG applies to the beneficial owner of 

the income.2667 The understanding of this is orientated on article 1(4) Interest and Royalty Directive 

(2003/49).2668 If, under the relevant principles for the application of section 12(1)(10) KStG, the 

Luxembourg entity was regarded to be the beneficial owner of the income, it should not matter that it made 

itself deductible payments to another entity that is subject to no/low tax on it.2669 Whilst the Luxembourg 

entity has de facto only been minimally taxed, none of the relevant moments of section 12(1)(10) KStG 

applies to this.2670 Ultimately, a simple business expense cannot give rise to low taxation that triggers the 

rule.2671 Consequently, the protection against imported tax arbitrage results is weak.2672 

                                                
2662 See the discussion and references provided for in sec. 4.2.2. 
2663 See id. 
2664 See the discussion and references provided for in sec. 6.4.2.1. 
2665 See the discussion and references provided for in secs. 4.2.2. 
2666 Which, as mentioned in supra n. 1403, were 15% of the Marian´s sample. 
2667 See in more detail on the issue: Dziurdź & Marchgraber, supra n. 2577, at pp. 384-386; Marchgraber & Plansky, supra n. 

2496, at paras. 201-207; Peyerl Abzugsverbot, supra n. 2632, at p. 227; H. Zöchling, Niedrigbesteuerte Zinsen und Lizenzen im 

Konzern: Wer ist der Nutzungsberechtigte?, in Abzugsverbote im Konzern (S. Kirchmayr, G. Mayr & K. Hirschler eds., Linde 

2015); Zöchling & Plott, supra n. 1954, at pp. 217-219; Mayr & Schilcher, supra n. 256, at p. 55; Bieber & Lehner, supra n. 

2496, at paras. 186; Polivanova-Rosenauer, supra n. 2529, at pp. 106-107; Lachmayer, supra n. 2496, at paras. 122/32-122/34; 

Binder, supra n. 2644, at pp. 87-88. 
2668 Compare, instead of many, Marchgraber & Plansky, supra n. 2496, at paras. 201-204; See also the comments on the 

government bill in: ErlRV 24 BlgNR 25. GP, 13. 
2669 Compare: Dziurdź & Marchgraber, supra n. 2577, at p. 385; Marchgraber & Plansky, supra n. 2496, at para. 205. 
2670 Id. 
2671 See Dziurdź & Marchgraber, supra n. 2577, at pp. 383 at FN 48, 385; Marchgraber & Plansky, supra n. 2496, at para. 205; 

Compare also: Peyerl Abzugsverbot, supra n. 2632, at p. 228.  
2672 Parts of literature argued that, for the sake of preventing its circumvention, the reference in section 12(1)(10) KStG to the 

beneficial owner is of little benefit. Rather, it is already the GAAR of section 22 BAO that provides for a tool in such context. 

See Bieber & Lehner, supra n. 2496, at para. 158. Skipping a complex dogmatic discussion of Austrian tax law, it appears indeed 

possible that this could have been so. A crucial role in such an investigation would likely be played by the fact that section 

12(1)(10) KStG itself foresees its application onto the beneficial owner. This will influence what will be regarded as the object 

and purpose of the relevant law. At the same time, it does not seem unconceivable that the GAAR applies, or, as under the 

Innentheorie, confirms the application of other rules towards denying the deduction. In this context, compare the discussion and 

references provided for in sec. 6.3, as well as the discussion and references provided for in sec. 8.3.1., and 8.4.3.1., as well as sec. 

9.2.3. 
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The third inter nation equity concern was identified as the potential retaliation legislative action against tax 

arbitrage with HFIs could provoke.2673 Similar to what has been discussed in sec. 5.4.3.1., the third inter 

nation equity concern only exists to the extent that the tax arbitrage transaction does not disappear as a 

result of legislative action against it. When this happens it does not matter what state wants to tax the 

bilateral surplus – it simply does not exist anymore. BEPS Action 2 strongly builds on this assumption.2674 

In the context section 12(1)(10) KStG the deterrent effect is even stronger. The occurrence of economic 

double taxation is, by definition, accepted. With any level of positive taxation below 10%, not only the tax 

arbitrage opportunity is taken away. What is more, the taxpayer is also penalised for entering into the 

transaction.2675 Underlying the Austrian figures, the taxation can reach almost 35%.2676 When referring to 

double taxation in the below, the author does not mean this “normal” double taxation, which already the 

application of section 12(1)(10) KStG alone can lead to. Rather, he means the “excessive” double taxation 

that results from the application of anti-hybrid rules in both states. 

One can assume that those transactions that are still effected after the application of section 12(1)(10) KStG, 

are often such that go completely, or nearly, untaxed at the receiver level. Two potential reasons that come 

to mind to quickly are (i) the existence of (de facto) no taxation due to a qualification conflict, and (ii) the 

existence of (de facto) no taxation because the recipient is resident in a tax haven. With respect to the latter, 

retaliation is unlikely. The tax haven will not want to introduce a tax.2677  

With respect to the former, the starting point is similar to what has been discussed in sec. 5.4.3.1. A source 

state that implements a rule like section 12(1)(10) KStG and that wants to avoid economic double taxation 

above a certain level, has to find a way how do deal with a residence state that has a in place a potentially 

conflicting rule. Assume that the other state has implemented BEPS Action 2. If the low taxation at the 

receiver level is a consequence of a dividend relief granted in this state, it will want to tax under the Specific 

Recommendation 2.1.2678 As mentioned in sec. 5.4.3.1., it might be that this state has drafted the relevant 

rule in a way that denies the dividend relief based on the mere ability to deduct the payment in the source 

state. Here, the source state may be careful in denying the deduction. If the residence state insists on being 

the one who is entitled to tax, the result will be double taxation.2679 The source state could, however, take 

the risk and simply disallow the deduction. If the residence state really follows the OECD´s view, according 

                                                
2673 See the discussion and references provided for in sec. 4.2.2. 
2674 See already sec. 5.2.2. 
2675 Kammer der Wirtschaftstreuhänder, supra n. 2629, at p. 28; Knapp & Six, supra n. 2629, at sec. 3.2. 
2676 Knapp & Six, supra n. 2629, at sec. 3.2.  
2677 Compare also the references in supra n. 1966 and see already sec. 4.6. 
2678 See sec. 5.3.1.2.  
2679 See the remarks made in sec. 5.4.3.1., according to which this would interfere with the rationale of BEPS Action 2. See on the 

latter sec. 5.2.2. 
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to which the ultimate goal is to target the mismatch and not to give precedence to the state that has “lost” 

tax revenue,2680 it will win. If not, both will lose.  

Outside cases of low taxation at the receiver level caused by a dividend relief granted by the residence state, 

it will be the source state, which is allowed to tax under BEPS Action 2.2681 To the extent section 12(1)(10) 

KStG applies under such circumstances, the risk of (excessive) double taxation is low.2682 Under BEPS 

Action 2, it would have been entitled to tax anyway.  

If the other state has not implemented BEPS Action 2, there is always a risk of (excessive) economic double 

taxation. That would make necessary a tiebreaker rule.2683 Yet, it may be that in the context of debt/equity 

hybrids, such a situation will not emerge. Rather, a residence state that wants to tax will likely justify it by 

claiming to adhere to BEPS Action 2 – irrespective of whether or not it formally implemented it. Whilst 

frustrating the core spirit of BEPS Action 2,2684 a state that wants to take the surplus will not let this 

argument go. 

As such, the safest option for a source state aiming to avoid excessive double taxation is to give way to the 

other state denying its dividend relief. The benefit of legal certainty and the inexistence of excessive double 

taxation for its taxpayers may well outweigh the revenue that can be won by trying to tax it. Yet, some 

states may see this differently. Some things, simply, never change.  

6.4.3.2. Additional considerations on inter nation equity 

This section provides for additional inter nation equity considerations attached to section 12(1)(10) KStG. 

Thereby, it seems interesting to deepen the tax competition discussion. As already mentioned above, section 

12(1)(10) KStG may be an option for middle income countries.2685 The broad acceptance of BEPS Action 

2 among developed economies makes the implementation of such a provision easier. Yet, it also makes its 

non-implementation more tempting. With the costs of doing business in developed countries rising, there 

could be an increased amount of investment to attract.2686  

                                                
2680 See the discussion and references provided for in sec. 5.2.2., 5.4.3.1. 
2681 See sec. 5.3.1.1., 5.3.1.2., and compare further the discussion and references provided for in 5.4.3.1. 
2682 As mentioned above, up to a taxation in the residence state of 10%, economic double taxation will not be avoided. 
2683 Shortly after the implementation of section 12(1)(10) KStG this was already demanded in Austrian literature. See 

Marchgraber & Plansky, supra n. 2496, at para. 167; Dziurdź & Marchgraber, supra n. 2577, at p. 380; Schilcher, supra n. 2635, 

at p. 56; see further C. Marchgraber, Dividendenbesteuerung und internationale Steuerarbitrage, in Dividenden im Konzern p. 

156 (M. Lang et al. eds., Linde 2016), who also proposes a solution in the context of section 10(4) KStG (amended 2018) (which 

corresponds to the Specific Recommendation 2.1. of BEPS Action 2). According to him, a potential way out would be the 

acceptance of the treatment for tax treaty purposes. If this is interest, the source state should allow the deduction and the 

residence state should tax. If it is dividend, the opposite should be true; So far Austria has not introduced a tiebreaker, even 

though the hierarchy included in BEPS Action 2 seems to have gained some acceptance. See the oral discussion held at the 

“Konzernsteuertag 2014” as summarised by Hayden, supra n. 2638, at p 171. 
2684 See, again, sec. 5.2.2., 5.4.3.1.  
2685 See the discussion and references provided for in sec. 6.4.3.1. 
2686 See already the discussion and references provided for in sec. 4.2.2., 5.4.3.1. and 6.4.3.1. 
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In this context, much points towards countries being caught in a prisoner´s dilemma.2687 To understand why, 

consider the following (highly simplified and stylized) example, dealing with a peer group consisting of 

two countries. In both, tax arbitrage with HFIs is a real concern. It would be optimal for them to combat it. 

However, if one decides to act, whilst the other does not, the latter will increase its revenue due to an inflow 

of capital and activity from the other country. Further, it may also attract some activity/capital from 

developed countries that introduced rules against tax arbitrage with HFIs.2688 Also this increases revenue. 

Assume that if this happens, the country not combatting tax arbitrage with HFIs on balance benefits, whilst 

the one combatting tax arbitrage with HFIs on balance loses. Not implementing the rules, thus, turns out to 

be the dominant strategy. In Nash equilibrium, no country will combat tax arbitrage with HFIs.2689  

In order to overcome this issue, it needs a provision that is capable for political consensus among, and 

capable of being administered and complied with within, a set of sufficiently similar countries. If these 

preconditions are met, coordinated action can be taken. Without the latter being possible, there is a limited 

chance for countries to act alone.2690  

It seems to this author, that section 12(1)(10) KStG could play this role for countries that: (i) want to combat 

tax arbitrage with HFIs in a robust way, (ii) do not want to implement comprehensive WHT,2691 but (iii) for 

whom the implementation of the OECD approach is not feasible.2692 

Countries that regard tax arbitrage with HFIs to be a problem might appreciate that a rule like section 

12(1)(10) KStG simply tackles the outcome reached by it. Bluntly speaking, if policymakers do not care 

whether no/low taxation at the recipient level is caused by a qualification conflict or by the recipient being 

resident in a tax haven, it might not be worth the hassle of differentiating between these reasons. Whilst 

BEPS Action 2 does so, section 12(1)(10) KStG does, principally speaking, not. Yet, the protection 

provided by section 12(1)(10) KStG against importing tainted outcomes is comparably weak.2693 Countries 

could, of course, aim to make it more robust against this. For instance, it may be tried to combat such 

                                                
2687 See concisely, e.g. A. Gillespie, Foundations of Economics pp. 241-244 (Oxford 2014); See for a more comprehensive 

discussion: E. Rasmusen, Games and Information 4th ed. ch. 1 (Wiley-Blackwell 2006); see in a context relevant for this thesis 

the elaborations in Kane, supra n. 91, at pp. 122-145. 
2688 Which the other one does not attract. 
2689 The Nash equilibrium is reached when no player, who knows the equilibrium strategy of the other players, has an incentive to 

change its strategy, while the other players keep their strategies unchanged. See, e.g. Gillespie, supra n. 2687, at p. 243 and 

compare the further references provided for in supra n. 2687.  
2690 Which, notably, does not mean that this is impossible. It is simply less attractive. See already the discussion and references 

provided for in sec. 4.2.2. 
2691 Which will be defined as the UN approach against tax arbitrage with HFIs. See the discussion and references provided for in 

sec. 7.1. 
2692 See already the discussion and references provided for in sec. 6.4.3.1. 
2693 See the discussion and references provided for in id. Whether it is practically weaker than BEPS Action 2 depends on 

whether the Imported Mismatch Rule as included in the latter works in practice. Compare in this regard especially the discussion 

and references provided for in sec. 5.4.5. 
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structures by invoking a GAAR.2694 Whether this works is – as discussed below – not always sure.2695 

Further, countries may impose stricter general interest limitation rules. This would decrease the scale of the 

problem. Still, it might not be an option in practice.2696 The overall restriction on the deductibility of interest 

payments may become too high.2697 A country could also want to borrow from the logic of the Imported 

Mismatch Rule contained in BEPS Action 2.2698 Given the administrative difficulties coming therewith, this 

might not be possible either.2699 Alternatively, a country may simply accept the weaker protection. It is 

prudent to assume that this problem becomes alleviated anyway. After all, also other jurisdictions may have 

an interest in invoking relevant anti-avoidance rules.2700 Their global proliferation will, not least, 

increase.2701  

What concerns administrability, it should not be forgotten that section 12(1)(10) KStG is still a linking rule. 

Its application, inter alia, requires that one of the four moments summarised in sec. 6.3. is fulfilled. In case 

of a tax haven, this is easy. In other cases, it might be more challenging. Also dealing with foreign group 

taxation, CFC, or entity qualification regimes can become necessary. Subject to a more detailed analysis in 

sec. 6.4.5., it seems clear that the administration of, and compliance with, this rule is not straightforward. 

However, section 12(1)(10) KStG is only one example of what has been defined as the “low tax approach 

against tax arbitrage with HFIs” in this thesis. After all, states can implement rules with the same, or a 

similar, spirit in a way that is even easier to apply. How this may look like in detail will depend on the 

specifics of the country.2702 Thereby, they should consider its robustness, as well as its potential for 

collateral damage. Yet, as long as it is sufficiently similar to what peer countries do, tax competition 

constraints may be overcome.2703 

6.4.4. Efficiency 

6.4.4.1. Addressing the efficiency concerns  

Tax arbitrage with HFIs includes efficiency costs.2704 In order to see whether the low tax approach can 

combat them it should, again, be started from the micro-perspective. Different fact patterns will underlie 

                                                
2694 Compare also the remark by Bieber & Lehner, supra n. 2496, at para. 158, as mentioned in supra n. 2672.  
2695 See in more detail the discussion and references provided for in sec. 8.4.1.2. and 8.4.3.1.; See also the discussion in sec. 9.3. 
2696 Compare the discussion and references provided for in sec. 6.4.2.2. 
2697 In other words, for a country that relies on section 12(1)(10) KStG, the implementation of additional strict general interest 

limitation rules might go too far, given peer countries do not act in the same way. 
2698 See sec. 5.3.1.3. 
2699 See the discussion and references provided for in sec. 5.4.5. as well as in sec. 9.3. 
2700 Including the Hybrid Financial Instruments Rule, or other rules that tax the “real lender”. See in this regard the discussion and 

references provided for in sec. 8.4.3.1. 
2701 At a minimum because of certain countries implementing the OECD approach discussed in ch. 5. 
2702 See in this regard especially the elaborations made in sec. 9.3. 
2703 See id. 
2704 As explained, with further references, in sec. 4.3, and as summarised in 4.6. 
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the discussion.2705 The primary focus will lie on the effects potentially caused by sec.12(1) No. 10 KStG. 

Assume, for the sake of simplicity, that all of the below transactions have the parent entity as the lender, 

and its 100% subsidiary as a borrower.  

Consider, to begin with, a transaction that was purely tax motivated. Due to taking away the tax benefit, 

section 12(1)(10) KStG will cause it to disappear. Consequently, the transaction costs attached to it will fall 

away. The same is true for efficiency costs resulting from taxes raised elsewhere in order to compensate 

for the revenue lost from tax arbitrage with HFIs. Therefore, in the same way as BEPS Action 2, section 

12(1)(10) KStG will have an efficiency increasing effect in this context.2706 This result is strengthened by 

section 12(1)(10) KStG catching itself a wide array of substitute transactions.2707 Due to it, a tax arbitrage 

transaction that relied on a qualification conflict cannot be simply replaced by making a deductible payment 

to a related party subject to no/low taxation.2708 The backup rules make this even harder.2709  

Yet, tax planning remains possible. If a taxpayer engages in a new scheme, the transaction costs will not 

disappear. The fact that the reachable overall tax outcome is potentially worse than what would have been 

achievable under the original strategy does not matter in this regard.2710 Whether this also holds true with 

respect to the efficiency costs resulting from taxes raised elsewhere in order to compensate for the revenue 

lost from tax arbitrage with HFIs, is more difficult to say. Probably, they do not change either. If the original 

transaction was purely tax motivated and if another one replaces it, the result in the source state is the same. 

In other words, a potentially worse taxation in the hands of the receiver makes the strategy less attractive. 

Nevertheless, as long as it remains, the source state will see its tax base eroded. Given it compensates this 

by raising revenue elsewhere, the negative efficiency effects attached to this will not go away.2711 

Consider, next, the presence of a real financing need at the subsidiary level. Here, the transaction would be 

effected anyway. However, for the sake of obtaining a tax benefit this could happen in a different form. 

Assuming that the transaction would be structured in a way that results in a qualification conflict, the same 

as discussed in sec. 5.4.4.1. is true. In short: Section 12(1)(10) KStG will take away the tax arbitrage 

opportunity. This is welfare increasing when it takes away the (increased) transaction costs necessary to 

find it.2712 Further, it increases efficiency if it causes taxpayers to choose the cash flow pattern they would 

                                                
2705 They are similar to those discussed in sec. 5.4.4.1. 
2706 See already the discussion and references provided for in sec. 5.4.4.1. 
2707 Compare already the discussion and references provided for in sec. 6.3, 6.4.2.1. 
2708 Compare id. 
2709 Compare id. 
2710 To the extent the welfare decreasing transaction costs remain.  
2711 Similarly with respect to the OECD approach see sec. 5.4.4.1. 
2712 This comes as a transaction is effected anyway, i.e. there are always transaction costs. Under this assumption, they are higher 

when a qualification conflict is to be created. In the absence of this possibility, taxpayers may, from the outset, refrain from 

trying to achieve such a result. See already the discussion in sec. 5.4.4.1. 
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have chosen in absence of the tax arbitrage opportunity.2713 In addition, it may increase revenue and, thus, 

potentially alleviate the efficiency costs attached to the compensatory taxation raised elsewhere. Whether 

this really happens seems to depend on a variety of circumstances – most importantly: the nature and tax 

treatment of the alternative transaction.2714  

If, on the other hand, the no/low taxation resulted from the counterparty being simply subject to no/low 

taxation, different considerations apply. In this setting it is, to begin with, necessary to recall that section 

12(1)(10) KStG can lead to economic double taxation.2715 When this occurs, it could be that the taxpayer 

might not be willing to enter into the transaction anymore. In the context of a qualification conflict, this can 

usually be avoided. All it needs is to ensure that the transaction is treated a debt in both states. Provided the 

taxation at the level of the receiver is high enough, the payment will remain deductible. The result is single 

taxation. With a no/low taxed lender, however, the result cannot be fend-off by structuring the cash flow 

patterns differently. On the contrary, section 12(1)(10) KStG applies and denies the deductibility.2716 

Consequently, a change in the lender itself may become necessary.2717 Assume, now that the no/low taxed 

lender is the MNE´s group financing company. Raising finance centrally and on lending it to the respective 

subsidiaries can have numerous non-tax advantages.2718 This includes better access to capital markets, 

greater bargaining power, or the pooling of certain functions.2719 A change in the lender could go in hand 

with sacrificing some of these benefits. This might give rise to efficiency costs, e.g. in the form of higher 

transaction costs, or lower investment because of the higher cost of capital.  

As the last scenario, assume that there was a financing need at the subsidiary. The instrument chosen by 

accident resulted in a qualification conflict.2720 As a result, section 12(1)(10) KStG applies. If the taxation 

at the level of the receiver was zero, or near to zero, the transaction might still be executed in this form. 

After all, the favourable tax treatment was not planned but would be merely a windfall gain. Given the 

instrument was considered optimal not taking into account the tax arbitrage result, it may well be that it 

remains the best anyway. To this extent, the considerations are not different from that made in sec. 5.4.4.1. 

                                                
2713 Or, if it, at least, induces taxpayer to choose a better cash flow pattern than in presence of the tax arbitrage opportunity. 

Notably, the cash flow pattern is not necessarily the one that would have been chosen in the complete absence of tax. See already 

supra n. 2091. 
2714 Compare in more detail already sec. 5.4.4.1.  
2715 See already the discussion and references provided for in sec. 6.4.3.2. 
2716 Provided all other necessary conditions are met. See for them sec. 6.3. 
2717 Note that this can give rise to its own tax planning opportunities: As worked out in Kofler & Marschner, supra n. 1954, at p. 

464, it seems, for instance, possible to take out the loan from an adequately taxed related party, which is secured by another, low 

taxed, group company. The liability fee does not seem to be covered by section 12(1)(10) KStG. 
2718 As noted in sec. 5.2.3.2, this was explicitly acknowledged in BEPS Action 4. 
2719 Compare, e.g. supra 1598; or, with further references, e.g. Jacobs, Endres & Spengel, supra n. 181, at p. 1097; A. 

Kardachaki, Tax Regimes for Finance Companies in EU and State Aid, in International Group Financing and Taxes ch. 2 (C. 

Massoner, B. Stürzlinger & A. Storck eds., Linde 2012).  
2720 This discussion is limited to tax arbitrage with HFIs resulting from a qualification conflict. With respect to loans taken out 

from finance companies subject to no/low taxation see above.  
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However, when the qualification conflict resulted in a taxation of clearly above 0, but below 10%, the 

resulting economic double taxation might induce a change in the instrument. That could give rise to 

efficiency costs. They may include increased transaction costs, as well as costs associated with the non-

optimal cash flow.  

All of this will also have an effect on the macro level. Section 12(1)(10) KStG closes down tax arbitrage 

with HFIs, as well as a number of substitute transactions. Tax reduction possibilities remain open. The 

back-up rules, however, make relying on them more difficult. Ultimately, taxpayers that intend to engage 

in tax planning strategies with financial instruments are required to (i) accept a higher taxation at the 

receiver level, and have to (ii) ensure that it has sufficient substance.2721 Nothing of this makes using such 

schemes impossible. Yet, it tends to make it relatively more unattractive. As a result, the scale of the 

problem will likely decrease. To the extent tax planning with financial instruments cannot be substituted 

for with other tax planning strategies, the overall welfare effects are positive.2722 There will be less 

transaction costs incurred. Furthermore, less cash flow patterns will be sacrificed in order to obtain a better 

tax treatment.2723 Finally, this may allow decreasing compensatory taxation elsewhere. If this happens, 

positive welfare consequences are conceivable.2724 Outside the scope of section 12(1)(10) KStG, tax 

arbitrage opportunities with HFIs will stay open. The misallocations present in this context will remain.2725 

6.4.4.2. Additional considerations on efficiency 

This section will discuss additional efficiency effects attached to the low tax approach itself. Thereby 

section 12(1)(10) KStG will be at the focus.  

First, and most obviously, the introduction of section 12(1)(10) KStG will give rise to implementation 

costs.2726 Due to section 12(1)(10) KStG being less complex than BEPS Action 2, it should not take 

taxpayers and tax authorities comparably long to understand the provision. Furthermore, the lower 

complexity also makes foreseeing its effects easier. This could reduce the risk of future adaptions becoming 

necessary. The reader might want to note that Austria had, inter alia, to add the fourth moment to the 

provision at a later point in time.2727 

                                                
2721 Which is, as discussed with further references in sec. 6.3, especially important from the perspective of income attribution 

rules, the GAAR and the switch-over clause. 
2722 See in this context the discussion and references provied for in sec. 1.5. 
2723 Note that in presence of the debt bias, cash flow patterns may still be suboptimal. See the discussion and references provided 

for in sec. 2.3.2.2 as well as sec. 3.2.2.2.2. 
2724 Compare the more detailed considerations provided for in sec. 5.4.4.1. 
2725 See discussion and references provided for in sec. 4.3. 
2726 See more broadly the discussion and references provided in especially secs. 3.2.3.2.4. 
2727 See already supra n. 2484. 
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Furthermore, section 12(1)(10) KStG will increase the cost of capital for the borrower. Thus, fewer 

investment will occur. This has a welfare decreasing effect.2728 It needs to be balanced against welfare 

improvements achieved from taxes lowered elsewhere.2729 Besides, section 12(1)(10) KStG makes debt 

shifting less attractive.2730 If this leads to the overall level of debt sinking,2731 it can have a positive welfare 

effect. This would result from the reduction of the social risk premiums included in the cost of capital.2732  

Under the assumption of a sufficient amount of peer states being able to agree on combatting tax arbitrage 

with HFIs by means of section 12(1)(10) KStG, or a similar provision giving rise to the same effects, gains 

in national welfare would likely be the consequence.2733 They result from fewer negative national welfare 

effects that would occur when states acted alone.2734 States will have to weigh up, whether implementing a 

provision like section 12(1)(10) KStG will give rise to an overall gain, or loss, in national welfare. Yet, the 

balance will be improved if section 12(1)(10) KStG turns out to be capable for consensus among peer 

countries.  

6.4.5. Administrability 

This section will discuss the administrability of the low tax approach. Thereby, the administration and 

compliance costs incurred by it will become visible as well.2735 Section 12(1)(10) KStG will be at the core 

of the analysis.  

The investigation of the administrability of a rule, as well as of the administration and compliance costs it 

gives rise to, deals with similar questions.2736 If administration and compliance cost are high, a rule may be 

non-administrable. If turns out non-administrable it is also not implementable. Assuming it is 

implementable, high administration and compliance cost make this, at least, less attractive.2737 For the 

purpose of getting a grasp of how much of these costs can come with a rule, their complexity and the 

resulting information requirements were identified as two relevant dimensions.2738  

The below discussion starts with the complexity incorporated into section 12(1)(10) KStG. This will show 

the qualitative information needs. Their practical obtainability will be discussed thereafter. The analysis 

will be structured in the following way: 

                                                
2728 See already the discussion and references provided for in sec. 3.2.2.2.2. 
2729 Compare the discussion and references provided for sec. 4.3., 5.4.4.1.-5.4.4.2, and 6.4.4.1. 
2730 See the discussion and references provided for in sec. 6.4.4.1. 
2731 See the discussion and references provided for in sec. 2.3.2.3. and note especially supra n. 648. 
2732 See the discussion and references provided for in sec. 3.2.2.2.2. 
2733 See the discussions and references provided for in sec. 5.4.4.1., 5.4.3.1., 3.2.1.3.2.2., 3.2.2.2.2. 
2734 Compare id. 
2735 See the discussions and references provided for in the discussions and references provided for in sec. 4.4. 
2736 See the discussion and references provided for in id. 
2737 See the discussion and references provided for in id. 
2738 See the discussion and references provided for in id. 
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What concerns the investigation of complexity, some thoughts on specific challenges attached to the 

respective moments of section 12(1)(10)(c) KStG will be provided first. More generally applicable 

considerations come next. The latter aims to show some design questions a state implementing a rule like 

section 12(1)(10) KStG has to be able to answer – and to deal with after its implementation.  

What concerns the analysis on information requirements the order will be reversed. The start is made by 

more general elaborations on the obtainability of the information, as well as on burden of proof 

requirements. Thereafter, the discussion will be briefly systematised in the light of the four moments. 

Notably, in the latter context it is not necessary to repeat the elaborations provided for sec. 5.4.5. If a state 

has mandatory disclosure rules they will apply on top of what is focused here. At the same time, if a state 

requests information from foreign tax authorities the problem of their non-cooperation can, as discussed in 

sec. 5.4.5., emerge as well. 

To start with the analysis of the complexity of section 12(1)(10) KStG: 

The first moment requires finding out whether the payment is tax exempt at the level of the recipient.2739 

The exemption can either be personal, or apply on the income in question.2740 The latter is relevant for tax 

arbitrage with HFIs that relies on dividends being exempt in the residence state.2741 Thus, taxpayers and tax 

administrations need to understand what personal exemptions exist in another state.2742 Further, they must 

know if a qualification as dividend leads to an exemption, and if so, they must comprehend how the other 

state distinguishes debt from equity.2743 In this regard, section 12(1)(10) KStG is not much easier than BEPS 

Action 2.2744 Especially countries that do not have a comparably sophisticated dividend relief system in 

their own tax law, might have difficulties with assessing such a system of another state.2745 

The third moment is relevant for tax arbitrage transactions with HFIs that were not already covered by the 

first moment.2746 If the interest payment enjoys a special tax treatment that results in an effective tax rate 

below 10%, the deduction is denied.2747 This can include a partial exemption, or the application of a special 

                                                
2739 See sec. 6.3. under reference to: Section 12(1)(10)(c)(1) KStG: „[Zinsen oder Lizenzgebühren unterliegen bei der 

empfangenden Körperschaft] aufgrund einer persönlichen oder sachlichen Befreiung keiner Besteuerung oder“. 
2740 See in more detail, e.g. Marchgraber & Plansky, supra n. 2496, at paras. 163-169; Bieber & Lehner, supra n. 2496, at paras. 

197-201. 
2741 Compare, e.g. Marchgraber & Plansky, supra n. 2496, at para. 166; Bieber & Lehner, supra n. 2496, at para.201; Knapp & 

Six, supra n. 2629, at p. 34; Lachmayer, supra n. 2496, at para. 122/38. 
2742 Compare in this regard also the discussion in: Harris UN Proposal, supra n. 1, at sec. 3.2.2.1. Whilst made in the context of 

BEPS Action 2, these considerations are also applicable here. 
2743 Compare id. 
2744 See the discussion and references provided for in sec. 5.4.5. In both cases, the source state must assess a foreign dividend 

relief regime. As discussed below, the third moment is relevant in this context as well.  
2745 In the context of BEPS Action 2, but not less applicable here: Harris UN Proposal, supra n. 1, at sec. 3.2.2.1. 
2746 See sec. 6.3 under reference to: Section 12(1)(10)(c)(3) KStG: „[Zinsen oder Lizenzgebühren unterliegen bei der 

empfangenden Körperschaft] aufgrund einer auch dafür vorgesehenen Steuerermäßigung einer tatsächlichen Steuerbelastung 

von weniger als 10% oder“ 
2747 Compare Marchgraber & Plansky, supra n. 2496, at para. 184. 
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tax rate.2748 Consequently, an understanding of foreign tax regimes that provide for these results is required. 

To be sure, not only reductions targeting at interest and royalties are relevant. Rather, all tax reductions that 

apply also to interest and royalties have to be taken into account.2749 It is needless to say, that this can be 

highly complex.2750 To this end, it is not very different from what is demanded by BEPS Action 2.2751 

Neither is its application easier.  

The second moment requires finding out whether the nominal tax rate is below 10%.2752 Usually, this should 

be quite possible. Sometimes, it may be more difficult.2753 If different nominal tax rates exist in the recipient 

state, the one relevant for the interest payment has to be determined. Given a special nominal tax rate for 

interest payments is available, its applicability has to be tested.2754 Besides, it may be that the foreign tax 

rate is progressive.2755 If it starts above 10% it will not be a problem.2756 However, if it starts below 10% 

and ends above it, it remains unclear what to rely on.2757 One could think that the marginal tax rate is 

relevant. Yet, if the recipient has also other income it is hard to tell what the marginal tax rate on the interest 

income is.2758 One could also regard the average tax rate to be relevant. But this does not work either. In 

case the recipient is loss making, the average tax rate is 0%.2759 Besides, if the average tax rate was relevant 

here then it has also to be relevant in case the corporate tax rate is flat.2760 That would mean that also 

payments to loss making domestic entities would trigger the application of section 12(1)(10) KStG. 

Ultimately, also their average tax rate is 0%.2761 Sometimes looking at the nominal CIT rate alone does not 

suffice.2762 Also other regional or communal taxes must be considered.2763 This is, likewise, true for other 

                                                
2748 Compare id. 
2749 Which was clarified via Art. 3(3) AbgÄG 2014; see also the comments on the government bill: ErlRV 360 BlgNR 25. GP, 

14.; and further, e.g. Marchgraber & Plansky, supra n. 2496, at para. 177; S. Kanduth-Kristen & G. Kofler, Außensteuerliche 

Änderungen durch das 2. AbgÄG 2014, 68 ÖStZ 5, sec. 2.2. (2015).  
2750 Compare especially the discussion in: Marchgraber & Plansky, supra n. 2496, at paras. 176-187; Bieber & Lehner, supra n. 

2496, at paras. 208-217; Lachmayer, supra n. 2496, at para. 122/40. 
2751 See the discussion and references provided for in sec. 5.4.5. At the level of detail, some differences emerge. BEPS Action 2, 

for instance, does not apply if the reduced tax rate extends to all financial instruments. See already sec. 5.3.1.1. Section 12(1)(10) 

KStG does not appear to make such a distinction. Rather, already a tax rate applicable to (also) interest payments that is different 

from the normal tax rate should give rise to a tainted result. Compare in the latter context also: Marchgraber & Plansky, supra n. 

2496, at paras. 184. 
2752 See sec. 6.3 under reference to: Section 12(1)(10)(c)(2) KStG: „[Zinsen oder Lizenzgebühren unterliegen bei der 

empfangenden Körperschaft] einem Steuersatz von weniger als 10% oder“ 
2753 Compare, e.g. the discussion in Marchgraber & Plansky, supra n. 2496, at paras. 170-175; or Bieber & Lehner, supra n. 

2496, at paras. 202-207. 
2754 E.g. Bieber & Lehner, supra n. 2496, at para. 203. 
2755 Marchgraber & Plansky, supra n. 2496, at para. 172. 
2756 Id. 
2757 Id.  
2758 Id. 
2759 Id. 
2760 Id. 
2761 Id. 
2762 Compare, e.g. id., at para. 173; Bieber & Lehner, supra n. 2496, at para. 203; Lachmayer, supra n. 2496, at para. 122/39; 

BMF Körperschaftsteuerrichtlinien, supra n. 2638, at para. 1266bf. 
2763 Compare id. 
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additions to the CIT.2764 The precondition is that the tax is calculated as a percentage of the same tax base 

as the one relevant for the CIT.2765 Consequently, an understanding of other taxes, including rules 

concerning their tax base, becomes necessary as well. In addition, also final WHT has to be taken into 

account.2766 This can require the application of a tax treaty – including relevant anti-abuse rules.2767 

The fourth moment covers scenarios under which the tax burden of the receiving company is, in a first step, 

sufficient. However, because of refunds or credits being granted to the recipient or the shareholder, the 

effective tax rate falls below 10%.2768 As mentioned above, this was added to section 12(1)(10) KStG on a 

later point in time.2769 Therewith, the Austrian legislator primarily targeted the Maltese tax regime.2770,2771 

Yet, the law is, of course, written in a principled way. As such, tax authorities and taxpayers have to consider 

its application in other scenarios as well. Literature, for instance, discussed (and ultimately denied) the 

triggering of section 12(1)(10) KStG by the Estonian corporate tax system.2772 The specifics of other 

systems could raise similar questions. Answering them requires quite some knowledge about the respective 

foreign tax regime. 

More generally speaking, in order to be able to examine the presence of the above factors the relevant 

person to look at has to be known. The search for it will start at the level of the recipient of the interest 

payment. In this context it must, first, be found out whether it is beneficial owner of the income.2773 If it is 

not, then the inquiry has to continue at the level of the latter.2774 Secondly, it must be tested whether the 

recipient (and beneficial owner) is sufficiently related.2775 Thirdly, it is necessary to understand whether the 

                                                
2764 Compare id. 
2765 According to BMF Körperschaftsteuerrichtlinien, supra n. 2638, at para. 1266bf.  
2766 E.g. Kofler & Marschner, supra n. 1954, at p. 464; Lachmayer, supra n. 2496, at para. 122/39, or BMF 

Körperschaftsteuerrichtlinien, supra n. 2638, at para. 1266bf. As mentioned in sec. 6.4.2.1., Austria does generally not levy WHT 

on outgoing interest payments made to corporations. Yet, for states who do, this could be relevant. 
2767 On the administrability of the PPT, which is an important tax treaty anti-abuse rule, see the discussion and references 

provided for in sec. 7.4.5. 
2768 See sec. 6.3 under reference to: Section 12(1)(10)(c)(4) KStG: „[Zinsen oder Lizenzgebühren unterliegen bei der 

empfangenden Körperschaft] aufgrund einer Steuerrückerstattung einer Steuerbelastung von weniger als 10%, wobei auch eine 

Steuerrückerstattung an die Anteilsinhaber zu berücksichtigen ist.“ 
2769 See supra n. 2484. 
2770 See also the comments on the government bill in: ErlRV 360 BlgNR 25. GP, 14.; or, e.g. Mayr & Schilcher, supra n. 256, at 

p. 57; Binder, supra n. 2644, at p. 81. 
2771 It is worth mentioning that the reference to the taxation of the shareholder in the fourth moment gave rise to discussions in 

literature. According to: K. Hirschler, Ausgewählter Überblick über ertragsteuerliche Änderungen durch das 2. AbgÄG 2014, 67 

ÖStZ 22, p. 560 (2014), breaking through the principle of separation between corporations and shareholders as done in the fourth 

moment would require to take into account the tax consequences of the interest income at the shareholder level in assessing 

whether low taxation exists; agreeing: Kanduth-Kristen & Kofler, supra n. 2749, at p. 122; disagreeing: Mayr & Schilcher, supra 

n. 256, at p. 56, who state that the argumentum a contrario of the tax situation of the shareholder being relevant for the purposes 

of the other moments included in section 12(1)(10) KStG does not succeed. 
2772 See Marchgraber & Plansky, supra n. 2496, at para. 200. Generally speaking, the Estonian CIT regime defers the taxation of 

the income upon distribution. On the Estonian CIT system see the sources provided for in supra n. 195. 
2773 Compare the discussion and references provided for in sec. 6.3., and especially 6.4.3.1. 
2774 E.g. Marchgraber & Plansky, supra n. 2496, at para. 201; Bieber & Lehner, supra n. 2496, at para. 154; Mayr & Schilcher, 

supra n. 256, at p. 56. 
2775 See sec. 6.3. 
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payment is attributable to a PE of the receiver. If it is, a potential tax treaty existing between the residence 

state of the recipient and the PE state has to be applied. If the treaty exempts PE profits in the residence 

state, only the tax treatment in the PE state is relevant for determining whether low taxation in the sense of 

section 12(1)(10)(c) KStG exists.2776 If the treaty foresees the credit method, the taxation in the residence 

state (if higher) becomes relevant.2777 

If the formal recipient is transparent from an Austrian point of view, the person who is attributed the income 

under Austrian tax principles has to be found.2778 Thereby some difficult question can emerge. In fact, an 

investment fund can show characteristics typical for the beneficial owner of the income.2779 In absence of 

it being a tax subject, the application section 12(1)(10) KStG could, strictly speaking, fail.2780 Yet, this 

would be an unsystematical solution.2781 Rather, the characteristics of the persons holding an interest in the 

investment fund should be relevant.2782 Note that also a direct interest holder in the investment fund may 

not be the beneficial owner of the income paid under it. If it is not, the search has to go on. Once a 

sufficiently related domestic or foreign corporation meets the requirements, the presence of low taxation 

according to section 12(1)(10)(c) KStG has to be tested.2783 States considering the implementation of section 

12(1)(10) KStG should be able to deal with such questions. 

Furthermore, the Austrian tax authorities are, principally, willing to take into account the tax treatment of 

other persons in determining whether low taxation exits.2784 This is important to avoid some odd outcomes. 

If, for instance, the recipient is not taxed itself because the income is attributed to another person under a 

foreign group taxation regime, the taxation of the latter person is relevant.2785 Though not explicitly 

                                                
2776 E.g. G. Mayr et al., SWK-Spezial Körperschaftssteuer 2014/2015 pp. 166-167 (Linde 2014); Bieber & Lehner, supra n. 2496, 

at para. 191.  
2777 E.g. Id.; The method article does not seem relevant for the second moment. The latter is not fulfilled, if the interest payment 

is attributable to the PE of the receiver in a third state, in which it is subject to a nominal tax rate of more than 10%. The nominal 

tax rate of the receiver is not relevant in this setting. Compare: BMF Körperschaftsteuerrichtlinien, supra n. 2638, at para. 

1266bh. 
2778 See in more detail, e.g. Rzepa, supra n. 2636. See also the brief discussion and references provided for in sec. 6.4.2.2. 
2779 Blum & Pinetz Investmentfondsbesteuerung und Abzugsverbot, supra n. 2637, at p. 327; J. Mühlehner, Vor §§ 186-188 Das 

Investmentgeschäft, in Kommentar zum Investmentfondgesetz 2nd ed. para. 45 (H. Macher et al. eds., Bank Verlag 2013); OECD 

CIV Report, supra n. 2779, at para. 35; Schuch & Willvonseder, supra n. 982, at p. 153; for a more detailed discussion see, e.g. 

B. da Silva, Granting Tax Treaty Benefits to Collective Investment Vehicles: A Review of the OECD Report and the 2010 

Amendments to the Model Tax Convention, 39 Intertax 4, sec. 5.4. (2011).  
2780 Blum & Pinetz Investmentfondsbesteuerung und Abzugsverbot, supra n. 2637, at p. 327. This would come as 12(1)(10) 

KStG only applies with respect to corporations that beneficially own the income. If the AIF is the beneficial owner, and if it is 

not a corporation, one could interpret section 12(1)(10) KStG as not being applicable.  
2781 Id. 
2782 Compare, e.g. id.; or: Rzepa, supra n. 2636, at pp. 617-618. 
2783 Compare, in essence, e.g. Rzepa, supra n. 2636, at pp. 617-618; and see BMF Körperschaftsteuerrichtlinien, supra n. 2638, at 

paras. 1266bd. 
2784 So apparently in: BMF Körperschaftsteuerrichtlinien, supra n. 2638, at paras. 1266bc, 1266bd; See already the discussion and 

references provided for in sec. 6.4.4.2. 
2785 BMF Körperschaftsteuerrichtlinien, supra n. 2638, at paras. 1266bc. 
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mentioned, this will also extent to the application of CFC regimes in third states.2786 In case the recipient is 

transparent from an Austrian, but intransparent from a foreign perspective, the taxation at the (foreign) 

company level, as well as the taxation of distributions to share (or interest) holders will be taken into 

account.2787 Literature welcomed that tax authorities expressed this teleologically convincing view.2788 

Ultimately, the wording of the law could also cover a different outcome.2789 Again, countries that consider 

the implementation of a rule like section 12(1)(10) KStG must be aware that this promotion of equity comes 

at the cost of a stark increase in complexity.  

In a similar setting, also other difficult questions can emerge. Coming back to the discussion on the 

beneficial owner – assume that the recipient does not qualify as such, but is still taxed on the income. Does 

this have to be taken into account in determining whether beneficial owner is low taxed?2790 Arguably no, 

because the examination of section 12(1)(10) KStG starts at the level of the beneficial owner. Everything 

before that has to be disregarded.2791 On the other hand, the beneficial ownership concept was included into 

section 12(1)(10) KStG because it should prevent its circumvention. Thus, the taxation in the hands of the 

formal owner should be considered as well.2792 Yet, it cannot be ruled out that this opens up undesirable tax 

planning opportunities.2793 Consider, for instance, that contrary to the source state, the foreign country 

attributes the income to a related company under its tax principles. Assume now that at the level of this 

company, none of the low tax criteria is fulfilled. If that switched off the application of section 12(1)(10) 

KStG, the latter provision seems to lose even its smallest protection against importing tainted outcomes.2794 

In fact, the formal owner could erode its tax base through deductible payments to another group company 

subject to low taxation. The beneficial owner from the perspective of the source state2795 could then, 

however, invoke that the taxation of the formal recipient was already enough for section 12(1)(10) KStG 

not be fulfilled.2796 

                                                
2786 E.g. Lachmayer, supra n. 2496, at para. 122/38; Dziurdź & Marchgraber, supra n. 2577, at pp. 382-383; Marchgraber & 

Plansky, supra n. 2496, at para. 196. 
2787 BMF Körperschaftsteuerrichtlinien, supra n. 2638, at paras. 1266bd. 
2788 E.g. Marchgraber & Plansky, supra n. 2496, at para. 196. 
2789 Id. 
2790 To be clear, this means the beneficial owner under the view of the state that implemented section 12(1)(10) KStG. 
2791 In this direction: Dziurdź & Marchgraber, supra n. 2577, at p. 385. This also seems to be the view of the Austrian tax 

authorities. Compare: BMF Körperschaftsteuerrichtlinien, supra n. 2638, at paras. 1266am, 1266ap, 1266aq. 
2792 Compare: Marchgraber & Plansky, supra n. 2496, at para. 207. When there is, overall, sufficient taxation, a circumvention of 

the rule cannot have occurred.  
2793 Compare the discussion in Dziurdź & Marchgraber, supra n. 2577, at p. 385.  
2794 Which is to require the recipient making deductible payments to no/low taxed payees to be at least the beneficial owner of the 

interest income paid to it. That makes necessary the search for a state in which these outcomes are possible. Further, it requires 

that the recipient has enough economic substance. This incurs costs that might – sometimes – make setting up the structure less 

attractive.  
2795 So the state implementing a rule like section 12(1)(10) KStG. 
2796 Compare for the logic underlying this argument: Dziurdź & Marchgraber, supra n. 2577, at p. 385. As mentioned, section 

12(1)(10) KStG does not take into account deductible payments made by the recipient of the income. See the discussion and 

references provided for in sec. 6.4.3.1. 
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At the same time, if section 12(1)(10) KStG ignores the taxation of the formal owner, the outcome could 

be odd under other fact patterns. Assume, for instance, that the base eroding payments were subject to a 

final WHT of 10%. Accepting this, as well as a taxation on entity level, in the context of hybrid entities 

could make necessary to accept it also here. Not least is the importing of tainted tax outcomes generally 

hard to combat via section 12(1)(10) KStG. After all, it remains that the beneficial ownership requirement 

included in it only constitutes a very weak protection. It merely makes the importing of no/low taxed 

outcomes slightly more burdensome – but does not deny it.2797 Against this background, a state could also 

take into account the taxation of the formal owner. Tackling the importing of low tax results can, from the 

outset, stay the primary task of the backup rules – no matter what the taxpayers´ strategies rely on.   

Implementing states also have to find a way to deal with situations in which the nominal, but not the 

effective, tax rate is below 10%.2798 The Austrian tax authorities seem to apply section 12(1)(10) KStG in 

this regard. Literature, at least, demands the opposite.2799 States who want to address these concerns will 

have to comprehend the foreign law that gave rise to this result. 

The above also demonstrated the qualitative information requirements. Their obtainment should be 

elaborated upon next. Before entering into the discussion recall that section 12(1)(10) KStG applies with 

respect to entities which are directly or indirectly part of the same group or directly or indirectly controlled 

by the same shareholder.2800 Structured arrangements are not in the scope of section 12(1)(10) KStG. 

Therefore, taxpayers will typically not be obliged to obtain information from third parties.2801  

Furthermore, the person to obtain information from is usually the direct counterparty. If this is not the 

beneficial owner of the income it is different. Here, the information concerning the latter has to be obtained. 

This can be difficult for the taxpayer, if it did not know from the outset that the counterparty is not the 

beneficial owner. Yet, given the intra-group context it will not go too far to demand from it to make sure 

that it obtains the relevant information. Especially in the context of payments to related parties with no, or 

very little, economic substance, the taxpayer should be able to suspect that someone else might beneficially 

own the income.2802  

The obtainment of information can be more difficult in the context of transparent entities. Here, the taxpayer 

will be required to find out the treatment of persons having an interest in the transparent entity.2803 

                                                
2797 Compare also supra n. 2794.  
2798 See the discussion and further references provided for in sec. 6.4.2.2. 
2799 See the sources provided for in supra n. 2644. 
2800 See sec. 6.3. 
2801 But see the example provided for below. 
2802 Which is one indicator listed by: BMF Körperschaftsteuerrichtlinien, supra n. 2638, at paras. 1266as. Other indicators are the 

contractual obligation to pass on the payments, the refinancing of intra-group debt almost completely with debt, or, concerning 

third parties, the missing default risk. 
2803 See already, e.g. supra n. 2778.  
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Therefore, not the legal owner is relevant, but someone else. However, this person will always be a related 

party. Otherwise, section 12(1)(10) KStG does not apply. Thus, it has to be determined if someone having 

an interest in the partnership is sufficiently related to the payer. Notably, this is different to what can be 

demanded by BEPS Action 2. Under the “acting together test” the participation of the transparent entity in 

the payer company could bring all partners within the scope of the related party rule – regardless of how 

substantial their interest in the transparent entity is.2804 This could require obtaining information from a non-

related party. 

Yet, the receiving transparent entity can also be treated as intransparent in the other jurisdiction. As 

mentioned above, the tax treatment of such hybrid entities is taken into account when applying section 

12(1)(10) KStG.2805 It is not necessary for this entity to be a related party.2806 For the application of section 

12(1)(10) KStG, the relevant persons, however, remain the ones who are attributed the income under 

Austrian income attribution principles. If no one is related, the provision does not apply. However, if a 

person is related, the information of a potentially non-related party (i.e. the hybrid entity) is needed as well. 

This is because the tax treatment of the hybrid entity plays a role in determining the presence low taxation 

at the level of the (related) person who is attributed the income under the Austrian tax principles.2807 Some 

of the relevant information, i.e. WHT on distributions from the hybrid entity, can be obtained directly from 

the related party. Others, namely the taxation of the hybrid entity itself, will require its cooperation. Given 

the payer has a direct contractual relationship with the payee such information should be quite obtainable. 

If separate transparent entities are interposed in between, it may be harder – but still not impossible. 

Consider burden of proof requirements next. Other than BEPS Action 2,2808 section 12(1)(10) KStG does 

not contain its own burden of proof rules. As such, the general Austrian principles are relevant.2809 Under 

them, the tax authority has the primary duty to investigate all relevant facts for levying taxes.2810 Thus, they 

                                                
2804 See OECD Action 2, supra n. 13, at Recommendation 11.3(d) for the “acting together test”. See further id., at paras. 369-378. 

This requires the ownership or control of the shares to be managed by the partnership. See Example 11.2, at para. 6. See further 

Example 11.5. in id., at pp. 453-454. 
2805 Their distributions are taken into account as well. See already supra n. 2787-2788.  
2806 Conceivably this can happen in the context of investment funds. It may, for instance, be that a company owns, say, 100% of 

the shares in company X Co., and, say, 1% in an investment fund. If the latter provides a loan to X Co., then section 12(1)(10) 

KStG could apply if all other conditions are fulfilled. The consequence would be a partial denial of the deduction. Compare: 

Rzepa, supra n. 2636; or: BMF Körperschaftsteuerrichtlinien, supra n. 2638, at paras. 1266av. 
2807 Generally on the application of section 12(1)(10) KStG on transparent entities, compare, e.g. supra n. 2778. 
2808 See with further references: Mechtler, supra n. 145, at p. 352. Compare also the remarks in supra n. 2222 and the discussion 

and references provided for in sec. 5.4.5. 
2809 In the context of legislative action against tax arbitrage, see in more detail: Mechtler, supra n. 145, at pp. 352-357; More 

generally see, e.g. C. Ritz, § 115, in BAO 6th ed. (C. Ritz ed., Linde 2017) [hereinafter Ritz § 115]; M. Unger, § 115 BAO, in 

BAO Handbuch (F. Althuber, M. Tanzer & P. Unger eds., Lexis Nexis 2015); J. Heinrich, Austria, in The Burden of Proof in Tax 

Law sec. 1.1. (G. Meussen ed., IBFD 2013). 
2810 The relevant sec. 115(1) BAO (amended 2018) 1. sentence reads: „Die Abgabenbehörden haben die abgabepflichtigen Fälle 

zu erforschen und von Amts wegen die tatsächlichen und rechtlichen Verhältnisse zu ermitteln die für die Abgabepflicht und die 

Erhebung der Abgaben wesentlich sind.“  
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bear the general burden of proof.2811 However, in cross border cases, the taxpayer is subject to an elevated 

cooperation duty.2812 A violation of it does not take away the tax authorities´ task to find out the material 

truth.2813 Yet, if the taxpayer refuses to cooperate, this will have an influence in this investigation.2814  

It seems that this is quite in line with international practice. Generally speaking, tax authorities often have 

to prove the existence of facts that increase the tax liability.2815 On the contrary, taxpayers carry the burden 

of proof regarding facts that decrease the tax liability.2816 In the context of abuse-prone transactions, the 

requirements imposed on the taxpayer are often intensified.2817 Even though it may remain the duty of tax 

authorities to ex officio investigate the relevant facts, their obligations are narrowed down under such 

circumstances.2818  

That being said, the four moments of section 12(1)(10) KStG should be briefly discussed in the light of the 

above elaborations. What concerns the first moment there is little to add. Sometimes the information needs 

to be obtained from someone else than the recipient of the payment. Next to the transparent entity cases 

discussed above, this can result from group taxation or CFC regimes leading to a taxation at the level of 

another person. Given the nature of these systems, the person the information will have to be obtained from 

will typically be a related party as well. It seems justified to demand from the taxpayer to establish that the 

interest has been taxed at the level of someone else.  

In the context of the second moment, challenges may emerge if a state decides not to apply a rule like 

section 12(1)(10) KStG in case the nominal, but not the effective, tax rate is below 10%. Here the “comfort” 

of being able to rely on the nominal tax rate will be lost. Yet, again, it should not be a problem to demand 

from the taxpayer to establish that these circumstances were given.  

                                                
2811 E.g. Heinrich, supra n. 2809, at p. 1. See in more detail and with further references, e.g. Ritz § 115, supra n. 2809, at paras. 4-

9; Mechtler, supra n. 145, at p. 352.  
2812 The relevant sec. 115(1) BAO (amended 2018) 2. sentence reads: “Diese Verpflichtung wird durch eine erhöhte 

Mitwirkungspflicht des Abgabepflichtigen, wie beispielsweise bei Auslandssachverhalten, eingeschränkt“; For a more detailed 

discussion – in the context of BEPS Action 2 – see Mechtler, supra n. 145, at pp. 353-357; See further: Ritz § 115, supra n. 2809, 

paras. 10-13c; C. Urtz, Neueste Entwicklungen bei der erhöhten Mitwirkungspflicht, in Praxis des Internationalen Steuerrechts – 

FS Loukota (M. Lang & H. Jirousek eds., Linde 2005). 
2813 Compare, e.g. Mechtler, supra n. 145, at p. 355 and FN 1972; or Ritz § 115, supra n. 2809, para. 13; including his reference 

to: AT: VwGH [Supreme Administrative Court] 23 Feb. 1994, 92/15/0159.  
2814 See, e.g. Mechtler, supra n. 145, at p. 355 and FN 1972, and his references to: AT: VwGH [Supreme Administrative Court] 

22 Apr. 2009, 2004/14/0144; referring to: AT: VwGH [Supreme Administrative Court] 30 May 2001, 99/13/0024; AT: VwGH 

[Supreme Administrative Court] 27 Nov 2001, 97/14/0011. 
2815 B. Leidhammar, National Concepts, in The Burden of Proof in Tax Law sec. 1.1. (G. Meussen ed., IBFD 2013).  
2816 Id.  
2817 See Drüen & Drissen, supra n. 2222, at sec. 2.2.2. who state: “The intensification of the burden of proof to the disadvantage 

of the taxpayer becomes especially evident with regard to transactions connected to tax havens or uncooperative states. It 

illustrates that any deficiencies on part of the tax administration to properly investigate often lead to the presumption of tax 

abuse resulting in a shift of the burden of proof to the taxpayer.” 
2818 Id.  
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Ultimately, both of these solutions are in line with the principles mentioned above. At least formally, the 

first or the second moment are fulfilled in both cases. As such, the tax liability increases. Therefore, it 

should be up to the taxpayer to demonstrate the facts that will decrease it again.  

This is also the logic the Austrian tax authorities apply in the context of the third moment of section 

12(1)(10) KStG.2819 In a first step, they assume that the third moment is met, provided generally applicable 

foreign law indicates that this is the case.2820 If, for instance, an Austrian company makes a deductible 

payment to another Austrian company that is attributable to the PE of the latter in a third state and exempt 

in Austria under the tax treaty, and if it is known that (i) the tax rate in the third state is 20% and (ii) PEs in 

that state are entitled to deduct fictitious refinancing costs of 10/11 of the interest income, then the tax 

authorities will assume the effective tax rate to be 1,82%.2821 As a result, section 12(1)(10) KStG is on the 

verge of applying. In a second step, the taxpayer can provide for the counterproof and show that the effective 

taxation has been above 10%. Here the Austrian tax authorities require it to demonstrate the correct foreign 

tax law treatment of the transaction in the hands of the receiver.2822 Further, it has to provide the tax authority 

with the tax return and the tax assessment, as well as a calculation of the effective tax rate.2823  

The Austrian tax authorities regard this to be covered by the elevated cooperation duties present in cross-

border cases.2824 Whether this practice is fully in line with Austrian law is not completely sure. As 

mentioned, the violation of the cooperation duties do not automatically solve the issue in favour of the tax 

administration.2825 Contrary to what was discussed with respect to the first and second moment, the third 

moment is, strictly speaking, not formally fulfilled. As a result, the requirement for the taxpayer to rebut 

may be smaller. However, it would be odd if section 12(1)(10) KStG remained unapplied just because the 

taxpayer refuses to deliver the information. This is especially true if generally applicable law indicates that 

the third moment is, most likely, fulfilled.  

The tax refunds addressed by the fourth moment will typically be granted upon distribution of the 

income.2826 That can give rise to difficult attribution questions.2827 The Austrian legislator intended solved 

them by deeming that tax refunds granted upon distribution have to be primarily linked to interest and 

                                                
2819 See BMF Körperschaftsteuerrichtlinien, supra n. 2638, at para. 1266bl; Besides, see already the discussion and references 

provided for in sec. 6.4.2.2., where the seemingly missing willingness of the Austrian tax authorities to apply this understanding 

in the context of the second moment was perceived critically from a horizontal equity perspective. 
2820 BMF Körperschaftsteuerrichtlinien, supra n. 2638, at para. 1266bl. 
2821 Example 2, provided for in id. This obviously refers to the Swiss PE structures. See also Kofler & Marschner, supra n. 1954, 

at p. 464, according to whom this “typical” scheme should disappear as a result of section 12(1)(10) KStG. 
2822 BMF Körperschaftsteuerrichtlinien, supra n. 2638, at para. 1266bl. 
2823 Id. 
2824 Id. 
2825 See the discussion above and especially the sources provided for in supra n. 2812-2814.  
2826 E.g. Mayr & Schilcher, supra n. 256, at p. 57. 
2827 See in more detail, e.g. Marchgraber & Plansky, supra n. 2496, at para. 199. 
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royalty payments.2828 Whether the law really provides for this simplification is not sure.2829 If it does not, 

then the share of the deductible interest payment included in the distributed income giving rise to the refund 

may have to be calculated.2830 That could be straightforward if the receiving corporation is – for whatever 

reasons – not allowed to distribute the interest income.2831 Yet, in many other cases, it will not be possible 

to say what income the distribution consisted out of.2832 Practically, states considering the implementation 

of sec. 12(1) No 10 KStG do not seem to have much options in this context. At least in a first step it will 

have to be assumed that the refund is sufficiently connected to the interest payment. It is then conceivable 

to allow the taxpayer to establish the contrary. But this will hardly succeed.  

Furthermore, the refunds will occur at a later point in time than the interest payment itself was made.2833 

Under section 12(1)(10) KStG the abstract possibility of such refund being granted in the future is enough 

for the deduction being denied in the year of payment.2834 This logic also applies for tax reductions covered 

by the third moment.2835 The law, hence, assumes that the taxpayer will make use of relevant 

possibilities.2836 Given the refund is not granted within nine years after the interest payment, the taxpayer 

can retrospectively claim the interest deduction.2837 At least in theory, it appears conceivable to allow the 

taxpayer the counterproof. If, to stay in the above example, the receiving corporation is really not allowed 

to distribute the interest payment within the next nine years, then any refund is not attached to it either. 

Whether this would be workable in practice is a different question. As a general alternative countries could 

also consider the retrospective denial of interest deduction, once the tainted refund was provided. Whether 

this is practical is, however, not sure either.  

Bottom line, section 12(1)(10) KStG is a complex rule. Countries considering the implementation of it 

should not underestimate its demands. After all, the application of a linking rule is based on foreign law. 

Especially if the tax reduction is caused by the application of some special foreign tax regime – one cannot 

help, but to sufficiently understand this. Furthermore, the application of the rule depends on foreign 

information. Obtaining it may frequently be more difficult than it sounds. 

                                                
2828 See the comments on the government bill in: ErlRV 360 BlgNR 25. GP, 14; and compare the discussion in, e.g. Marchgraber 

& Plansky, supra n. 2496, at para. 199; Mayr & Schilcher, supra n. 256, at p. 57; or Lachmayer, supra n. 2496, at para. 122/40-2. 
2829 Compare Marchgraber & Plansky, supra n. 2496, at para. 199; Bieber & Lehner, supra n. 2496, at para. 124. 
2830 Compare Bieber & Lehner, supra n. 2496, at para. 124. 
2831 Compare Marchgraber & Plansky, supra n. 2496, at para. 199. 
2832 Compare, e.g. id. 
2833 E.g. Lachmayer, supra n. 2496, at para. 122/40-2; Marchgraber & Plansky, supra n. 2496, at para. 197; Bieber & Lehner, 

supra n. 2496, at para. 122; Mayr & Schilcher, supra n. 256, at p. 57. 
2834 Compare id., and see sec. 6.3. 
2835 See sec. 6.3.; as well as, e.g. Lachmayer, supra n. 2496, at para. 122/40-2; Marchgraber & Plansky, supra n. 2496, at para. 

197; Bieber & Lehner, supra n. 2496, at para. 122; Mayr & Schilcher, supra n. 256, at p. 57. 
2836 Schlager 2. AbgÄG, supra n. 2526, p. 358. 
2837 Lachmayer, supra n. 2496, at para. 122/40-2; Marchgraber & Plansky, supra n. 2496, at para. 198; Bieber & Lehner, supra n. 

2496, at para. 122; Mayr & Schilcher, supra n. 256, at p. 57. 
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6.5 Legal dogmatic analysis 

6.5.1. Introductory remarks 

This section will analyse section 12(1)(10) KStG from a legal dogmatic perspective. This will focus on EU 

law (sec. 6.5.2.) and tax treaty law (sec. 6.5.3). The conceptual similarity of section 12(1)(10) KStG with 

the primary response included in the Hybrid Financial Instruments Rule allows shortening the discussion. 

A repetition of what has been said in sec. 5.5. should – to the greatest possible extent – be a avoided.  

From the perspective of EU law, the practically most relevant question concerns the ability of an EU 

Member State to rely on a rule like section 12(1)(10) KStG in implementing article 9(2) in connection with 

article 2(9)(1)(a) ATAD (2016/1164). This will – with some qualifications – be answered in the affirmative. 

Therefore, an analysis of section 12(1)(10) KStG from the perspective of primary EU law becomes 

necessary. In doing so, only the most relevant difference between the Hybrid Financial Instruments Rule as 

included in BEPS Action 2 and section 12(1)(10) KStG will be focused. This is the denial of the deduction 

based on low taxation in general, instead of only upon a missing inclusion into the ordinary income due to 

a qualification conflict.  

Differences in the personal scope of section 12(1)(10) KStG, the Hybrid Financial Instruments Rule and 

the ATAD (2016/1164) will not be discussed.2838 The latter is, simply, decisive.2839 Neither is there a need 

to shed light on section 12(1)(10) KStG from the perspective of the Interest and Royalty Directive 

(2003/49). In Scheuten Solar (C-397/09)2840 the ECJ underlined that the directive only deals with the 

                                                
2838 In this thesis, section 12(1)(10) KStG is only used as an example for a certain type of linking rule, i.e. such that denies the 

deductibility of a payment in case it is subject to no/low taxation at the level of the receiver. See already sec. 6.1. The author does 

not think that a reader of this thesis would benefit from a technical investigation regarding how Austria would have to adapt the 

personal scope of section 12(1)(10) KStG, if it wanted to implement Art. 9(2) in connection with Art. 2(9)(1)(a) ATAD 

(2016/1164) with it. Those interested in this question are referred to: Mechtler, supra n. 145, at pp. 533-536; as well as Spindler-

Simader & Wöhrer, supra n. 2601, at ch. 6. 
2839 See Art. 9(2) in connection with Art. 2(9)(1)(a) in connection with Art. 2(9)(2)(c) ATAD (2016/1164), according to which “a 

mismatch outcome shall not be treated as a hybrid mismatch unless it arises between associated enterprises, between a taxpayer 

and an associated enterprise, between the head office and permanent establishment, between two or more permanent 

establishments of the same entity or under a structured arrangement”; In Art. 2(4)(1)(a) ATAD (2016/1164) an associated 

enterprise is defined as: “an entity in which the taxpayer holds directly or indirectly a participation in terms of voting rights or 

capital ownership of 25 percent or more or is entitled to receive 25 percent or more of the profits of that entity.” and in leg cit lit 

b) as: “an individual or entity which holds directly or indirectly a participation in terms of voting rights or capital ownership in a 

taxpayer of 25 percent or more or is entitled to receive 25 percent or more of the profits of the taxpayer;” adding further in Art. 

2(4)(2) ATAD (2016/1164) that: “If an individual or entity holds directly or indirectly a participation of 25 percent or more in a 

taxpayer and one or more entities, all the entities concerned, including the taxpayer, shall also be regarded as associated 

enterprises.” See also the specification in Art. 2(4)(3) ATAD (2016/1164) stating in lit b) “a person who acts together with 

another person in respect of the voting rights or capital ownership of an entity shall be treated as holding a participation in all of 

the voting rights or capital ownership of that entity that are held by the other person;” and in lit c) “an associated enterprise also 

means an entity that is part of the same consolidated group for financial accounting purposes as the taxpayer, an enterprise in 

which the taxpayer has a significant influence in the management or an enterprise that has a significant influence in the 

management of the taxpayer.”. see in more detail, e.g. the discussion in Mechtler, supra n. 145, at pp. 452-453; or Helminen EU 

Tax Law 2017, supra n. 314, at sec. 3.4.7. 
2840 DE: ECJ, 21 July 2011, Case C-397/09, Scheuten Solar Technology GmbH v. Finanzamt Gelsenkirchen-Süd, ECJ Case Law 

IBFD. 
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position of the creditor.2841 A rule like section 12(1)(10) KStG deals with the debtor. Thus, it cannot be 

against that directive.2842 Also the relationship with article 4(1)(a) of the Parent Subsidiary Directive 

(2011/96) should be clear. A state that uses a rule like section 12(1)(10) KStG to implement article 9(2) in 

connection with article 2(9)(1)(a) ATAD (2016/1164) will stick to the hierarchy incorporated into it the 

latter.2843 Thus, article 4(1)(a) of the Parent Subsidiary Directive (2011/96) will apply first. Outside an EU 

context, Member States could, if they want, foresee a different consequence. That would, however, trigger 

its own problems.2844 

6.5.2. Compatibility of Section 12(1)(10) KStG with EU law 

6.5.2.1. Does Section 12(1)(10) KStG implement Article 9(2) in connection with Article 2(9)(1)(a) ATAD 

(2016/1164)? 

EU Member States have to implement into their domestic tax systems rules that apply under the same 

circumstances and lead the same legal consequences as foreseen in the ATAD (2016/1164).2845 According 

to article 3 ATAD (2016/1164) the “Directive shall not preclude the application of domestic or agreement-

based provisions aimed at safeguarding a higher level of protection for domestic corporate tax bases.” 

Therefore, Member States can go beyond what is demanded in the directive.2846  

Article 9(2) of the ATAD (2016/1164) reads:  

“To the extent that a hybrid mismatch results in a deduction without inclusion: (a) the deduction shall be 

denied in the Member State that is the payer jurisdiction; and (b) where the deduction is not denied in the 

                                                
2841 Id, at para. 28: “Article 1(1) of Directive 2003/49, read in the light of recitals 2 to 4 in the preamble to the directive, aims to 

avoid legal double taxation of cross-border payments of interest by prohibiting the taxation of interest in the source Member 

State to the detriment of the actual beneficial owner. That provision thus concerns solely the tax position of the interest creditor.” 

Compare further id., at paras. 29-36. 
2842 E.g. R. Jerabek & N. Neubauer, Unionsrechtskonformität des § 12 Abs 1 Z 10 KStG?, 24 SWI 8, pp. 371-372 (2014); Peyerl 

Abzugsverbot, supra n. 2632, at p. 226; Marchgraber & Plansky, supra n. 2496, at para. 214; Mechtler, supra n. 145, at pp. 211-

212; for a different view see Wimpissinger, supra n. 1954, at pp. 226-227; Note that even if it violated the interest and royalty 

directive (2003/49), this would still not mean that it would violate secondary EU law. Ultimately, the ATAD (2016/1164) itself 

constitutes secondary EU law, which is why it cannot “breach” other secondary EU law. To be sure, to the extent section 

12(1)(10) KStG goes beyond what is required in the ATAD (2016/1164), one could argue that it is not anymore “covered” by 

secondary EU law. Hence, it could come into conflict with such. This argument would, however, strongly be weakened by Art. 3 

ATAD (2016/1164), according to which the ATAD (2016/1164) only provides for a minimum level of protection. Member States 

can, as so foreseen in secondary EU law, exceed that. As discussed below, section 12(1)(10) KStG may well be regarded as being 

such a provision that is legitimated by Art. 3 ATAD (2016/1164). 
2843 See already the discussion and references provided for in sec. 5.5.1. 
2844 Compare already the discussion in sec. 6.4.3.1; see further, e.g. Mechtler, supra n. 145, at p. 552. 
2845 See Art. 288 TFEU stating: “A directive shall be binding, as to the result to be achieved, upon each Member State to which it 

is addressed, but shall leave to the national authorities the choice of form and methods”. See for this and a more detailed 

discussion in the relevant context of Art. 9 ATAD (2016/64): Mechtler, supra n. 145, at p. 525. On the “effet utile” in 

implementing EU directives, see briefly id., or: Borchardt, supra n. 1431, at para. 405; More generally on secondary EU law in 

direct taxation see, e.g. Helminen EU Tax Law 2017, supra n. 314, at sec. 1.4. 
2846 See for a discussion on the de minimis character of the ATAD (2016/1164) at the time it was still a proposal: A.P. Dourado, 

The EU Anti Tax Avoidance Package: Moving Ahead of BEPS?, 44 Intertax 6/7, sec. 2.2. (2016).  
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payer jurisdiction, the amount of the payment that would otherwise give rise to a mismatch outcome shall 

be included in income in the Member State that is the payee jurisdiction.” 

Thereby, “deduction without inclusion” means:2847 

“the deduction of a payment or deemed payment between the head office and permanent establishment or 

between two or more permanent establishments in any jurisdiction in which that payment or deemed 

payment is treated as made (payer jurisdiction) without a corresponding inclusion for tax purposes of that 

payment or deemed payment in the payee jurisdiction. The payee jurisdiction is any jurisdiction where that 

payment or deemed payment is received, or is treated as being received under the laws of any other 

jurisdiction;” 

Whereby: “deduction” means:2848 

“the amount that is treated as deductible from the taxable income under the laws of the payer or investor 

jurisdiction. The term “deductible” shall be construed accordingly;” 

“Inclusion” means:2849 

“the amount that is taken into account in the taxable income under the laws of the payee jurisdiction. A 

payment under a financial instrument shall not be treated as included to the extent that the payment 

qualifies for any tax relief solely due to the way that payment is characterised under the laws of the payee 

jurisdiction. The term “included” shall be construed accordingly;” 

And “tax relief” means:2850 

“a tax exemption, reduction in the tax rate or any tax credit or refund (other than a credit for taxes withheld 

at source);” 

As a result, and given the goal of the ATAD 2 (2017/952) “to provide for rules consistent with and no less 

effective” than BEPS Action 2,2851 it is fair to assume that the presence of a D/NI outcome as defined for 

the purposes of the Hybrid Financial Instruments Rule will also trigger article 9(2) ATAD (2016/1164).2852 

In other words, within their personal scope of application2853 these two rules, generally speaking, apply onto 

                                                
2847 Art. 2 (9)(3)(c) ATAD (2016/1164). 
2848 Art. 2 (9)(3)(d) ATAD (2016/1164). 
2849 Art. 2 (9)(3)(e) ATAD (2016/1164). 
2850 Art. 2 (9)(3)(f) ATAD (2016/1164). 
2851 See, again, recital 5 ATAD 2 (2017/952). 
2852 See also Mechtler, supra n. 145, at pp. 448-449.  
2853 See supra n. 2839 with respect to the ATAD and sec. 5.3.1.1. with respect to the Hybrid Financial Instruments Rule of BEPS 

Action 2.  
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the same transactions. Some deviations exist2854 and more are likely to come.2855 Yet, it seems clear that the 

domestic legislation implementing article 9(2) ATAD (2016/1164) may not go below what is included in 

BEPS Action 2. Based on article 3 ATAD (2016/1164) it may, however, go beyond it. 

Section 12(1)(10) KStG applies in case the recipient is subject to no/low taxation. As described in sec. 6.3, 

the deduction becomes denied if the recipient is: (i) tax exempt, (ii) subject to a nominal tax rate of below 

10% (iii) subject to an effective tax rate of below 10%, as a result of a tax reduction applicable, inter alia, 

to interest and royalty payments, or (iv) subject to an effective tax rate of below 10%, as a result of being 

granted refunds or credits, in case of which refunds and credits granted to the shareholder must be taken 

into account as well.2856 

Obviously, the events triggering the two provisions are different. Yet, if the latter2857 covers the former,2858 

this does – as mentioned above – not hinder the former to be implemented through the latter. In this respect, 

parts of literature, indeed, seem to argue that way.2859 It was underlined that the four events included in 

section 12(1)(10)(c) KStG go beyond the D/NI results to be combatted pursuant to article 9(2) in connection 

with article 2(9)(1)(a) ATAD (2016/64).2860 From a practical point of view, this is correct. Section 12(1)(10) 

KStG covers not only no/low taxation resulting from qualification conflicts, but also such resulting from 

the status of the taxpayer.2861 However, from a strictly legal point of view, it is wrong. After all, section 

12(1)(10) KStG applies only if the taxation is below 10%. Above this, the provision is never triggered. On 

the other hand, article 9(2) in connection with article 2(9)(1)(a) ATAD (2016/1164) can apply under such 

circumstances. If, for instance, a qualification conflict results in a taxation at the special tax rate of 11%, 

instead of at the ordinary tax rate of 25%,2862 this will be covered by the ATAD (2016/1164). Therefore, it 

must be concluded that section 12(1)(10) KStG does not go beyond article 9(2) in connection with article 

2(9)(1)(a) ATAD (2016/64).2863 This speaks against it being usable for implementing the demands of the 

                                                
2854 See already the discussion and references provided for in sec. 5.4.5. and see supra n. 2855.  
2855 See, again, recital 28 ATAD 2 (2017/952) saying: “In implementing this Directive, Member States should use the applicable 

explanations and examples in the OECD BEPS report on Action 2 as a source of illustration or interpretation to the extent that 

they are consistent with the provisions of this Directive and with Union law.” (emphasis added). Once such a difference exists, 

there will also be a difference between the implementing legislation of the ATAD (2016/1164) and BEPS Action 2.  
2856 See sec. 6.3. 
2857 So: section 12(1)(10) KStG 
2858 So: Art. 9(2) in connection with Art 2(9)(1)(a) ATAD (2016/1164). 
2859 See Mechtler, supra n. 145, at pp. 534-535, who, notably, identifies necessary adaptions elsewhere. They include, most 

importantly, the missing reference to structured arrangements in the context of section 12(1)(10) KStG.  
2860 See id., at p. 534: „Zudem geht § 12 Abs 1 Z 10 KStG auch mit den in lit c leg cit erfassten Fällen der bloßen 

Niedrigbesteuerung des Empfängers und dem Fehlen eines tatbestandlich geforderten Qualifikationskonflikts über die nach Art 9 

Abs 2 iVm Art 2 Abs 9 Anti-Tax Avoidance-RL zwingend zu beseitigenden D/NI Ergebnisse hinaus“ (emphasis in the original). 
2861 See sec. 6.3. 
2862 Which is limited to situations in which the 11% tax is not generally applicable to financial instruments. See already sec. 

5.3.1.1.  
2863 See also Spindler-Simader & Wöhrer, supra n. 2601, at ch. 6. 
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directive. An adaption towards it including also relevant D/NI results that lead to a taxation above 10% 

appears necessary. 

However, if that was done, a provision like section 12(1)(10) KStG would lose its actual charm. As worked 

out throughout this chapter: as opposed to the Hybrid Financial Instruments Rule, the advantage of section 

12(1)(10) KStG, precisely, lies in its simplicity and its ability to target what ought to be targeted – profit 

shifting to no/low taxed recipients. Stated provocatively, the missing need to identify qualification conflicts 

that lead to a taxation at 11%, instead of 25%, is a benefit – and not a shortcoming – of section 12(1)(10) 

KStG. If article 9(2) in connection with article 2(9)(1)(a) ATAD (2016/1164) forces Member States to catch 

such transactions, they must implement a complex rule that is able to do so. As a result, administration and 

compliance cost will rise – for little practical benefit.  

Against this background, there would be good reasons to regard Member States with a rule like section 

12(1)(10) KStG to – de facto – have implemented article 9(2) in connection with article 2(9)(1)(a) ATAD 

(2016/1164). The small deficiencies should be considered outweighed by the stricter outcomes the rule 

provides for on many other occasions. It does not seem impossible for such an interpretation to succeed. As 

held by the ECJ in Royer (C-48/75):2864 “The Member States are […] obliged to choose […] the most 

appropriate forms and methods to ensure the effective functioning of the directives, account being taken of 

their aims.”2865 Taking into account the aim of the ATAD (2016/1164) to establish a “minimum level of 

protection for the internal market”2866 and given the effectiveness of section 12(1)(10) KStG in doing so, 

this provision is, at a minimum, not far from being the most appropriate method to ensure the effective 

functioning of article 9(2) ATAD (2016/1164).  

That being said, EU Member States also have to implement the Imported Mismatch Rule. This is included 

in article 9(3) ATAD and reads: 

“A Member State shall deny a deduction for any payment by a taxpayer to the extent that such payment 

directly or indirectly funds deductible expenditure giving rise to a hybrid mismatch through a transaction 

or series of transactions between associated enterprises or entered into as part of a structured arrangement 

except to the extent that one of the jurisdictions involved in the transaction or series of transactions has 

made an equivalent adjustment in respect of such hybrid mismatch.” 

A hybrid mismatch is defined in article 2(9) ATAD (2016/1164) and includes, among others, D/NI 

outcomes reached through HFIs. Section 12(1)(10) KStG, practically, does not cover this.2867 Therefore, 

                                                
2864 BE: ECJ, 8 Apr. 1976, Case C-48/75, Jean Noël Royer, ECJ Case Law IBFD.  
2865 Id, at para. 73. 
2866 Recital 16 ATAD (2016/1164). 
2867 See, however, the discussion and references provided for in sec. 6.4.3.1. and 6.4.5. regarding the beneficial ownership criteria 

included in section 12(1)(10) KStG.  
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Member State have to implement the relevant rules. Doing so requires knowledge about the presence of 

D/NI results as defined in BEPS Action 2.2868 As these kind of rules have to be implemented anyway, a 

Member State could give up its (potential) desire to rely on section 12(1)(10) KStG outside imported 

mismatch situations.  

Yet, this is not necessary. It is well conceivable that Member States go beyond article 9(2) in connection 

with article 2(9)(1)(a), but not article 9(3) (ATAD 2016/64). Hence, and provided it is indeed possible to 

implement Article 9(2) in connection with article 2(9)(1)(a) ATAD (2016/1164) via a provision like section 

12(1)(10) KStG, a Member State could combat direct mismatches with it, and imported mismatches with a 

rule based on article 9(3) (ATAD 2016/1164). Whether this is practically convenient is a different question. 

Nonetheless, there are advantages of doing so. Section 12(1)(10) KStG is more robust than article 9(2) 

(ATAD 2016/1164). It is, for instance, not possible to circumvent it by making interest payments to, say, 

tax haven companies. At the same time, article 4 ATAD (2016/64) will also bring a general interest 

limitation rule. This reduces the need for a rule like section 12(1)(10) KStG. A (potentially substantial) part 

of the interest payments is not deductible anyway.2869 Combining this with section 12(1)(10) KStG may 

even be too strict. 

Ultimately, all of this is speculative. Still, it seems possible for provisions like section 12(1)(10) KStG to 

exist in the EU also after 1. January 2020.2870 Therefore, an analysis of this provision in the light of primary 

EU law should be conducted.2871 In the light of the discussion held in sec. 5.5.5.2, it can be very brief.  

6.5.2.2. Section 12(1)(10) in the light of primary EU Law 

At the beginning stands the search for the relevant fundamental freedom. The freedom of establishment and 

the free movement of capital could be relevant.2872 Due to the presence of a certain amount of control, the 

better reasons speak for the freedom of establishment.2873 The European Commission seems to share this 

view. In the course of its infringement procedure against a similar Swedish rule, it also regarded the freedom 

of establishment to be relevant.2874  

                                                
2868 See sec 5.3.1.3 on the Imported Mismatch Rule. 
2869 As in BEPS Action 4, EU Member States can set the limitation up to 30% of the EBITDA.  
2870 Which is the time by when Art. 9 ATAD (2016/1164) has to be implemented. See Art. 2 ATAD 2 (2017/952).  
2871 As in sec. 5.5.5.2., state aid questions are not in the scope of the analysis.  
2872 See already the discussion and references provided for in sec. 5.5.5.2. 
2873 For a more detailed discussion coming to this conclusion see Jerabek & Neubauer, supra n. 2842, at pp. 372-374; Mechtler, 

supra n. 145, at pp. 212-214; Bieber & Lehner, supra n. 2496, at para. 230; T. Kühbacher, Abzugsverbote für Zinsen und 

Lizenzgebühren im Licht des Unionsrechts, 70 ÖStZ 7, p. 170 (2017); for a different view see Wimpissinger, supra n. 1954, at 

pp. 221-223. 
2874 So held in, e.g. Jerabek & Neubauer, supra n. 2842, at p. 370, under reference to European Commission, EU Pilot 

4437/13/TAXU – Sweden (Limitation of the Deductibility of Interest Paid on Intra-Group Loans), 9 January 2013 [hereinafter 

European Commission EU Pilot 4437/13/TAXU]. The latter document has not been available to the author of this thesis. A 

description of the Swedish rule can be found in, e.g. E. Nilsson, Sweden - Corporate Taxation sec. 1.4.5., Country Analyses 

IBFD (accessed 6 Mar. 2019). 
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The next question regards the potential restriction of a fundamental freedom. The Austrian legislator denies 

that by underlining that section 12(1)(10) KStG applies on both, domestic and cross-border transactions.2875 

The application of section 12(1)(10) KStG onto domestic transactions is, indeed, conceivable.2876 However, 

it typically applies in cross border cases.2877 Therefore, it might constitute an indirect discrimination, which 

is also forbidden under EU law.2878 For this purpose, a comparability analysis is necessary. If the ECJ 

follows its Schempp (C-403/03) judgment, it might be that comparability is denied.2879 If, on the contrary, 

it does not, a restriction may be existent. Literature,2880 as well as the European Commission in the context 

of the similar Swedish provision,2881 assumes this to be the case. If that view prevails, a justification 

becomes necessary. 

As section 12(1)(10) KStG does not focus on wholly artificial arrangements, the tax avoidance justification 

falls away.2882 Provided the ECJ is prepared to take in the required overall view,2883 the coherence argument 

might be invoked. Yet, even if the Court did so, literature doubted whether such a justification would 

succeed.2884 In fact, section 12(1)(10) KStG will always lead to economic double taxation once the taxation 

                                                
2875 E.g. Marchgraber & Plansky, supra n. 2496, at para. 215, who refer to the comments on the government bill in: ErlRV 24 

BlgNR 25. GP, 13 saying: „Die Regelung soll Steuervorteile im Konzern eindämmen, die sich gezielt durch die Ausnutzung der 

unterschiedlichen steuerlichen Behandlung von Aufwendungen und damit korrespondierenden Einnahmen ergeben. Sie ist somit 

gleichermaßen auf innerstaatliche wie auf zwischenstaatliche Sachverhalte ausgerichtet und zielt – im Lichte aktueller 

internationaler Entwicklungen (BEPS-Aktionsplan der OECD, Empfehlungen der Code of Conduct-Gruppe der EU) – auch auf 

die Vermeidung konzerninterner Gewinnverlagerungen mittels Zins- und Lizenzzahlungen in Niedrigsteuerländer oder in 

besondere Steuerregime ab. Aufgrund dieses weiten Anwendungsbereiches steht die Regelung im Einklang mit 

zwischenstaatlichen (Art. 24 der Doppelbesteuerungsabkommen, dem OECD-MA folgend) und unionsrechtlichen Regelungen 

(Unionsfreiheiten, Richtlinie des Rates vom 3. Juni 2003 über eine gemeinsame Steuerregelung für Zahlungen von Zinsen und 

Lizenzgebühren zwischen verbundenen Unternehmen verschiedener Mitgliedstaaten (2003/49/EG); zu letzterer EuGH vom 

21.7.2011, Rs Scheuten Solar Technology GmbH, Rs C-397/09).“ (emphasis added); slightly supportive: Kofler & Marschner, 

supra n. 1954, at p. 464; G. Kofler, Ist das Fass bereits übergelaufen?, 13 GES 2, p. 54 (2014). 
2876 See, e.g. Dziurdź & Marchgraber, supra n. 2577, at p. 379; Mechtler, supra n. 145, at p. 215; Jerabek & Neubauer, supra n. 

2842, at pp. 374-375, as well as in more detail: Bieber & Lehner, supra n. 2496, at paras. 186, 231. Most importantly, this 

concerns domestic tax-exempt corporations.  
2877 E.g. Marchgraber & Plansky, supra n. 2496, at para. 215; Bieber & Lehner, supra n. 2496, at para. 231; Mechtler, supra n. 

145, at p. 215; Jerabek & Neubauer, supra n. 2842, at pp. 374-375. 
2878 See in more detail Helminen EU Tax Law 2017, supra n. 314, at sec. 2.1.2.; see also BE: ECJ, 22 Mar. 2007, Case C-383/05, 

Raffaele Talotta v. Kingdom of Belgium, para. 17, ECJ Case Law IBFD; compare also: HU: ECJ, 5 Feb. 2014, Case C-385/12, 

Hervis Sport- és Divatkereskedelmi Kft. v. Nemzeti Adó- és Vámhivatal Közép-dunántúli Regionális Adó Főigazgatósága, para. 

39, ECJ Case Law IBFD, which, in the relevant context, uses the term “the majority of cases” when discussing the applicability 

of the rule in question; see further: DE: ECJ, 9. Oct. 2014, Case C-326/12, Rita van Caster, Patrick van Caster, para. 37, ECJ 

Case Law IBFD, using the term “generally”; or F.E. Familienprivatstiftung Eisenstadt (C-589/13), at para. 43, using the term “in 

particular”. Compare for this and for the references: Mechtler, supra n. 145, at p. 514. 
2879 See Mechtler, supra n. 145, at p. 216; as well as the discussion and references provided for in sec. 5.5.2.1. 
2880 See, e.g. Jerabek & Neubauer, supra n. 2842, at pp. 375-376, who also discuss, but ultimately doubt, the applicability of 

Schempp (C-403/03) in the context of section 12(1)(10) KStG; similarly: Mechtler, supra n. 145, at p. 215-217; also regarding an 

infringement to be present, e.g. Peyerl Abzugsverbot, supra n. 2632, at p. 226; Bieber & Lehner, supra n. 2496, at para. 231; as 

well as (with respect to the free movement of capital): Wimpissinger, supra n. 1954, at pp. 223-224; generally doubtful also: 

Marchgraber & Plansky, supra n. 2496, at para. 215. 
2881 European Commission EU Pilot 4437/13/TAXU, supra n. 2874, at pp. 4-5, as quoted in: Jerabek & Neubauer, supra n. 2842, 

at p. 375. 
2882 Jerabek & Neubauer, supra n. 2842, at pp. 379-380; Wimpissinger, supra n. 1954, at pp. 224-225; Zöchling & Plott, supra n. 

1954, at p. 220; Kühbacher, supra n. 2873, at p. 172. The measure would not be proportional. See, in essence, id. 
2883 See already the discussion and references provided for in sec. 5.5.2.1. 
2884 See for a more detailed analysis: Jerabek & Neubauer, supra n. 2842, at pp. 377-379; Mechtler, supra n. 145, at pp. 217-218. 
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of the receiver is higher than zero.2885 Therefore, it is hard to see how this provision is necessary to ensure 

coherence of the Austrian tax system.2886 Probably the best chances to justify the indirect discrimination 

caused by section 12(1)(10) KStG can be attached to the combination of the balanced allocation of taxation 

rights and the prevention of avoidance.2887 A provision like section 12(1)(10) KStG effectively denies profit 

shifting to related parties that may undermine the balanced allocation of taxation rights between Member 

States.2888  

However, even if such a justification was accepted, it is uncertain whether section 12(1)(10) KStG is 

proportionate.2889 The taxpayer does not have a possibility to fend-off the rule by providing for business 

reasons.2890 Neither is the denial of the deduction limited to the non-arm´s length amount.2891 Against this 

background, literature pleads for a teleological reduction of section 12(1)(10) KStG towards applying only 

onto “abusive” structures.2892  

The European Commission seemed to argue similarly in the context of the Swedish interest limitation 

provision.2893 It accepted the tax avoidance justification, but did not regard the rule to be proportionate.2894 

                                                
2885 Id.; underlying Austrian figures, the economic tax burden can be almost 35%. See already the discussion and references 

provided for in sec. 6.4.3.1. 
2886 See Jerabek & Neubauer, supra n. 2842, at pp. 378-379; Mechtler, supra n. 145, at p. 218.  
2887 See already the discussion in sec. 5.5.2.1., under reference to Mechtler, supra n. 145, at pp. 383-386. In id., at pp. 219-220, he 

provides for a similar argument also in the context of section 12(1)(10) KStG; see also Jerabek & Neubauer, supra n. 2842, at pp. 

381-382. 
2888 See sec. 5.5.2.1. and supra n. 2353, for the reference to: SGI (C-311/08), at para. 63, where it says: “it must be held that to 

permit resident companies to transfer their profits in the form of unusual or gratuitous advantages to companies with which they 

have a relationship of interdependence that are established in other Member States may well undermine the balanced allocation 

of the power to impose taxes between the Member States. It would be liable to undermine the very system of the allocation of the 

power to impose taxes between Member States because, according to the choice made by companies having relationships of 

interdependence, the Member State of the company granting unusual or gratuitous advantages would be forced to renounce its 

right, in its capacity as the State of residence of that company, to tax its income in favour, possibly, of the Member State in which 

the recipient company has its establishment (see, to that effect, Oy AA, paragraph 56).” 
2889 Doubtful: Jerabek & Neubauer, supra n. 2842, at p. 382; Mechtler, supra n. 145, at pp. 220-221. Compare, partly in different 

contexts, but to the same effect, also: Bieber & Lehner, supra n. 2496, at para. 232; Wimpissinger, supra n. 1954, at p. 226; 

Kühbacher, supra n. 2873, at p. 172; Zöchling & Plott, supra n. 1954, at p. 220. 
2890 See, in essence, id. 
2891 See Thin Cap Case (C-524/04), at para. 83 “In order for such legislation to remain compatible with the principle of 

proportionality, it is necessary, in the second place, that, where the consideration of those elements leads to the conclusion that 

the transaction in question represents a purely artificial arrangement without any underlying commercial justification, the re-

characterisation of interest paid as a distribution is limited to the proportion of that interest which exceeds what would have been 

agreed had the relationship between the parties or between those parties and a third party been one at arm’s length.”  
2892 Bieber & Lehner, supra n. 2496, at para. 232; critically, i.e. demanding the legislator to change the provision, Mechtler, 

supra n. 145, at p. 222. 
2893 European Commission EU Pilot 4437/13/TAXU, supra n. 2874, at pp. 5-6, as quoted in Jerabek & Neubauer, supra n. 2842, 

at p. 375. 
2894 See D. Pucar, To What Extent Can Member States Have Anti-Avoidance Rules Limiting Interest Deduction? – an Analysis 

From a Swedish Perspective sec. 3.2., Lund University 2015, who summarises issue as: “The European Commission has 

concluded that the Swedish rules are not proportionate and, therefore, incompatible with the freedom of establishment. The 

conclusion is based on the fact that the business purpose rule is not limited to wholly artificial arrangements and that there is a 

presumption of tax avoidance on the basis of the level of taxation in another Member State in the exception to the 10 %-rule. The 

European Commission, also, relies on the fact that the scope of the Swedish rules is not limited to terms and conditions exceeding 

arm’s length and that the rules are not in line with legal certainty. The European Commission argues that the denial of deduction 

of interest expenses in the Swedish rules is not dependent on the arm´s length principle and that there is not enough information 

as to how a transaction is to be considered mainly business motivated in the business purpose rule, thus, stating that the rules are 
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The bona fide clause – which was, notably, included in the latter rule – did not go far enough.2895 Neither 

has it provided for legal certainty.2896   

Lastly, it does not seem impossible to justify section 12(1)(10) KStG by the need to combat tax arbitrage 

with HFIs.2897 As worked out throughout this chapter, the provision is principally suitable for doing so. 

Therefore, it will likely promote the functioning of the internal market.2898 Limiting the application of such 

a provision to wholly artificial arrangements ignored that tax arbitrage with HFIs does occur also outside 

these circumstances. Stated differently, tax arbitrage with HFIs may be genuine, but still harmful.2899 The 

damage caused to the internal market by denying a (real) tax arbitrage transaction may be outweighed by 

the benefits associated with doing so.2900 As such, the ECJ should give it a thought whether a Member State 

implementing section 12(1)(10) KStG only aims to compensate for a tax benefit granted by another state;2901 

or if it actually combats taxpayer behaviour that should, for the benefits of all, be combatted.2902 In this 

author´s view, the better reasons speak for the latter. Whether a rule like section 12(1)(10) KStG would be 

proportionate to reach this goal is, however, questionable. In order to tackle tax arbitrage with HFIs, it is 

not necessary for a rule to result in economic double taxation. Thus, the actual tax liability at the level of 

the receiver may have to be taken into consideration. 

6.5.3. Compatibility of Section 12(1)(10) KStG with Article 24(4) OECD Model 

The discussion in sec. 5.5.3.1. revealed good reasons to assume that section 12(1)(10) KStG does not violate 

article 24(4) OECD Model. As shown there, arguments in favour of the Hybrid Financial Instruments Rule 

complying with such a provision are available.2903 They should be transferrable to section 12(1)(10) KStG 

as well.2904 Even those authors that raised concerns in the context of the Hybrid Financial Instruments Rule 

                                                
not certain as required. The European Commission argues, in addition, that the Swedish rules are not proportionate since the 

burden of proof of whether a transaction is mainly business motivated is with the taxpayer without the need of any proof of a 

suspicion of tax avoidance from the Swedish Tax Agency”.  
2895 Compare id. 
2896 Compare id; Note in the latter context: SIAT (C-318/10), at para. 59: stating that “a rule which does not meet the 

requirements of the principle of legal certainty cannot be considered to be proportionate to the objectives pursued.” 
2897 See already the discussion and references provided for in sec. 5.5.2.1. 
2898 Compare the discussion and references provided for in id. 
2899 Similarly in the context of BEPS Action 2: Helminen Compatibility of BEPS Action 2, supra n. 2239, at p. 333. 
2900 On the concerns caused by uncombatted tax arbitrage with HFIs see sec. 4.2.-4.3.; For a related, and critical, discussion on 

the proportionality of Art. 4(1)(a) Parent Subsidiary Directive (2011/96) see Tomazela Santos, supra n. 1284, at p. 192-193.  
2901 As, e.g. held in Eurowings (C-294/97), at para. 44.  
2902 Similarly de Boer & Marres, supra n. 124, at sec. 5.2., as quoted in supra n. 2452.  
2903 See the discussion and references provided for in sec. 5.5.3.1. 
2904 Besides, see Dziurdź Non-Discrimination, supra n. 2426, at sec. 4.3.2.2.3., who, from the perspective of his suggested two 

step test, provides for a separate analysis of rules that effectively target at no/low taxation of the recipient. In this regard, he 

concludes: “[D]ifferences in the level of taxation are relevant for comparability purposes even if they are inevitably linked to 

differences in the recipient’s residence. A substantive analysis allows to conclude that by employing the facially neutral criterion 

“low or no taxation”, the genuine aim of targeting situations of low or no taxation cannot be equated with a condemned 

compensation for a loss of taxing rights from a tax treaty perspective. A non-deductibility rule addressing situations of low or no 

taxation may be maintained under Article 24(4) as a non-discriminatory tax measure. It relies on linked but relevant differences 

in circumstances regarding the level of taxation. This is true even if in a bilateral context no payments to resident recipients are 
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because it, de facto, only applies in a cross-border scenario2905 may be satisfied by seeing that section 

12(1)(10) KStG can be invoked in a wholly domestic context as well.2906 Also the Austrian government 

seems to rely on this.2907  

7. Comprehensive withholding taxes – the UN approach 

7.1. Introductory Remarks – forming general considerations into a testable rule  

The relevant work of the UN is the chapter “Neutralizing Effects of Hybrid Mismatch Arrangements” 2908 

in the “United Nations Handbook on selected Issues in Protecting the Tax Base of Developing 

Countries”.2909 It was published in August 2017. Its predecessor was a chapter in the June 2015 version of 

the above mentioned book.2910 The, seemingly, first version came out in September 2014.2911 All of them 

were written by Peter Harris, who is a Professor of Tax Law at the University of Cambridge.2912  

At the beginning of his work, Harris aims to introduce the reader into the problem.2913 Thereupon, he works 

out 13 different hybrid mismatch situations.2914 This is followed by a contrast to what is covered by BEPS 

                                                
disadvantaged, that is, even if a change in the recipient’s residence always leads to a change in tax treatment.” See id., for 

additional considerations regarding rules that deny the deductibility if the recipient is resident in a tax haven.; for an analysis of 

the Belgian art. 54 ITC in the light of Art. 24 OECD Model (2005) see de Broe Prevention of Abuse, supra n. 96, at pp. 570-571. 
2905 Especially Mechtler, supra n. 145, at pp. 393-394; probably also: de Boer & Marres, supra n. 124, at sec. 5.5.  
2906 Which Mechtler, supra n. 145, at pp. 223-224, also seems to be. 
2907 See the comments on the government bill in: ErlRV 24 BlgNR 25. GP, 13 as quoted in supra n. 2875. 
2908 Harris UN Proposal, supra n. 1. 
2909 UN Handbook, supra n. 38, including twelve contributions dealing with BEPS issues from the perspective of developing 

countries. The first one provides for a concise overview: See Ault & Arnold Overview, supra n. 896. 
2910 P. Harris, Neutralizing Effects of Hybrid Mismatch Arrangements, in United Nations Handbook on Selected Issues in 

Protecting the Tax Base of Developing Countries 1st ed. (A. Trepelkov, H. Tonino & D. Halka eds., United Nations 2015). 
2911 P. Harris, Neutralizing Effects of Hybrid Mismatch Arrangements – September 2014, UN Papers on Selected Topics in 

Protecting the Tax Base of Developing Countries (2014). 
2912 It is not the first work he provides international organizations with. In 1999-2000, for instance, Harris drafted P. Harris, 

Commonwealth of Symmetrica Sample Income Tax Law, available at 

http://www.imf.org/external/np/leg/tlaw/2000/eng/preface.htm (accessed 7 Sep. 2018) [hereinafter Harris Symmetrica]. This 

includes a Commentary thereto; Further, Harris wrote: P. Harris, Taxation of residents on foreign source income, in United 

Nations Handbook on Selected Issues in Administration of Double Tax Treaties for Developing Countries, (New York: United 

Nations, 2013), available at http://www.un.org/esa/ffd/documents/UN_Handbook_DTT_Admin.pdf, (accessed 7 Sep. 2018); both 

are worth mentioning, because, on occasion, the work in Harris UN Proposal, supra n. 1 builds on them.  
2913 See Harris UN Proposal, supra n. 1, at pp. 215-219. 
2914 See id., at ch. 1; What concerns tax arbitrage with HFIs, six of them seem to be of increased relevance: Based on Harris UN 

Proposal, supra n. 1, at ch. 1, and id., at pp. 303-309 they are: “Hybrid mismatch 1 Identifying a payment—Deduction but no 

income”, “Hybrid mismatch 4 Quantifying payment—Large deduction but small income”, “Hybrid mismatch 5 Timing payment—

Early deduction but late income” “Hybrid Mismatch 6 Characterizing payment—Deduction but specific tax relief” (see in each 

case id., at sec. 1.2), “Hybrid mismatch 9 Ownership of an asset—Double-dip depreciation”; “Hybrid mismatch 10 

Characterizing an asset—Double-dip dividend relief” (see in each case id., at sec. 1.3.). 
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Action 2.2915 A detailed analysis of BEPS Action 2 comes next.2916 This is refined by a more detailed 

discussion of his 13 hybrid mismatch case studies and BEPS Action 2 examples in Annex II.2917  

For this thesis, the solutions proposed by Harris are most interesting.2918 They are discussed in chapter 4. 

After drawing a bottom line under his analysis of BEPS Action 2 towards doubting their suitability for 

developing countries,2919 Harris provides for some general policy considerations relevant in this setting.2920 

Thereupon he lays the ground for the first possible solution:2921 the separation between source and residence 

tax bases:2922 “If a payment made by a resident of a State has no source in that State and the State can 

therefore not impose withholding tax, then the resident should be permitted to deduct that expense only in 

calculating foreign source income.”2923 Harris underlines that “many” of the examples included in BEPS 

Action 2 involve investors deducting foreign expenses against their domestic source income.2924 That 

indicates that such a step could solve them.2925 For examples of relevant rules, Harris refers to his prior 

work conducted with the IMF.2926 

                                                
2915 As a whole, the hybrid mismatch situations covered in Harris UN Proposal, supra n. 1 exceed those covered in OECD Action 

2, supra n. 13: See id., at ch. 2. Based on the overview provided for in id., at pp. 303-309, it seems that “Hybrid mismatch 2 

Recipient of payment—No income”, “Hybrid mismatch 3 Maker of payment—Double-dip deduction” (in each case see id., at sec. 

1.2.) and “Hybrid mismatch 7 Earning activities—No source-State tax but foreign tax relief” (see id., at sec. 1.3.); “Hybrid 

mismatch 12 Residence of recipient—Deduction but no residence taxation” (see id., at sec. 1.4.), are not at all addressed in BEPS 

Action 2, i.e. also not within the hybrid entity chapters of OECD Action 2, supra n. 13, at ch. 3-7; nor within OECD Branch 

Mismatch Arrangements, supra n. 23; As it will be seen below, the solutions provided for in Harris UN Proposal, supra n. 1, at 

sec. 4.3., go further than BEPS Action 2 and catch also Examples 1.5-1.9 of OECD Action 2, supra n. 13. See Harris UN 

Proposal, supra n. 1, at pp. 308, 327; OECD Action 2, supra n. 13, at Examples 1.5-1.9. Note that these Examples do not 

constitute a hybrid mismatch – neither in the view of Harris, nor, as mentioned in sec. 5.3.1.1., in the view of the OECD. Rather, 

they are substitute transactions to tax arbitrage with HFIs relying on a qualification conflict. Compare also sec. 1.4. Sometimes, 

however, the OECD goes farer. In the absence of a cross-border element, the solutions provided for in Harris UN Proposal, supra 

n. 1, at sec. 4.3., do not extent to Example 1.13 and 1.21 of OECD Action 2, supra n. 13. The OECD, albeit, demands an 

adjustment in these cases. See OECD Action 2, supra n. 13, at Examples 1.13. and 1.21; and Harris UN Proposal, supra n. 1, at 

pp. 309, 328. 
2916 See Harris UN Proposal, supra n. 1, at ch. 2, as well as especially ch. 3. 
2917 See id, at pp. 311-328. 
2918 That is not to say that his analysis of OECD Action 2, supra n. 13, is not important. On the contrary, it is widely reflected 

within sec. 5.4. 
2919 Harris UN Proposal, supra n. 1, at ch. 4, see also id., at ch. 5, where he states: “The level of complexity and difficulty in 

administering these rules should not be underestimated, nor should the costs for taxpayers in complying with these rules. The 

examples in the OECD Final Report on BEPS Action 2 add substantial detail to already complex recommendations and, in many 

cases, a lack of comprehensive analysis in the examples creates further obscurity. For a few sophisticated economies with well-

funded and highly trained tax administrations, the payoff in shutting down perceived abuses may be considered worthwhile. For 

a large number of countries (perhaps a great majority), the cost-benefit analysis may not look proportionate and for countries 

with struggling tax administrations, implementation may seem impossible.” 
2920 Id., at sec. 4.1.; For a discussion, see sec. 7.2. 
2921 From the perspective of id., at sec. 4.3., it is, strictly speaking, the second solution. Yet, as it is connected to the elaborations 

in id., at sec. 4.2, it should be referred to as the first here.  
2922 See id., at sec. 4.2.-4.3. 
2923 Id., at sec. 4.3.  
2924 Id. 
2925 See id., at sec. 4.4., stating: “[T]o quarantine foreign expenses […] is an effective measure in addressing some forms of 

hybrid mismatch arrangements.”  
2926 See id., at sec. 4.2. in FN 142, where a reference is made to: Harris Symmetrica, supra n. 2912, at sec. 68.  
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As a second option, Harris names “full and uniform withholding tax on all outbound payments that do not 

result in an equal inflow of resources into the country”.2927 Based on the discussion in Annex II, this seems 

to be the preferred rule with respect to tax arbitrage with HFIs. Ultimately, Harris argues that a 

comprehensive WHT would largely address the issues present in nearly all of the examples used by the 

OECD to describe the Hybrid Financial Instruments Rule,2928 the Specific Recommendation 2,2929 as well 

as the Imported Mismatch Rule.2930,2931 Quarantining foreign expenses, on the other hand, is regarded as the 

only solution once, namely in the context of Example 1.20.2932 At a second occasion, it is presented as an 

alternative to WHT.2933 This concerns the facts present in Example 1.23, which involves a hybrid entity 

making a payment under a HFI.2934 At a third occasion, it seems to be a further going possibility. This 

concerns the losses on the disposal of financial instruments, which is briefly discussed in the context of 

Example 1.34.2935 

“At a more extreme level”, and as a third option, source states may consider broadening their earnings 

stripping rules.2936 If they do not have such rules yet, they may consider their implementation.2937 This 

recommendation seems to be especially targeted towards states that already gave up substantial taxing rights 

under tax treaties.2938 It is, however, not further discussed in Annex II.2939  

Against this background, it seems best to regard comprehensive WHT as the UN approach against tax 

arbitrage with HFIs. As such, this will underlie the below discussion. Countries considering its 

implementation should, however, still give the other options a thought as well. Ultimately, they may turn 

out to better address the concerns of a country – not least as they go far beyond legislative action against 

tax arbitrage with HFIs. For the reasons of scope, this thesis has to make a limitation towards analysing 

only one possibility.  

                                                
2927 Harris UN Proposal, supra n. 1, at sec. 4.3. 
2928 See OECD Action 2, supra n. 13, at pp. 175-278. 
2929 See id., at pp. 279-287. 
2930 See id., at pp. 341-382, 421-422.  
2931 See especially Harris UN Proposal, supra n. 1, at pp. 303-309, 313-320, 322, 327. For the sake of avoiding 

misunderstandings: It is, of course, not relevant whether the OECD rules themselves apply under these facts. Harris only uses 

them to demonstrate how the rules he is proposing work. 
2932 See OECD Action 2, supra n. 13, at Example 1.20, which deals with the release from a debt obligation and concludes that it 

is not a payment under a financial instrument and, thus, not in the scope of the Hybrid Financial Instruments Rule. 
2933 Harris UN Proposal, supra n. 1, at p. 322. 
2934 See OECD Action 2, supra n. 13, at Example 1.23. 
2935 See id., at Example 1.34, concerning a share lending arrangement where a manufactured dividend gives rise to a trading loss. 

See for more detailed considerations: Harris UN Proposal, supra n. 1, at pp. 319-320. 
2936 Harris UN Proposal, supra n. 1, at sec. 4.3. 
2937 Id. 
2938 Id. 
2939 See on this issue the discussion and references provided for in sec. 9.4. of this thesis.  
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The UN approach is not new. Some scholars recommended relying on WHT for the sake of combatting tax 

arbitrage with HFIs already earlier.2940 Furthermore, as mentioned in sec. 2.1.5.3., many developing 

countries also levy a WHT on outgoing interest payments.2941 Practically, they already implemented the 

UN approach against tax arbitrage with HFIs as defined in this thesis.2942 For them, as well as for countries 

that will implement the UN approach, tax treaties will play a major role. In fact, they often reduce such 

WHT to a lower amount, or even to zero.2943 Thus, it is very important that these treaties are not misused.2944 

If they are, then levying the WHT for the sake of combatting tax arbitrage with HFIs may become rather 

pointless.  

Therefore, anti-treaty shopping measures have to be seen as the backup-rules to the UN approach against 

tax arbitrage with HFIs as defined in this thesis. If they work well, they allow a developing country with, 

say, five tax treaties, to only reduce the WHT on eligible interest payments made into one of these five 

countries. If, on the other hand, one of these treaties can be shopped into easily, it will – de facto – become 

a treaty with other countries as well.2945 

The UN handbook on BEPS contains a separate chapter on preventing treaty abuse.2946 It was written by 

Graeme S. Cooper from the University of Sydney and discusses this issue quite broadly. This thesis will 

not delve deeply into this topic. Rather, it will pick out one, of various other, means to combat tax treaty 

abuse, namely the PPT. Due to many developing countries having joined the Inclusive Framework on 

BEPS, they have committed to implement the minimum standards contained in BEPS Action 6.2947 The 

more proliferated way to do so is the implementation of the PPT.2948 The other alternative, i.e. the LoB-

clause, will only play a rather minor role.2949 Yet, both provisions were included into the UN Model (2011) 

via the 2017 update.2950  

As a methodical remark: The character of the PPT as a backup rule is different to the backup rules taken 

into account in chapter 5 and chapter 6. In there it was necessary to cover also other interest payments that 

                                                
2940 See Edgar, supra n. 127, at pp. 1144-1145; demanding the implementation of a WHT on interest and royalty payments after 

the publication of Harris UN Proposal, supra n. 1, e.g. Collier & Riedel, supra n. 74, at sec. 5.2. Note also the further references 

provided for in id. 
2941 See especially supra n. 306; or OECD BEPS Low Income 1, supra n. 1006, at p. 18.  
2942 It is important to stress, again, that a comprehensive WHT applies beyond interest and dividends. Yet, when focusing tax 

arbitrage with HFIs, these two income types are most relevant. 
2943 OECD BEPS Low Income 1, supra n. 1006, at p. 18. 
2944 More generally on treaty shopping see the literature quoted in supra n. 1044. 
2945 Compare, more generally, the sources provided for in id.  
2946 Cooper tax treaty abuse, supra n. 1044, at ch. 2. 
2947 See the discussion and references provided for in sec. 5.1. and see especially, supra n. 1466. 
2948 See already the discussion and references provided for in sec. 5.3.3. 
2949 Compare id. See also the discussion in Ault & Arnold Overview, supra n. 896, sec. 7.7. 
2950 United Nations Model Double Taxation Convention between Developed and Developing Countries 2017 Update art. 29 (UN 

2018). 
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are no/low taxed at the level of the recipient,2951 or interest payments used to strip earnings to recipients 

taxed above 10% on it.2952 Comprehensive WHT does not need these kind of backup rules – it simply 

applies on all outgoing payments. Consequently, in areas where the so-called “broad perspective” is 

required,2953 there is no need to discuss a separate provision.  

It is, besides, worth noting that the UN handbook on BEPS also contains a chapter dealing with interest 

expenses.2954 It was written by Peter Barnes from Duke University. Among others, he discusses WHT as 

one measures to deal with base erosion through interest payments.2955 The chapter is not explicitly 

coordinated with Harris´ work on hybrid mismatch arrangements. Neither is the opposite true. Tax 

policymakers should also consider Barnes´ elaborations on limiting interest deductions thoroughly. The 

decision of how to deal with tax arbitrage with HFIs should be made in the light of that. At least at this 

stage, these options will not be discussed separately in this thesis.2956 However, Barnes provides for some 

interesting elaborations on the WHT rate.2957 They will be reflected in this analysis.  

In this context, it is worth noting that the below discussion will not use numbers. Rather, it will speak about 

low and high WHT rates – whatever this means for a specific country. Tax policymakers will be able to 

find more concrete figures. Thereby they will especially take into account the present CIT rate, and the 

ability to credit the WHT at the level of the receiver. This thesis aims to analyse the potential consequences 

attached to different sorts of rates. Thereby, the elaborations will also consider the possibility of a WHT 

rate being deterringly high. Neither Harris, nor Barnes, seem to propose such rates.2958 However, in practice 

they can occur. Where relevant, this should be paid attention to.2959  

Moreover, the work of Harris briefly discusses options for the residence state.2960 They include CFC rules, 

the quarantining of foreign expenses and the denial of a benefit for foreign source income where a similar 

benefit has been granted elsewhere.2961 Each of these topics are embedded into an elaboration on relevant 

policy considerations.2962 States should carefully consider this. In this thesis, there is not enough space for 

doing so.2963  

                                                
2951 As done in ch. 5. Recall also the discussion in sec. 1.3. and the working definitions expressed in sec. 1.4. 
2952 As done in ch. 6. Recall, again, the discussion in sec. 1.3. and the working definitions expressed in sec. 1.4. 
2953 See in more detail sec. 4.6. 
2954 Barnes, supra n. 597.  
2955 See id., at ch. 3 and concisely: Ault & Arnold Overview, supra n. 896, at ch. 3. 
2956 See, however, the discussion and references provided for in sec. 9.4. 
2957 Barnes, supra n. 597, at sec. 3.5. 
2958 See Harris UN Proposal, supra n. 1, at sec. 4.3; and Barnes, supra n. 597, at sec. 3.5. See further sec. 7.2.1. and 7.3.1. 
2959 See especially sec. 7.2.1., 7.4.4.1 and 7.4.4.2. 
2960 Harris UN Proposal, supra n. 1, at sec. 4.4.  
2961 Id. 
2962 Id. 
2963 It might be noted that in id., no readily implementable rules are proposed. Neither seems the extent of the problem of tax 

arbitrage with HFIs to be higher for developing countries in the role of the residence state, than what it is for them in the role of 

the source state. Furthermore, CFC rules were briefly discussed along the lines of ch. 5. An important rule implementing the 
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Consequently, in below the term “UN approach”2964 will be used as a synonym for comprehensive WHT 

on all outgoing payments, backed up by the PPT. As usual, the analysis starts with outlining its rationale 

and scope. Naturally these sections (7.2 and 7.3) will be much shorter than their pendants in the above. 

Thereupon, in section 7.4., the effects of the UN approach will be analysed. Dogmatic considerations will 

be provided for in sec. 7.5. 

The focus will clearly be on developing countries. That ignores the call of some literature that also 

developed countries should combat BEPS by means of comprehensive WHT.2965 Yet, for practical reasons 

it seems justified to focus on the former type of jurisdictions.2966 To be sure, the development stage of 

developing countries can be very different. There is no need for this thesis to precisely differ between 

them.2967 Rather, it seems more helpful to rely on some stylized assumptions regarding tax characteristics 

that appear, in the light of the discussion in sec. 3.2.1.3.2.3 and 3.2.3.2., to be typical for developing 

countries. Whilst their relative strengths will vary, it is plausible to take their overall presence in such states 

for granted. These assumptions are: (i) a relatively high importance of the CIT, (ii) relatively weak 

administrative capacities, (iii) a relatively low importance of addressing tax arbitrage with HFIs, (iv) a 

relatively thin tax treaty network and (v) a high importance attached to tax competition.2968 From an 

economic point of view the assumptions are: (i) the country in question is a net capital importer, (ii) the 

country does not have any specific features that may allow it to soften tax competition pressures,2969 (iii) an 

increase in CIT is desirable,2970 and (iv) the additional revenue will be translated into something socially 

valuable.2971 

                                                
principle of no benefit being granted if a similar benefit is granted somewhere else is, actually, Specific Recommendation 2.1. of 

BEPS Action 2. Also this was already discussed above. See for that sec. 5.3.1.2. and the relevant elaborations in ch. 5.  
2964 Or, as the case may be, “UN approach against tax arbitrage with HFIs”. 
2965 Apparently: Obermair & Jarass, supra n. 150; as an option also included in L. Jarass, Gewinnverkürzung und 

Gewinnverlagerung (BEPS):Nationale Maßnahmen sind möglich und hilfreich, 23 IStR 20 (2014); critical, e.g. A. Neumann-

Tomm, BEPS – Wenn überhaupt nationale Gegenmaßnahmen, dann mit Augenmaß – zugleich Anmerkung zu Jarass IStR 2014, 

741, 24 IStR 12 (2015). 
2966 As discussed in sec. 5.1., many developed countries will implement the “OECD approach against tax arbitrage with HFIs”.  
2967 See the brief discussion and references provided for in sec. 1.4. 
2968 Compare the discussion and references provided for in sec. 3.2.1.3.2.3. 
2969 Generally speaking, tax competition affects countries differently. See, e.g. Madies & Dethier, supra n. 1017; Durst Chapter 2, 

supra n. 896, at p. 1195. Besides, different considerations may apply in certain sectors. Rich natural resource endowments could, 

potentially, soften tax competition pressures with respect to such investments. Compare, based on limited evidence, M. Mansour 

& A. Swistak, Tax Competition and Coordination in Extractive Industries, in International Taxation and the Extractive 

Industries (P. Daniel et al. eds., Routledge 2016); Durst Chapter 2, supra n. 896, at p. 1194. In id., at pp. 1194-1195, the latter, 

however, stresses that these constraints usually do not disappear in this setting. Similarly, in the context of investments that try to 

exploit the consumer market, large countries will have an increased bargaining power. Compare id, at pp. 1194-1196. 
2970 Because, in presence of tax competition, the CIT is below the socially optimal level. See already supra n. 1011. 
2971 Which is another prerequisite that is simply assumed and not discussed separately in this thesis. See supra n. 1011. Countries 

facing, e.g. problems of corruption or governmental inefficiency will have to engage in additional initiatives, besides the 

increasing of revenue. See, again, Durst Chapter 2, supra n. 896, at p. 1190. 
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7.2. Rationale 

7.2.1. Comprehensive withholding taxes 

The work of Harris goes beyond tax arbitrage with HFIs.2972 In his general policy elaborations, he does not 

conceptually distinguish between different forms of hybrid mismatch arrangements.2973 There is, thus, no 

explicit rationale of the “UN approach against tax arbitrage with HFIs” as used for the purposes of this 

thesis. Yet, based on the considerations made in chapter 4 of his work, it seems possible to extract an 

underlying logic.2974 

To start with, his statements in sec. 4.1. seem relevant. Here Harris notes that the source states will care 

“very much” whether its tax system favours foreigners over domestic enterprises in entering the domestic 

market.2975 He argues that, at a minimum, the source state should strive to protect the competitiveness of 

local businesses.2976 In this regard, the ability of foreigners to undercut domestic businesses by means of 

acting through tax havens appears to be the underlying problem.2977 Hybrid mismatch arrangements only 

replicate their usage.2978  

In his relevant elaborations, Harris refers to service fees as well as to rent payments for mobile assets.2979 

He does not mention interest payments as such. This suggests that these concerns do not primarily relate to 

tax arbitrage with HFIs. Yet, they are still valid in this context. Ultimately, the provision of finance into a 

developing country by a company that is not taxed on the income likely comes at the disadvantage of 

domestic providers of finance. After all, they are taxed on the income and cannot afford accepting 

comparably low interest rate.2980 Whether the no/low taxation of the foreign finance provider is a result 

from it being resident in a tax haven, or from it using tax arbitrage with HFIs, does not matter from the 

perspective of the domestic company. It will always be in a worse position with respect to serving the 

domestic market. In other words, the foreigner can (easier) undercut the provision of (financial) services of 

domestic companies.2981  

                                                
2972 See, again, the 13 hybrid mismatch situations discussed in: Harris UN Proposal, supra n. 1, at ch. 1. 
2973 Harris UN Proposal, supra n. 1, at sec. 4.0.-4.4.  
2974 To be sure, this is the interpretation of this author. The reader should be careful in attributing these statements to Harris.  
2975 See Harris UN Proposal, supra n. 1, at sec. 4.1., where he further notes that source states “will be concerned if the investment 

is insubstantial or from illegitimate funds. It will also wish to make sure that it does not obstruct the free flow of new technology 

and innovation into its jurisdiction.” 
2976 Id. 
2977 Id., at sec. 4.3. 
2978 Compare, as mentioned already in supra n. 1372, Harris UN Proposal, supra n. 1, at p. 218 and sec. 4.3. See also already 

supra n. 96. 
2979 Id., at sec. 4.3. 
2980 Compare also the discussion and references provided for in sec 2.2.2.1. 
2981 To be sure, tax is only one determinant in this process. The ability of foreign companies to undercut domestic ones may also 

have other reasons, e.g. their different cost structure. Yet, a better tax treatment, of course, works in favour of the foreign 

company. 



303 
 

To overcome this problem it needs a more substantial presence of the foreigner that is taxed on a non-

discriminatory basis with domestically owned enterprises.2982 Comprehensive WHT is seen as a means to 

encourage such a result.2983 They are usually levied on the gross amount.2984 In order to reach net taxation, 

the foreigner has to create a taxable presence.2985  

The erosion of the tax base is the next concern. In this context, Harris argues that the source state will not 

care much where the investment comes from.2986 In any case, it does not have much control over it.2987 What 

matters is protecting the tax base. Comprehensive WHT on all outbound payments should fulfil these 

demands. It prevents tax base erosion, irrespective of where the income is shifted to.  

Consequently, the introduction of comprehensive WHT serves a broader purpose than combatting hybrid 

mismatch arrangements.2988 It simultaneously ought to encourage behaviour that should protect domestic 

businesses from being disadvantaged against foreigners – even outside the BEPS context.2989 In 

oversimplified terms: comprehensive WHT should first encourage the foreigner to establish a taxable 

presence. Once this happened, it should prevent him from stripping the tax base to no/low taxed related 

parties.2990  

7.2.2. Principal Purpose Test 

The PPT aims to address arrangements that have as “one of the principal purposes“ the obtainment of a tax 

treaty benefit, which was contrary to the object and purpose of the relevant provisions of the tax treaty.2991 

To understand its role in the context of treaty shopping, consider the following simplified example:2992  

A Co., a tax resident of State A, wants to grant a loan to C Co., a tax resident in the developing country C. 

Interest payments made on a direct loan would be subject to 25% State C WHT. Therefore, A Co. provides 

the loan to C Co. through its subsidiary B Co., which is a tax a resident in State B – a low tax jurisdiction. 

                                                
2982 Harris UN Proposal, supra n. 1, at sec. 4.1. 
2983 Id., at sec. 4.3. 
2984 See already sec. 2.1.5.3. 
2985 Harris UN Proposal, supra n. 1, at sec. 4.3. 
2986 Id., at sec. 4.1. 
2987 Id. 
2988 Here understood broadly, i.e. not only as to cover tax arbitrage with HFIs. 
2989 Harris UN Proposal, supra n. 1, at sec. 4.1. states: “Taking action in this direction [(i.e. encouraging foreigners to create a 

more substantial presence)] will also reduce tax benefits from hybrid mismatch arrangements […]” (emphasis added). 
2990 To make the difference clearer: The domestic standalone company can have a disadvantage vis-a-vis a foreign standalone 

company, if the former, but not the latter, is taxed on the income. In addition, the (standalone) domestic company can also have a 

disadvantage against another domestic company (part of an MNE). This results from the latter being able to strip its earnings to a 

no/low taxed related party – something the former cannot do. See for the second point already the discussion and references 

provided for in sec 4.2.1. 
2991 See already the discussion and references provided for in sec. 5.1, 5.2.4. and 5.3.3, and see especially supra n. 1496, 1760, 

3139. 
2992 Similar to what was discussed in, e.g. M.C. Durst, Chapter 4: The OECD’s BEPS Project and Lower-Income Countries, 90 

Tax Notes Int’l 11, p. 1175 (2018) [hereinafter Durst chapter 4]; and based on: Scherleitner MLI, supra n. 1294, at sec. 1.2. – 

adapted to reflect interest payments. 
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Contrary to State A, State B has a tax treaty with State C. Under it, the State C WHT will be reduced to 

0%. The interest income is only modestly taxed in State B. From there it is distributed as a dividend to the 

shareholder in State A. State B does not levy a domestic WHT on dividends and State A provides for a 

participation exemption. Overall, the tax situation of the group was significantly improved.  

If, the structure had as one of its principal purposes the obtainment of tax treaty benefits, which is contrary 

to the object and purpose of the provisions of the tax treaty, the PPT applies. Whether or not this is the case 

will especially depend on the role of B Co. If it, for instance, is a functionless letterbox company, and given 

the beneficial ownership requirement contained in the B-C tax treaty does not already take away the 

benefits,2993 the PPT will apply.2994 That solves the underlying problem of treaty shopping, namely the 

granting of treaty benefits to persons which are not meant to receive such.2995 

7.3. Scope 

7.3.1. Comprehensive Withholding Taxes 

The UN approach against tax arbitrage with HFIs was defined as “full and uniform withholding tax on all 

outbound payments”.2996 From the discussion in sec. 7.2. it became clear that the scope is not limited to 

intra-group scenarios. Rather, it applies on payments between related and unrelated parties.2997  

Harris does not propose a specific rate. He, however, suggests it to be sufficient “not to discourage local 

provision of the service paid for.”2998 This, likely, means that the rate should not be so high as to prevent 

foreigners from entering the domestic market at all. At the same time, it should be high enough to encourage 

foreigners to set up a taxable presence in order to ensure net taxation.2999 Logically, it should also be high 

enough to prevent base erosion.3000 The reference to “uniform” WHT may be understood as requiring the 

                                                
2993 For an overview of literature discussing the beneficial ownership requirement, see, for example, W. Tischbirek, Vor Art. 10-

12, in Doppelbesteuerungsabkommen 6th ed. p. 10, 15 (K. Vogel & M. Lehner eds., Beck 2015); A.J. Martín Jiménez, Beneficial 

Ownership: Current Trends, 2 World Tax J. 1, sec. 1. (2010), Journals IBFD; and the contributions in Beneficial ownership: 

Recent Trends (M. Lang et al. eds, IBFD 2013), Online Books IBFD. 
2994 Compare on the issue, e.g. E.A. Palmitessa, Interplay Between the Principal Purpose Test in the Multilateral BEPS 

Convention and the Beneficial Ownership Clause as Treaty Anti-Avoidance Tool Targeting Holding Structures, 46 Intertax 1, 

sec. 3 (2018), who regards the beneficial ownership requirement and the PPT to be complimentary instruments. See also the 

discussion in C. Poiret, Beneficial Ownership: Concept, History and Perspective, 56 Eurn. Taxn. 7, sec. 4 (2016) Journals IBFD.  
2995 See the literature provided for in supra n. 1044, as well as supra n. 1045. 
2996 See already sec. 7.1, under reference to Harris UN Proposal, supra n. 1, at sec. 4.3. The limitation expressed in id., to 

outbound payments “that do not result in an equal inflow of resources into the country” does, at least in this author´s conception, 

not appear to have a special meaning in the context of legislative action tax arbitrage with HFIs. Also the relevant discussion in 

Harris UN Proposal, supra n. 1, at pp. 303-309, 313-320, 322, 327, does not appear to make a reference to testing whether an 

equal inflow of resources has been present, which would then switch-off the WHT.  
2997 Otherwise, the problem of no/low taxed foreigners being able to undercut domestic enterprises cannot be overcome.  
2998 Harris UN Proposal, supra n. 1, at sec. 4.3. 
2999 Compare, id. 
3000 Though not being discussed in this chapter, the reader should be reminded to also take into account the elaborations of 

Barnes, supra n. 597, at sec. 3.5. 
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rate to be the same, irrespective of the character of the payment subject to WHT.3001 Despite the missing 

recommendation of a rate, it is plausible to assume that states will chose a rate of gross WHT that lies below 

its CIT rate.3002  

Based on his general policy elaborations,3003 it seems likely that the term “all outbound payments” has to 

be understood to cover all outbound payments that are deductible as an expense under the tax system of the 

source state. This finds support in his discussion of Example 1.34.3004 Here Harris states that the (deductible) 

manufactured dividend may be subjected to WHT, if it is not part of the acquisition costs of the shares by 

the share trader and, thus, an interest substitute.3005 If, on the other hand, it is part of the costs of the shares, 

then the resulting trading loss gives rise to different considerations.3006 Having underlined the potential tax 

base erosion in this example, Harris suggests quarantining losses on the disposal of financial 

instruments.3007 Therefore, his comprehensive WHT does not appear to extend to payments that are part of 

the acquisition costs.  

The term “payment” seems to include also payments that are only deemed to happen. At least in the context 

of Example 1.14, which deals with deemed interest payments on interest free loans,3008 Harris suggests to 

levy a WHT on what the source state sees as a payment of interest.3009  

7.3.2. Principal Purpose Test3010 

The PPT reads:3011 

“Notwithstanding the other provisions of this Convention, a benefit under this Convention shall not 

be granted in respect of an item of income or capital if it is reasonable to conclude, having regard 

to all relevant facts and circumstances, that obtaining that benefit was one of the principal purposes 

of any arrangement or transaction that resulted directly or indirectly in that benefit, unless it is 

                                                
3001 Which finds further support in the remarks made in Harris UN Proposal, supra n. 1, at sec. 4.1., where Harris, inter alia, 

refers to “gaming between different types of income” (which, however, concerns gaming between the source tax rate and the 

residence tax rate. Still, due to its negative connotation, it may well be extrapolated to cover also gaming between different types 

of income for the purposes of reducing WHT). 
3002 Compare in this direction: Ault & Arnold Overview, supra n. 896, at sec. 3.5.; see, however, OECD Action 4, supra n. 1483, 

at para. 13, where it is underlined that base erosion opportunities exist as long as the WHT rate is below the CIT rate.  
3003 Made along the lines of: Harris UN Proposal, supra n. 1, at ch. 4. 
3004 The example, as mentioned in sec. 7.1., concerns a share lending arrangement where a manufactured dividend gives rise to a 

trading loss. 
3005 Harris UN Proposal, supra n. 1, at pp. 319-320. 
3006 Which, according to id., at p. 320, go beyond this chapter. 
3007 Id.  
3008 Note that the Hybrid Financial Instruments Rule does not apply under these circumstances, as there is no payment made 

under a financial instrument. See OECD Action 2, supra n. 13, at Example 1.14. 
3009 Harris UN Proposal, supra n. 1, at p. 311. 
3010 Based on Scherleitner MLI, supra n. 1294, at sec. 3.1.; and Scherleitner Treaty Abuse, supra n. 1496, at sec. 3.1.1.2. 
3011 Art. 29(9) OECD Model (2017).  
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established that granting that benefit in these circumstances would be in accordance with the object 

and purpose of the relevant provisions of this Convention.” 

The PPT is a GAAR on tax treaty level.3012 It contains two criteria: One is a subjective test. It rules that if 

the tax authority can reasonably conclude that one of the principal purposes of a taxpayer´s action was to 

obtain a benefit under the tax treaty, the respective benefit shall be denied.3013 Thereby, the PPT refers to 

all limitations on taxation imposed on the source state under the allocation rules (Arts. 6 – 22 OECD Model 

(2017)), the relief from double taxation under article 23 OECD Model (2017), as well as the protection of 

residents and nationals of a Contracting State provided by article 24 OECD Model (2017).3014 According 

to the OECD the terms “arrangement or transactions” and “directly or indirectly” should be understood 

broadly.3015 What concerns the reference to “one of the principal purposes” the OECD underlines that – 

after objectively analysing the aims and objectives of all persons involved – it is enough to conclude that at 

least one of the principal purposes was to obtain the tax treaty benefit. It does not need to be the sole or 

dominant purpose of an arrangement or transaction.3016 Once the subjective element is fulfilled, the 

objective test comes into play. It enables the taxpayer to avoid the application of the PPT, provided she 

succeeds in establishing that the benefit received by the arrangement or transaction is in line with the object 

and purpose of the relevant provisions of the underlying tax treaty.3017 

7.4. Analysis of the UN Approach against tax arbitrage with hybrid financial instruments 

7.4.1. Introductory remarks and outline 

This section will analyse the “UN approach against tax arbitrage with HFIs” from the perspective of inter 

taxpayer equity (sec. 7.4.2.), inter nation equity (sec. 7.4.3.), efficiency (7.4.4.) and administrability (7.4.5.).  

The conceptual differences between the linking rules discussed above3018 and the UN approach to be 

investigated in this chapter make necessary some preliminary methodical remarks. Recall, first, from sec. 

1.3, that this thesis focuses on tax arbitrage with HFIs relying on a qualification conflict and certain 

payments made under financial instruments that substitute these results. This comes because some of the 

concerns of tax arbitrage with HFIs require taking in a broader view.3019 In these cases, legislative action 

against tax arbitrage with HFIs is without much practical impact, if taxpayers can reach the same or a similar 

                                                
3012 See already sec. 5.3.3.; in more detail on the PPT see the sources provided for in supra n. 1760.  
3013 Paras. 170, 174 OECD Model: Commentary on Article 29 (2017). 
3014 Para. 175 OECD Model: Commentary on Article 29 (2017). 
3015 Paras. 176-177 OECD Model: Commentary on Article 29 (2017). 
3016 Paras. 178-181 OECD Model: Commentary on Article 29 (2017).  
3017 Paras. 170, 173 OECD Model: Commentary on Article 29 (2017). 
3018 So the OECD approach as discussed in ch. 5 and the low tax approach as discussed in ch. 6.  
3019 See already the discussion and references provided for in sec. 1.3, 1.5. and 4.6. 
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result via a different transaction. Therefore, so called “backup rules” have to be paid attention to.3020 Only 

the combination of them can, ultimately, overcome the respective problems. An important limitation of this 

thesis lies in its (narrow) focus on substitute transactions with financial instruments made to no/low taxed 

recipients. From a practical point of view, this is inaccurate. After all, the concerns relating to tax arbitrage 

with HFIs are not addressed if the anti-hybrid rules (and the backup rules) can be circumvented by means 

of other substitute transactions, including derivatives or payments not involving financial instruments. The 

author called for the reader´s attention to consider such possible arrangements. The thesis cannot do so 

itself.3021  

As mentioned, comprehensive WHT on all outgoing payments go far beyond tax arbitrage with HFIs. As 

such, it actually covers many of the substitute transactions that are not dealt with in this thesis.3022 Seen 

from this perspective, the UN approach can be seen as remarkably robust.3023 However, the reader should 

not believe that a circumvention of comprehensive WHT is impossible. Harris himself calls for developing 

countries to be “very careful about recognizing losses on financial instruments as deductible on an 

unlimited basis precisely because of the potential tax base erosion.”3024 As the comprehensive WHT, 

seemingly, does not extend to these circumstances, tax planning may occur. Tax policymakers must take 

this into account. This thesis, again, cannot. Also derivatives may provide for possibilities to circumvent 

WHT rules. This study does not consider this. The reader, on the other hand, should.3025  

7.4.2. Inter taxpayer equity 

7.4.2.1. Addressing the inter taxpayer equity concerns 

The inter taxpayer equity concerns raised by arbitrage with HFIs can be divided into three elements: First, 

tax arbitrage with HFIs can lead to an increased perception of the tax system being unfair. Second, tax 

arbitrage with HFIs may cause a horizontally inequitable taxation of a local subsidiary of an MNE and a 

domestic standalone entity. Third, tax arbitrage with HFIs costs tax revenue, which may have to be borne 

by someone else.3026  

                                                
3020 See already sec. 1.3. 
3021 See already id. and, especially sec. 1.5. 
3022 I.e. it will not only cover substitute transactions with financial instruments, but also other payments that lead to a deduction at 

the level of the payer and that are subject to no/low taxation at the level of the receiver. 
3023 Readers should consider this especially in the light of the discussion held in sec. 1.5. The robustness of the UN approach goes 

far beyond this thesis and covers what tax policymakers may, or may not, want to see covered. Thus, those interested in 

implementing the “UN approach against tax arbitrage with HFIs” as defined in this thesis must take into account much more than 

what can be discussed here.  
3024 Harris UN Proposal, supra n. 1, at p. 320. 
3025 See, again, sec. 1.5. 
3026 See the discussion and references provided for in sec. 4.2.1. 
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With respect to the first inter taxpayer equity concern, the proxy person NM was used.3027 The fact that 

some MNEs reached a substantially lower effective tax rate than domestic standalone entities gives rise for 

this person to regard the tax system to be unfair. His perception will only improve if such results are 

mitigated.3028  

At the same time, it was worked out that the magnitude of the problem is not the same in every 

jurisdiction.3029 Focusing developing countries it seems that, on a general level, BEPS is at least as much 

of an issue for them as for advanced economies.3030 With respect to the concerns raised by the transactions 

focused in this thesis, an UN survey suggests that tax arbitrage with HFIs is of low relevance.3031 However, 

what concerns debt shifting as such, the opposite is true. Here a high relevance for developing countries 

can be assumed.3032  

To see whether WHT can mitigate the results that were assumed to give rise to the tax system being 

perceived unfair, consider the following: Contrary to the linking rules discussed above,3033 WHT leaves the 

deduction unaddressed. Thus, the tax arbitrage opportunity, strictly speaking, remains. When the taxpayer 

engages in it, CIT will be lost at the payer level. Yet, the WHT will recover revenue loss.3034 On the plausible 

assumption that the rate on gross WHT is below the CIT rate, it will not be a full recovery.3035 Alternatively, 

if the rate is high enough, it will deter the whole transaction. Here all of the revenue is “recovered” because 

                                                
3027 See the discussion and references provided for in id. 
3028 See the discussion and references provided for in id.  
3029 See the discussion and references provided for in id. 
3030 See Crivelli, de Mooij & Keen, supra n. 607; others submit that developing countries may even be hit harder by profit 

shifting activities. See, e.g. Collier & Riedel, supra n. 74, at secs. 2.2-2.3.; see also M. Durst, Beyond BEPS: A Tax Policy 

Agenda for Developing Countries, International Centre for Tax and Development (ICTD) WP 18, sec. 3 (2014). 
3031 The questionnaire and responses, and other relevant documents, are available at www.un.org/esa/ffd/tax-committee/tc-

beps.html. (accessed 24. Aug 2018). Compare further supra n. 1031 as well as supra n. 3032. 
3032 See comprehensively: C. Peters, Developing Countries’ Reactions to the G20/ OECD Action Plan on Base Erosion and Profit 

Shifting, 69 Bull. Intl. Taxn. 6/7, secs. 4.3-4.4 (2015), Journals IBFD [hereinafter Peters Reactions]; this is also suggested by: M. 

Durst, Chapter 3: The Historical Evolution of Base Erosion and Profit Shifting, 90 Tax Notes Int’l 4, pp. 465-467 (2018) 

[hereinafter Durst chapter 3], who regards interest payments to financing subsidiaries established in a no/low tax jurisdiction to 

be a “very common” BEPS strategy; see also the discussion in Collier & Riedel, supra n. 74, at sec. 3; OECD BEPS Low Income 

1, supra n. 1006, at pp. 28-29; and G20 Development Working Group on Domestic Resource Mobilisation, G20 Response to 

2014 Reports on Base Erosion and Profit Shifting and Automatic Exchange of Information for Developing Economies p. 8, 

available at 

http://www.g20.utoronto.ca/2014/16%20G20%20response%20to%202014%20reports%20on%20BEPS%20and%20AEOI%20fo

r%20developing%20economies.pdf (accessed 1. Feb. 2019).  
3033 See ch. 5 and ch. 6. 
3034 Compare Ault & Arnold Overview, supra n. 896, at sec. 3.2.6; compare also: Durst Chapter 4, supra n. 2992, at p. 1174; 

Seemingly in this direction also Harris UN Proposal, supra n. 1, at sec. 4.1.  
3035 Compare, in essence, id. 
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the transaction leading to the deduction will not be effected.3036 Readers will know that this can raise 

substantial costs elsewhere.3037  

It is worth stressing that the ultimate problem underlying the first inter taxpayer equity concern is its 

negative effect on tax compliance.3038 As such, the relative importance of the first inter taxpayer equity 

concern may – already conceptually – be low in some developing countries.3039 Compliance levels can vary 

strongly among them.3040 If compliance is weak, then this could be caused by other determinants. As 

summarised by Bird (2004) they include the effectiveness of tax administrations, the perceived level of tax 

evasion, the complexity and stability of the tax system, the way it is administered, the legitimacy of 

government itself and the value attached to its activities.3041 Tax policy makers interested in increasing low 

compliance levels should also focus on the latter issues. 

The potential of tax arbitrage with HFIs resulting in a horizontally inequitable taxation of an entity part of 

an MNE and a domestic standalone entity was identified as the second inter taxpayer equity concern.3042 

The problem was divided into two layers. Within the first, i.e. the base erosion perspective, concerns emerge 

to the extent the MNE entity makes deductible costless foreign related party payments to other MNE 

entities.3043 The goal, usually, is to strip earnings from a high taxed MNE entity to a no/low taxed one. On 

the contrary, real payments, which are such that represent a real cost, were deemed acceptable.3044 The 

second layer is the tax arbitrage perspective. It is relevant in both settings. It intensifies the scale of the 

concerns resulting from costless foreign related party payments.3045 Second, it gives rise to its own problems 

also in the context of real payments. This comes because through it, the MNE entity gets an extra deduction 

                                                
3036 To demonstrate this by two examples: If a country choses a rate of, say, 1 % it will recover a small amount of the lost CIT. 

However, it will not substantially change the results giving rise to the negative fairness perception. The first inter taxpayer equity 

concern would not really be mitigated. If, on the other hand, the rate is as high as the CIT rate, it will likely deter taxpayers from 

entering into the transaction. As the WHT is levied on the gross amount, the effective tax burden can be rather high for the 

receiver. If it does not deter them from entering into the transaction, it will, at least, recover a substantial amount of the CIT lost 

through the deduction. Seen in absolute isolation, the first inter taxpayer equity concern would be addressed under both 

circumstances: the result is fully mitigated. 
3037 Compare, instead of many, Barnes, supra n. 597, at sec. 3.5. and see in more detail the discussion and references provided for 

in sec 7.4.4.1.-7.4.4.2.  
3038 See the discussion and references provided for in sec. 4.2.1. 
3039 In addition, the proliferation of tax arbitrage with HFIs may be low as well. See already supra n. 3031. If so, the relative 

importance of the first inter taxpayer equity concern is even lower. 
3040 Bird Administrative Dimensions, supra n. 1225, at sec. 2.1. 
3041 Id. 
3042 See the discussion and references provided for in sec. 4.2.1. 
3043 See id., which is based on the work of Fleming, Peroni & Shay Earnings Stripping, supra n. 130. Recall, as mentioned above, 

from id., at p. 697 that these authors regard costless foreign related party payments to be payments within an MNE that do not 

represent real costs, but rather shift income within an MNE.  
3044 See the discussion and references provided for in sec. 4.2.1. 
3045 See the discussion and references provided for in id. 
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for the same economic expense.3046 In latter context, the tax arbitrage transaction has to rely on a 

qualification conflict. Otherwise, the extra deduction would be of no value.3047 

Comprehensive WHT does not differ between costless foreign related party payments and real expenses. It 

will be levied in both cases. As mentioned above, it also does not address tax arbitrage directly. It only 

recovers revenue lost through it.  

To estimate the effects in the context of the second inter taxpayer equity concern, three WHT rates will be 

taken into account: A low one, a high one and a deterringly high one.  

If the WHT is imposed on a low rate, the concerns associated with costless foreign related party payments 

may not be overcome. The effective tax rate of the MNE will slightly raise. Yet, the MNE will not lose its 

advantage as opposed to the domestic standalone entity. It can still rely on the deductibility of interest 

payments in the context of a tax arbitrage transaction, or in stripping earnings to a no/low taxed intra-group 

entity – both for the sake of decreasing the effective tax rate of the MNE. 

However, in the context of real payments, the low WHT has an advantage. Taking into account that the 

(intra-group) lender refinances the loan itself, a low WHT levied on the gross amount is already enough to 

mirror the tax revenue that would arise, if the transaction took place in a wholly domestic setting.3048 As 

numerically demonstrated by Barnes: If the lender was a domestic financial institution that received interest 

of 80 and had refinancing costs of 72, the CIT would be 2 (CIT rate 25%).3049 This should correspond to a 

low single digit WHT rate.3050 If such is levied, the MNE making real payments and the domestic standalone 

entity will be treated more similarly. In case the intra-group loan was a (real) tax arbitrage transaction, the 

economic extra deduction at the level of the financing MNE entity will remain. A low WHT will be of little 

help. 

If the WHT rate is high, the results are different. The advantage achievable by the MNE through costless 

foreign party payments decreases more strongly. Thereby, it does not matter whether the no/low taxation 

at the receiver level results from tax arbitrage relying on a qualification conflict, or from it being generally 

subject to no/low taxation. Horizontal equity between the MNE entity and the domestic standalone entity 

will be promoted. 

                                                
3046 See the discussion and references provided for in id. The „extra deduction“, as noted there, results from the no inclusion of 

the payment at the level of the receiving entity. The refinancing cost can, thus, be offset against other income. See in more detail 

also below. 
3047 If the financing entity is resident in a tax haven, the “extra deduction” would be useless as there is nothing to set it off 

against. See already supra n. 1328.  
3048 See Barnes, supra n. 597, at sec. 3.5.  
3049 Id.  
3050 See id., who states that this corresponds to a WHT rate of 1-2 %. 
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On the other hand, the MNE can face a disadvantage when a real transaction is at stake. Due to the 

refinancing costs, substantial parts of the high WHT may become final.3051 This starkly increases the costs 

to the MNE. To stay with the above example: If the source state levied a WHT of 10%, then the payer will 

remit 8 to the source state´s tax authority. If the net profit of the MNE entity providing finance was 2, and 

if this remarks the maximum for a credit, then 6 will be left uncredited.  

Given the real payment involved a tax arbitrage transaction, there will – as mentioned – be an extra 

deduction at the level of the MNE entity providing finance.3052 WHT can indirectly address this. Optimally, 

it is set at a rate that (i) takes away the tax arbitrage benefit (i.e. the tax shield of the extra deduction) and, 

in addition, (ii) mirrors an adequate CIT at the receiver level. Likely, this will be reached through a high 

WHT rate. In such case, both the MNE entity and the domestic standalone entity will, practically, face the 

same consequences: a deduction for their interest payments and net taxation at an adequate rate at the 

receiver level. That would, again, promote horizontal equity.  

Readers that share Harris´ view according to which “it is often fair to (and perhaps a source State should) 

presume that incoming resources will be provided through a tax haven or equivalent (such as a hybrid 

mismatch arrangement)”3053 will, thus, prefer a high WHT rate to combat the second inter taxpayer equity 

concern. 

If the WHT rate is set deterringly high, completely different considerations apply. Here both, costless 

foreign related party payments and real payments fall away. Seen in strict isolation this will address the 

second inter taxpayer equity concern completely. No MNE entity resident in the host state would be able 

to reduce its effective tax rate by means of base eroding payments.3054 However, the price paid for that can 

be very high. After all, real transactions disappear as well. The potential consequences of such protectionist 

policies are briefly discussed in sec. 7.4.4.1. 

The third inter taxpayer equity concern deals with revenue effects of tax arbitrage with HFIs.3055 A greater 

volume and scale of tax arbitrage with HFIs, may equal a greater the shift of the tax burden onto more 

immobile factors.3056 This concern does not exist in every country. Sometimes, allowing tax arbitrage with 

HFIs can result in an overall revenue benefit.3057  

                                                
3051 Assuming that there is a general possibility to credit it. If there is no opportunity to credit the WHT under multi-, bi, or 

unilateral rules, de facto all of the WHT can become final. Sometimes it may be possible to deduct such taxes as an expense from 

the tax base. Compare in more detail: Jacobs, Endres & Spengel, supra n. 181, at pp. 57-59. 
3052 See already the discussion and references provided for in. 4.2.1. 
3053 Harris UN Proposal, supra n. 1, at sec. 4.3. 
3054 Note, again, that comprehensive and uniform WHT on all outgoing payments would cover much more than what is focused 

in this thesis. 
3055 See the discussion and references provided for in sec. 4.2.1. 
3056 See id. Assuming that the same level of revenue has to be maintained.  
3057 See the discussion and references provided for in sec. 4.2.1.-4.2.2. 
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Before starting the analysis, an important conceptual note has to be made. First, and as mentioned, the UN 

approach against tax arbitrage with HFIs as defined in this thesis, practically applies beyond that. It catches 

all kinds of base eroding interest payments (which is in the focus of this thesis) and all kinds of other 

outgoing payments (which is not in the focus of the thesis). Therefore, a state that allows precisely tax 

arbitrage with HFIs relying on a qualification conflict for tax competition reasons, but that limits interest 

payments to no/low tax jurisdictions for revenue reasons, will not implement a WHT on outgoing interest 

payments that applies on both types of transactions. In order to be of relevance for countries considering 

the implementation of the UN approach the view has, therefore, to be adapted. The focus should be on such 

countries that, on tax competition grounds, consider allowing earnings stripping through interest payments 

in general.3058 This is also what the WHT would apply on.  

Developing countries willing to use allowing tax arbitrage with HFIs (including substitute transactions) as 

a tax competition device will have two broad options. Either they do not implement any rules targeting this. 

Alternatively, they may implement rules, but laxly enforce them. In the context of the UN approach against 

tax arbitrage with HFIs this seems especially possible by not, or insufficiently, combatting treaty shopping 

practices. A state could, for instance, implement a comprehensive WHT at a rate corresponding to its CIT. 

At the same time, it does practically nothing against its treaties reducing this claim to, say, zero for interest 

payments being shopped into by third party residents.3059 As discussed in more detail below, the 

commitment to implement the minimum standards of BEPS Action 6 does not necessarily deny that.3060  

Secondly, and much more importantly, it has to be asked whether it is plausible to assume that allowing tax 

arbitrage with HFIs (including substitute transactions) for tax competition purposes can – in principle – 

result in an overall benefit for the immobile tax base of developing countries. When it does not, the third 

inter taxpayer equity concern is present, even if a country assumes that it is not. 

The charm of allowing tax arbitrage with HFIs (including substitute transactions) as a tax competition 

device is to lower the effective tax rate for mobile capital, whilst leaving widely untouched the CIT revenue 

obtainable from the immobile tax base.3061 The idea goes that the overall inflow of benefits should outweigh 

the CIT revenue lost through the deductible payments.3062 As discussed above, many developing countries 

also seem to adhere to tax competition constraints.3063 Most notably, the maintenance of competitiveness 

                                                
3058 I.e. through tax arbitrage with HFIs relying on a qualification conflict and through substitute transactions with financial 

instruments. On the terminology, see sec. 1.4. 
3059 On the issue of treaty shopping, see especially sec. 7.2.2. and the literature quoted in supra n. 1044. 
3060 See the discussion and references provided for in sec. 7.4.3.1. 
3061 See the discussion and references provided for in sec. 4.2.1.-4.2.2., as well as in sec. 3.2.1.3.2.2. 
3062 Compare id. 
3063 See especially the discussion and references provided for in sec. 3.2.1.3.2.3.; see, in a similar context, also Collier & Riedel, 

supra n. 74, at sec. 3.  
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for attracting foreign investment was, upon the implementation of BEPS, an explicit concern expressed by 

some non-OECD members.3064  

Whether this is always sensible has been doubted by in literature.3065 The bottom line seems to be that tax 

incentives cannot offset serious deficiencies in the investment climate.3066 Often, they were even found to 

be redundant.3067 Commentators also suggest that “wasteful tax incentives” do not appear to be an exception 

in developing countries.3068 Ultimately, also Cooper, who, as mentioned, wrote the relevant chapter on tax 

treaty abuse in the UN handbook on BEPS, regarded allowing treaty shopping for the sake of encouraging 

investment to be “short-sighted”.3069 

In addition, the CIT – and apparently such levied by MNEs – is a key revenue source for developing 

countries.3070 As mentioned in sec. 3.2.1.3.2.3., in Rwanda 70% of the tax base comes from MNEs. In 

Nigeria, it is 88%.3071 Misperceptions regarding the effects of (corporate) tax competition tools can, hence, 

turn out costly. Besides, given tolerating tax arbitrage with HFIs (including substitute transactions) really 

attracts foreign investment it might also crowd out domestic investment.3072 Moreover, it may only be of a 

temporary nature and not bring with it long term benefits such as skills and technology.3073  

Consequently, at least, when MNEs indeed form a substantial part of the tax base and provided taxation 

only plays a minor in the investment decision,3074 it is not sure whether it is correct to believe that allowing 

tax arbitrage with HFIs (including substitute transactions) will bring more revenue than it costs. As such, it 

seems likely that the third inter taxpayer equity concern is pretty strong in developing countries: After all, 

the CIT is an important source of revenue for them. If it is lost by tax arbitrage with HFIs (or substitute 

transactions) this may be especially painful.3075 Even if allowed as a tax competition device, it is doubtful 

                                                
3064 See, as mentioned already, Christians & Shay, supra n. 1293, at sec. 4.7.; as well as: Burgers & Mosquera, supra n. 1032, at 

sec. 1.1.8. referring to:  

 Réunion régionale du Cadre inclusif sur le BEPS pour les pays francophones available at 

https://www.oecd.org/fr/fiscalite/beps/resume-co-presidents-reunion-regionale-du-cadre-inclusif-beps-tunis-2016.pdf (accessed 

19. Sep 2018), para. 4 (2016).  
3065 See especially the discussion and references provided for in sec. 3.2.1.3.2.3. 
3066 See the discussion and references provided for in id. and especially supra n. 1015.  
3067 See the discussion and references provided for in sec. 3.2.1.3.2.3. and especially supra n. 1018. 
3068 See the discussion and references provided for in sec. 3.2.1.3.2.3. 
3069 Cooper tax treaty abuse, supra n. 1044, at sec. 3 states: “A State might, nevertheless, be tempted by the argument that any 

new investment is to be welcomed, even if it comes as a result of third State investors shopping into the country’s treaty network. 

After all, the point of the treaty was to encourage greater inward investment and this has been achieved, albeit from an investor 

resident in a third State. This position may be tempting, but it is short-sighted.” 
3070 See the discussion and references provided for in sec. 3.2.1.3.2.3. 
3071 See the discussion and references provided for in id and especially supra n. 1006-1009.  
3072 IMF, OECD, UN & World Bank Supporting, supra n. 921, at pp. 19-20. 
3073 See id., and Hearson Bargaining away, supra n. 1042, at sec. 2.2.1.  
3074 As indicated in literature and in an UN survey conducted on this issue. See the discussion and references provided for in sec. 

3.2.1.3.2.3. 
3075 See the discussion and references provided for in id. 
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whether the effects emerge. In both cases, the results will be bourne by the immobile tax base – likely as a 

result of lower government spending.  

Therefore, a high WHT rate would appear sensible. It should – to the benefit of the immobile tax base – 

bring back taxes lost by tax arbitrage with HFIs and its substitute transaction. Unfortunately, it is not that 

easy. Tax competition, ultimately, kicks in again: 

As discussed in sec. 3.2.1.3.2.2. these constraints work differently for debt and equity. Debt investors tend 

to have enough market power to negotiate so called tax gross up clauses into loan contracts.3076 In the end, 

alternative debt investments outside the country are often readily available.3077 Here tax competition 

pressure is rather strong.3078 This is different for equity investors.3079 They typically have a closer connection 

to the investment.3080 Someone who invests in, say, a gold mine will know why, and expect an above 

average return from that.3081 Here tax competition pressures are weaker.3082 This also extents to intra-group 

tax arbitrage with HFIs.3083 

Therefore, a country imposing a WHT on outgoing interest payments runs the risk of its domestic debtors 

having to bear a higher interest rate – especially if comparable domestic finance is not readily available.3084 

To understand the consequences, consider the following:3085 Assume an interest payment of 80 is subject 

to a 10% WHT and can be fully offset for CIT purposes (CIT rate 25%). In absence of a tax gross up clause, 

this has the following revenue implications: The source state gains 8 in WHT revenue and loses 20 in CIT 

revenue. Through the WHT the effect of the deductibility of the interest for CIT purposes is, as mentioned, 

alleviated. This means that the source state only loses 12, instead of the full 20. If a tax gross up clause is 

included into the loan agreement, this results in the lender getting 80. This is the amount he had received, 

had there not been any WHT. In order to ensure that the borrower has to pay (rounded) 80/0,90= 88,89. 

This is 8,89 more than in absence of the clause. Compared to a scenario without a tax-gross up provision, 

this means that the source state raises 0,89 more in WHT. On the other hand, an additional 8,89 are set off 

against income subject to a 25% CIT. As a result, whilst the source state can still alleviate the effects of the 

deductibility of interest (here: losing only 13,33 instead of 20),3086 the financing costs for the borrower have 

                                                
3076 See the discussion and references provided for in sec. 3.2.1.3.2.2. 
3077 Id.  
3078 Id. 
3079 Id. 
3080 Id. 
3081 Id. 
3082 Id. 
3083 Id. 
3084 Compare Barnes, supra n. 597, at sec. 3.5.  
3085 Based on the example provided for in id. 
3086 This compares the effects between the scenarios (i) no WHT (revenue effect -20) and (ii) WHT with tax gross up clause 

(revenue effect – 13,33). When comparing the scenarios (i) WHT without tax gross up clause (revenue effect – 12) and (ii) WHT 

with tax gross up clause (revenue effect – 13,33), the former would be better for the source state.  
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increased by 8,89. The tax gross up clause has, consequently, resulted in a 11,11% lower alleviation in lost 

CIT for the source state, and in 11,11% higher financing costs for the borrower. The higher costs of the 

borrower will translate into a higher minimum return on investment requirement. As such, fewer spill-over 

effects may emerge.3087 All of that comes to the detriment of the immobile tax base. 

However, also this view seems too narrow. Given the revenues obtained by the comprehensive WHT are 

invested wisely, real improvements for the immobile tax base may be the consequence. In literature, the 

recommendation was made that developing countries with a bad investment climate should fix this problem 

first.3088 Up to this point, taxes might not matter too much anyway.3089 Using tax money to provide for, say, 

better infrastructure and a better educated workforce may well lead to an increase in FDI.3090 Overall, it 

might happen that this brings with it more benefits for the immobile tax base, than they lose through bearing 

(parts of) the incidence of the WHT.  

Whilst, as mentioned, literature suggests that taxes will not make up serious deficiencies in the investment 

environment, it was still argued that when “other factors such as political and economic stability, 

infrastructure and transport costs are more or less equal between potential locations, taxes may exert a 

significant impact.”3091 Therefore, as a last step, a country will consider the actions peer countries as well. 

Being subject to its own discussion in sec. 7.4.3.1, this will also have an influence with respect to the third 

inter taxpayer equity concern. In fact, if allowing tax arbitrage with HFIs (including substitute transactions) 

attracts investment that brings with it more benefits for the immobile tax base than what could be reached 

as a result of combatting tax arbitrage with HFIs (including substitute transactions) and spending the 

revenue in a way that will lead to an increase in investment, the third inter taxpayer equity concern may, 

indeed, not exists. Such considerations may also apply to countries having (already) a good investment 

climate. Tax policymakers should adequately juggle these factors and then decide what fits their specific 

needs. If they decide to act, the most crucial element is the adequate spending of the revenues. If this is 

eaten up by corruption or other government inefficiency it will, again, be the immobile tax base who pays 

the bill. But if it is spent wisely, the immobile tax base may well remain better off, then they are in absence 

of the tax. 

                                                
3087 See the discussion and references provided secs. 4.2.1.-4.2.2. 
3088 See the discussion and references provided for in sec. 3.2.1.3.2.3. 
3089 See the discussion and references provided for in id. As subsequently discussed below, taxes may matter with respect to 

obtaining investment from peer countries. See already supra n. 1015. This can change the above calculation. 
3090 See broadly already the discussion and references provided for in secs. 3.2.1.3.2.2. and 3.2.1.3.2.3. 
3091 See Morisset & Pirnia, supra n. 1015, at ch. 5, as already mentioned in supra n. 1015. See there also for the further 

qualifications these authors subjected this statement to. 
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7.4.2.2. Additional considerations on inter taxpayer equity 

This section focuses on inter taxpayer equity concerns caused by combatting tax arbitrage with HFIs 

through comprehensive and uniform WHT. The main interest lies in determining the horizontal 

equitableness of the rule.3092  

Due to the fact that the UN approach applies on all outbound payments, irrespective of whether or not the 

parties are related, it does not appear sensible to use the same comparison pairs as done in sec. 5.4.2.2. and 

6.4.2.2. An entity part of an MNE that engages in intra group tax arbitrage with HFIs will be subject to 

WHT. A domestic standalone entity that engages in tax arbitrage with HFIs with a third party will face the 

same consequences. Thereby, it does not matter whether the tax arbitrage outcome happened on purpose, 

or by accident. As such, the result is horizontally equitable. The same is true for cross-border substitute 

transactions. 

That being said, the WHT can cause a horizontally inequitable outcome outside tax arbitrage with HFIs. 

Here the relevant pair for comparison is a domestic entity that obtains a loan from a foreign lender and a 

domestic entity obtaining a loan from a domestic lender. The WHT applies only on the first one. Being 

levied on the gross amount it can result in a starkly higher overall tax burden.3093 Therefore, the foreign 

lender faces worse tax consequences than the domestic lender. If a tax gross up clause exists in the loan 

contract, then the domestic firm borrowing from the foreign lender faces, c.p., a higher interest rate than 

the domestic firm borrowing from the domestic lender. Both constitutes a horizontal inequitable outcome. 

Yet, and now coming back to the above discussion of the second inter taxpayer equity concern:3094 If the 

foreign lender is not adequately taxed, the outcome is different. Here the starting point is a horizontally 

inequitable situation, which is improved by means of taxing the foreign lender in the source state through 

a WHT.3095 A low WHT set to mirror the net taxation that occurred, had the transaction been a wholly 

domestic one would lead to a horizontal equitable outcome.3096 A higher WHT, on the contrary, will 

disadvantage the foreign lender.  

7.4.3. Inter nation equity 

7.4.3.1. Addressing the inter nation equity concerns 

Three inter nation equity concerns attached to tax arbitrage with HFIs were identified. They are, first, the 

different interest of states to combat tax arbitrage with HFIs, which may make it harder for others to act. 

                                                
3092 See on the issue the discussion and references provided for in sec. 3.2.1.2.2. 
3093 See the discussion and references provided for in sec. 3.2.1.3.2.2., 7.4.2.1. and see the numerical examples discussed in 

Barnes, supra n. 597, at sec. 3.5.; see also OECD Action 4, supra n. 1483, at para. 13. 
3094 See sec. 7.4.2.1. 
3095 See id. 
3096 See the discussion and references provided for in sec. 7.4.2.1. 
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Second, the willingness of rent-seeking states to provide for tax arbitrage opportunities. Third, the potential 

double taxation caused by retaliation to legislative action against tax arbitrage with HFIs.3097  

The third inter taxpayer equity concern and the first inter nation equity concern are strongly related.3098 

Countries, which expect that allowing tax arbitrage with HFIs (including substitute transactions) will bring 

more revenue than it costs, will be reluctant to engage in legislative action against it.3099 There are a variety 

of factors that can form the basis for such a belief.3100 It may also be simply wrong.3101 Yet, once the 

perception exists, legislative action against tax arbitrage with HFIs (including substitute transactions) tends 

to become more difficult for other countries.3102 

As stated above, in this context, tax competition can emerge in two forms: Countries who have no/low 

WHT on outgoing interest payments may refrain from implementing/strengthening them. Yet, many 

developing countries have domestic WHT on outgoing interest payments in place.3103 If they, indeed, want 

to engage in tax competition they will likely choose the “treaty shopping” channel.3104 To see why this is 

not only a theoretical option, consider the following statements made by the Indian Supreme Court in the 

Andolan (2002) case:3105 

“Developing countries need foreign investments, and the treaty shopping opportunities can be an additional 

factor to attract them. [..]. Mauritius today provides a suitable treaty conduit for South Asia and South 

Africa. In recent years, India has been the beneficiary of significant funds through the ‘Mauritius conduit’. 

Although the Indian economic reforms since 1991 permitted such capital transfers, the amount would have 

been much lower without the India-Mauritius tax treaty. […] The developing countries allow treaty 

shopping to encourage capital and technology inflows, which developed countries are keen to provide to 

them. The loss of revenue could be insignificant compared to the other non-tax benefits to their economy. 

[…] [Treaty shopping] is perhaps regarded in contemporary thinking as a necessary evil in a developing 

country.’’3106 

In this respect there is little to add to sec. 5.4.3.1. and sec. 6.4.3.1. The higher the number of peer countries 

doing nothing, the higher the unwillingness of another country to do nothing either may become. This holds 

even for countries with a bad investment climate. Whilst taxes matter little from an overall perspective – 

                                                
3097 See the discussion and references provided for in sec. 4.2.2. 
3098 See the discussion and references provided for in sec. 4.2.1-4.2.2. 
3099 See the discussion and references provided for in id. 
3100 Compare the discussion and references provided for 7.4.2.1. and sec. 3.2.1.3.2.3. 
3101 Compare id. 
3102 See the discussion and references provided for in sec. 4.2.2. 
3103 See supra n. 306 and 2941. 
3104 See the discussion and references provided for in sec. 7.4.2.1. 
3105 These references were worked out by: Baistrocchi, supra n. 1045, at p. 362. For a more detailed discussion of the case, as 

well as for further going tax competition considerations made in a game-theoretical framework see id., at pp. 552-591.  
3106 Andolan (2002). 
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the tax environment of peer countries still has an impact.3107 Not least may the action against BEPS in 

developed countries increase the overall pot of obtainable investment for developing countries. They might 

be tempted to compete for that, including via the tax system.3108 Yet, as discussed above, it is not sure 

whether reality justifies this conception.3109 There may be little investment to attract. Further, combatting 

tax arbitrage with HFIs (including substitute transactions) and investing the revenue wisely may still be a 

much better choice – even if no one else acts. Ultimately, it will depend on the facts of the underlying case. 

Seen in complete isolation it is, nonetheless, plausible to assume that states would see a benefit in (i) not 

being the first mover, or (ii) in defecting when others move. This does not mean that the perceived benefit 

thereof outweighs the perceived benefits from combatting tax arbitrage with HFIs (including substitute 

transactions).3110 It only indicates that coordination will, c.p., improve the chances of action being taken. In 

other words, when a country tolerates tax arbitrage with HFIs (including substitute transactions) as a means 

of lowering the effective tax rate for mobile capital in order to attract investment, it will take into account 

what peer-countries do. To be sure, this is more complex than it sounds. It may implement comprehensive 

WHT on outgoing payments or effectively cut down treaty shopping structures, but then grant tax incentives 

elsewhere.3111 Yet, when the others act into the same direction, it will be easier for such countries to do the 

same.3112 However, it may also become more attractive to remain doing the opposite.3113 If the effective tax 

rates in other countries rise, the chance to obtain investment from peer countries may increase. This reminds 

of the prisoner´s dilemma discussed in sec. 6.4.3.2.3114 The more expectable the actions of others are, the 

more likely a better solution for the involved players becomes.3115   

The UN approach itself is not legally binding. Rather, it is only the opinion of an expert, peer reviewed by 

other experts. The standard disclaimer towards the “the views, opinions and interpretations expressed in 

this publication are those of the authors” does not miss in the UN handbook on BEPS.3116 Neither does it 

form a political consensus.3117 Contrary to the OECD, the UN Tax Committee is not an intergovernmental 

                                                
3107 See the discussion and references provided for in sec. 3.2.1.3.2.3. and 7.4.2.1., especially supra n. 1015. 
3108 See already the discussion and references provided for in sec. 3.2.1.3.2.2.-3.2.1.3.2.3. and 5.4.2.1. 
3109 See the discussion and references provided for in sec. 7.4.2.1. 
3110 In other words, a country might not want to be the first mover, but still think that it is the better solution compared to doing 

nothing. However, if the country had not been the first mover, the benefits would have been even higher. Similarly, a country 

could see a benefit in defecting, but this benefit may not be high enough to cover what would be lost by doing so. Yet, the more 

countries act, the higher the benefit of defecting becomes. At some point, it may outweigh the costs. See also the below 

discussion.  
3111 Compare especially the discussion and references provided for in sec. 7.4.3.2. 
3112 See already the discussion and references provided for in sec. 4.2.2., 5.4.3.1., as well as, e.g. Collier & Riedel, supra n. 74, at 

sec. 5.3. 
3113 See especially the discussion and references provided for in sec. 4.2.2., 5.4.3.1. and 7.4.3.2. 
3114 See further: Hasen, supra n. 1022, at pp. 117-118. 
3115 Which assumes that the dominant strategy leads to a worse outcome than what could be reached in presence of the 

expectations. Compare for a similar discussion also: Baistrocchi, supra n. 1045, at pp. 563-565. 
3116 UN Handbook, supra n. 38, at p. iii. 
3117 Compare in this regard, the elaborations in Durst Chapter 4, supra n. 2992, at pp. 1157-1159. 
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body. Efforts to upgrade it to such never succeeded.3118 Therefore, it seems unlikely that coordinated moves 

will be based thereon.  

The broad consensus reached by the OECD among its member states3119 suggests that the format of 

intergovernmental corporation has good potential to build the relevant expectations. Of course, the context 

is different. The OECD practically plays an important role in setting tax standards.3120 It employs significant 

staff and works closely with international businesses.3121 In addition, many OECD members are also EU 

Member States. Thus, they can oblige themselves to act – which also happened via the ATAD (2016/1164).  

Notably, the OECD also got developing countries on board in the BEPS project.3122 Whether this 

involvement was adequate has been doubted in some literature.3123 This question will not be addressed 

here.3124 However, many developing countries, after all, joined the Inclusive Framework.3125 Therefore, 

they plan to implement the minimum standards included in BEPS Action 6 – likely in the form of signing 

the MLI and choosing the PPT.3126 Some have already done so.3127 Yet, in the cohort of “low income 

economies”3128 only a minority of countries (so far) joined the Inclusive Framework.3129  

                                                
3118 Id., at p. 1159. In more detail, see I.J. Mosquera Valderrama, Legitimacy and the Making of International Tax Law: The 

Challenges of Multilateralism, World Tax J., sec. 6.2.2.2. (2015), Journals IBFD. It was rejected by developed countries. So: 

Mosquera Valderrama, supra n. 3118, at sec. 6.2.2.2. under reference to: paras. 28 and 29 of the Resolution 69/313 adopted by 

the General Assembly on 27 July 2015, available at http://www.un.org/ga/search/ view_doc.asp?symbol=A/RES/69/313 

(accessed 18 Sept. 2018). 
3119 See in more detail Christians & Shay, supra n. 1293, at sec. 1.3., who also note that countries aligned with the OECD/G20 

consensus may, due to resource constraints, have difficulties in participating in the OECD/G20 BEPS project. 
3120 For a more general discussion, including further references compare, for instance: Durst Chapter 4, supra n. 2992, at pp. 

1157-1159; Mosquera Valderrama, supra n. 3118, at ch. 4. 
3121 See the discussion in Durst Chapter 4, supra n. 2992, at pp. 1158-1159, and note especially his reference to: J. Drucker, 

OECD Enables Companies to Avoid $100 Billion in Taxes, available at https://www.bloomberg.com/news/articles/2013-03-

18/oecd-enables-companies-to-avoid-100-billion-in-taxes (accessed 17 Sept. 2018). 
3122 On the involvement of developing countries in this context, see supra n. 1466; Durst Chapter 4, supra n. 2992, at p. 1159; 

Christians & Shay, supra n. 1293, at ch. 3 and sec. 4.1.; Mosquera Valderrama, supra n. 3118, at ch. 6; Burgers & Mosquera, 

supra n. 1032, ch. 1. 
3123 Compare, e.g. Mosquera Valderrama, supra n. 3118, at ch. 6; Burgers & Mosquera, supra n. 1032, ch. 1. 
3124 See supra n. 1028 regarding work carried out after the OECD/G20 BEPS Project. 
3125 See supra n. 1466. 
3126 See for the minimum standards, supra n. 1465. 
3127 See supra n. 1497 for the actual list. 
3128 Based on the World Bank´s classification available at https://datahelpdesk.worldbank.org/knowledgebase/articles/906519-

world-bank-country-and-lending-groups (accessed 21 Sep 2018). The World Bank differs between “high income economies” 

(GNI per capita above USD 12.056), “upper middle income economies” (GNI per capita between USD 3.896 and 12.055), “lower 

middle income economies” (GNI per capita between USD 996 and 3,895) and “low income economies” (GNI below USD 995). 

See also already supra n. 306. 
3129 See supra n. 1466. To date (21 Sep. 2018), less than 20% of them joined. Note that some low income economies, such as, e.g. 

Afghanistan do not have a single tax treaty. Others, such as, e.g. Benin, have a small number (2). Again others, such as, e.g. 

Syria, have a more extensive tax treaty network. In addition, some low income economies may already have other rules in place. 

Uganda, for instance, provides for an anti-treaty shopping provision in UG: Income Tax Act, Cap 340 sec. 88 para. 5 (amended 

2018) National Legislation IBFD. See more generally in this regard: M. Hearson & J. Kangave, A review of Uganda's tax treaties 

and recommendations for action, working paper, 50. Institute of Development Studies, International Centre for Tax and 

Development, London, UK (2016). 
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Whilst the OECD/G20 BEPS project does not consider WHT itself and (only) regarded the debate on the 

balance of taxation rights between source and residence states in tax treaties to be “legitimate”,3130 it still 

provided developing countries with a tool to better defend their policy choices. The PPT does not touch on 

their unilateral decision whether to levy WHT at all. However, it helps them to decide with respect to whom 

to reduce it.3131 

Ironically, a country that implements the PPT does not have to give up allowing treaty shopping for tax 

competition purposes. Most bluntly, a state could sign the MLI, but not declare all tax treaties to be a 

Covered Tax Agreement.3132 These treaties will not change, regardless of what the relevant treaty partner 

does. It always needs a “match” in order for the amendments to become applicable.3133 For the sake of 

completeness, it is worth mentioning that the OECD still regards the PPT to be applicable, even if it is not 

included into the treaty.3134 For the better reasons this is denied by most literature.3135 

But even if the PPT is implemented, there is nothing forcing the tax authorities of the source state to apply 

it. For the subjective criteria to be fulfilled it has to “reasonable to conclude, having regard to all relevant 

facts and circumstances, that obtaining that benefit was one of the principal purposes of any arrangement 

or transaction that resulted directly or indirectly in that benefit.” If the tax authorities of the source state 

do not (want to) do so, who else will it be?  

If that turned out to be the case, the coordination yet reached through developing countries joining the 

Inclusive Framework will to some extent be weakened.  

The second inter nation equity concern regards rent seeking states that earn revenue through the provision 

of tax arbitrage opportunities. They can either be classical tax havens. Alternatively, it can be the result of 

certain administrative practices (viz. Luxembourg some years ago).3136 

The short answer is that comprehensive WHT on interest payments will conceptually address this. Thereby 

it does not matter whether the payment is made into a tax haven or to a country providing for certain 

administrative practices. The WHT will apply. The extent to which the problem is addressed depends on 

                                                
3130 OECD BEPS Low Income 1, supra n. 1006, at p. 9. 
3131 When treaty shopping practices are possible, this decision cannot be made, unless a country wants the bilateral treaty to 

become a multilateral one.  
3132 Art. 1 in connection with Art. 2(1)(a) MLI. 
3133 See more generally on how the MLI technically functions: OECD, Explanatory statement to the Multilateral Convention to 

Implement Tax Treaty Related Measures to Prevent Base Erosion and Profit Shifting para. 13 (OECD 2015); N. Bravo, The 

Multilateral Tax Instrument and Its Relationship with Tax Treaties, 8 World Tax J. 3, sec. 1 (2016); see for that and a more brief 

discussion, e.g. Scherleitner MLI, supra n. 1294, at sec. 1.4.  
3134 See, as mentioned in supra n. 1760, Para. 169 OECD Model: Commentary on Article 29 (2017). 
3135 See the discussion and references provided for in supra n. 1760.  
3136 See the discussion and references provided for in sec. 4.2.2. 
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the rate. A low WHT rate will only recover some revenue lost. A high rate will recover more, or deter the 

transaction from the outset.3137 

The more relevant question, though, concerns the possibility of treaty shopping. Leaving aside the above 

speculations on whether countries might want to allow that for tax competition purposes – a state that wants 

to combat tax arbitrage with HFIs (including its substitute transactions) through a comprehensive WHT, 

will have an interest that its concessions granted in a tax treaty are not relied on by persons not entitled 

thereto.  

Here, the PPT enters the scene. The above mentioned discretion enshrined in this rules makes it a very 

strong tool for combatting treaty shopping. After all, it should neither be too difficult for a tax authority 

willing to deny a treaty benefit to reasonably conclude that obtaining it was “one of the principal purposes” 

of the taxpayer´s action.3138 By itself, this was subject to justified critique in literature.3139 The abuse 

threshold is simply too low.3140 Yet, seen from the isolated perspective of the second inter nation equity 

concern this is, of course, an advantage.  

If this “smell test”3141 suggests that tainted motives were present, it is up to the taxpayer to bounce back and 

establish that granting the benefit “in these circumstances would be in accordance with the object and 

purpose of the relevant provisions of this Convention”. Cutting a long story short: it was submitted in 

literature that this is far from straightforward.3142 Not least are the burden of proof requirements very 

different. The tax authorities only have to “reasonably conclude” that the subjective criteria is fulfilled. The 

taxpayer, on the other hand, has to “establish” that the objective test protecting it is met. This has not been 

welcomed in literature either.3143 Again, purely seen from the perspective of the second inter nation equity 

                                                
3137 See the discussion and references provided for in sec. 7.4.2.1. 
3138 See sec. 7.3.2. 
3139 As already mentioned in Scherleitner MLI, supra n. 1294, at FN 211: De Broe & Luts, supra n. 1492, at para. 26; Lang 

Action 6, supra n. 1760, at p. 658; Pinetz Action 6, supra n. 1760, at sec. 2.2.3.; E. Pinetz, Use of a Principal Purpose Test to 

Prevent Treaty Abuse, in Base Erosion and Profit Shifting pp. 284-285 (M. Lang et al. eds., Linde 2016) [hereinafter Pinetz 

PPT]; M. Scherleitner, A. Dolezel & H. Rasner, Mögliche Auswirkungen von BEPS-Action 6 auf die österreichische 

Abkommenspraxis, 26 SWI 1, p. 12 (2016); C. Staringer, BEPS und die Folgen für die österreichische Steuerpolitik, in Neue 

Grenzen der Gestaltung für Bilanz und Steuern p. 173 (R. Bertl et al. eds., Linde 2014) [hereinafter Staringer BEPS Folgen]; 

Scherleitner CIV part II, supra n. 1492, at sec. 8.2.2.; P.A. Barreto & C.A. Takano, The Prevention of Tax Treaty Abuse in the 

BEPS Action 6: A Brazilian Perspective, 43 Intertax 12, sec. 4.1. (2015); de Broe PPT, supra n. 1760, at pp. 209-210; R. Kok, 

The Principal Purpose Test in Tax Treaties under BEPS Action 6, 44 Intertax 5, p. 408 (2016); and, to a lesser extent (even) C.P. 

Taboada, OECD Base Erosion and Profit Shifting Action 6: The General Anti-Abuse Rule, 69 Bull. Intl. Taxn. 10, sec. 2.2. and 3. 

(2015); this author himself agrees with literature in Scherleitner MLI, supra n. 1294, at sec. 3.2.3. 
3140 Compare id. 
3141 Pinetz PPT, supra n. 3139, at p. 293. 
3142 de Broe & Luts, supra n. 1492, at para. 27; de Broe PPT, supra n. 1760, at p. 213; compare also: A. Báez Moreno, GAARs 

and Treaties: From the Guiding Principle to the Principal Purpose Test. What Have we Gained from BEPS Action 6, 45 Intertax 

6/7, sec. 3.2. (2017); see for this already: Scherleitner MLI, supra n. 1294, at sec. 3.2.4., who agrees with literature. 
3143 As already mentioned in Scherleitner MLI, supra n. 1294, at FN 250; Being very critical thereon: de Broe PPT, supra n. 

1760, at p. 215-216; de Broe & Luts, supra n. 1492, at para. 27; compare also Lang Action 6, supra n. 1760, at p. 660; Báez 

Moreno, supra n. 3142, at sec. 3.2; Scherleitner, Dolezel & Rasner, supra n. 3139, at p. 12; Scherleitner CIV part II, supra n. 

1492, at sec. 8.2.2.; this author himself agrees with literature in Scherleitner MLI, supra n. 1294, at sec. 3.2.5. 
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concern this is an advantage. Taxpayers (really) aiming to abuse the tax treaty will find it harder to fend-

off the application of the PPT – no matter how well prepared they, or their lawyers, enter into the discussion. 

The problem of this coming at the cost of legal certainty is a different issue.3144 

The third inter nation equity concern was discovered in double taxation resulting from retaliation that 

legislative action against tax arbitrage with HFIs could provoke.3145 This is primarily an issue with respect 

to tax arbitrage with HFIs that relies on a qualification conflict. At least here, one may think that both states 

would want to tax the bilateral surplus. On the contrary, denying the deductibility for payments into no/low 

tax jurisdictions does not impose much risk of retaliation. They do not want to tax anyway. Double taxation 

resulting from retaliation can only occur if the transaction does not disappear because of the anti-hybrid 

rules.3146  

Consider first a tax arbitrage transaction with a debt/equity hybrid that exploits the benefits of a dividend 

relief system. If the other state implemented BEPS Action 2, it will deny the dividend relief.3147 It does not 

take WHT into account this respect.3148 Therefore, it will tax. If the WHT can, for whatever reason,3149 be 

credited on the so resulting tax liability, the source state will win. If not there will be double taxation.  

If the tax arbitrage transaction happens through a debt/debt hybrid, a state having implemented BEPS 

Action 2 will allow the source state to act first.3150 Because levying a WHT is not regarded to be the 

application of the primary response of the Hybrid Financial Instruments Rule the residence state will apply 

the defensive rule.3151 Again, if the WHT can be credited on the so resulting tax liability the source state 

will win. Otherwise, there will be double taxation.  

If the other state did not implement BEPS Action 2, then it could retaliate by taxing the income. If the WHT 

could be credited, this was pointless – it would again be the source state who wins. If, on the other hand, 

the WHT cannot be credited there will be double taxation. Provided the source state wants to avoid that it 

has to renounce on levying the tax. In the end, it is not different to what was discussed in sec. 5.4.3.1. and 

6.4.3.1.3152 

                                                
3144 See the discussion and references provided for in sec. 7.4.4.2. 
3145 See the discussion and references provided for in sec. 4.2.2. 
3146 See the discussion and references provided for in sec 4.2.2. and 5.4.3.1. 
3147 See sec. 5.3.1.2. and 5.4.3.1. and note the minor exceptions mentioned there.  
3148 See already the discussion and references provided for in sec. 5.4.3.1., and see explicitly supra n. 1922. 
3149 E.g. by means of a country granting unilateral relief, or under a tax treaty. For tax treaty purposes the HFI will, usually, be 

either treated as debt or equity. In the latter context see already the discussion and references provided for in sec. 2.1.5.3.  
3150 See sec. 5.3.1.1. 
3151 Compare id.  
3152 See also the remarks made in sec. 7.4.3.2., which relate to the third inter nation equity concern.  
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7.4.3.2. Additional considerations on inter nation equity 

This section will provide for additional considerations on the inter nation equity of the UN approach against 

tax arbitrage with HFIs. 

As worked above, one of the drawbacks in levying a WHT on outgoing interest is the chance of it leading 

to tax gross-up clauses.3153 When this happens, the domestic borrowers will face a higher interest rate. The 

rising cost of capital decreases the volume of investment. Thus, there will be fewer positive spillover 

effects.3154 

For that to take place, the WHT has to be final at the level of the receiver.3155 If it can be fully credited, then 

there is – strictly speaking – no cost to be burdened onto the borrower. Yet, given the ordinary credit method 

is applied, the WHT levied on the gross amount may not become fully credited. The expenses connected 

with the financing arrangement at the level of the receiver deny that.3156  

There are some types of lenders where this happens more frequently. Among them are tax-exempt entities 

and financial institutions.3157 Both, the Commentary to the OECD Model and the Commentary to the UN 

Model provide for more targeted approaches.3158 States may exempt certain categories of interest from 

WHT, but uphold it in general.3159  

Strictly speaking, this “violates” the UN approach as defined in this thesis. Ultimately, Harris proposes a 

comprehensive and unitary WHT on all outgoing payments.3160 As such, there is little room for reducing 

WHT on interest payments to, say, financial institutions. It may, not least, be that the loan granted by the 

financial institution is a tax arbitrage transaction. That would replicate it being a resident in a tax haven.3161 

This is problematic because, c.p., it allows foreigners to undercut domestic financial institutions.3162 If the 

financial institution was a group finance company,3163 it would further allow the lowering of the MNE´s 

effective tax rate.3164 Also this is problematic for domestic standalone businesses who have to compete with 

entities part of an MNE.3165  

                                                
3153 See the discussion and references provided in sec. 3.2.1.3.2.2. and 7.4.2.1. 
3154 See id. 
3155 See the discussion and references provided in sec. 3.2.1.3.2.2. 
3156 See id. 
3157 See id. 
3158 See the discussion in sec. 2.1.5.3. under reference to: paras. 7.2.-7.11. OECD Model: Commentary on Article 11 (2017); para. 

12 UN Model: Commentary on Article 11 (2011). For more detail, see Helminen Article 11, supra n. 315, at sec. 3.2.1. 
3159 See id. 
3160 See sec. 7.3.1. 
3161 Compare, Harris UN Proposal, supra n. 1, at sec. 4.3. 
3162 See the discussion and references provided for in sec. 7.2.1. 
3163 In a country that has not implemented BEPS Action 2. 
3164 See the discussion and references provided for in sec. 7.4.2.1. 
3165 See id. 
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Nevertheless, states could still accept this risk and exempt certain interest payments from WHT. They will 

do so if they see it outweighed by the benefits coming along with fewer tax gross-up clauses. Alternatively, 

they may keep the WHT on interest payments to financial institutions, but still renounce on it with respect 

to interest payments to tax exempt investors. Also they hold significant amounts of debt.3166 However, they 

cannot benefit from a tax arbitrage strategy. They do not pay tax anyway. This can alleviate the damage 

potentially caused by the WHT levied on the gross amount.  

Another option was indicated by Barnes, who, as noted, wrote the chapter on the limitation of interest 

expenses in the UN handbook on BEPS.3167 Instead of waiving the WHT for financial institutions 

completely, it can also be reduced to a very low amount.3168 This has the merit of roughly mirroring the net 

taxation of the financial institution. The WHT can, thus, be fully (or mostly) credited. To the extent it 

remains uncredited it may be burdened onto the borrower through a tax gross up clause. The amount of this, 

however, is rather low – at least much lower than what a high WHT would lead to.3169 If the loan was a tax 

arbitrage transaction, the low WHT will at least alleviate its effects. Nevertheless, as discussed in sec. 

7.4.2.1. it will not take away the “extra deduction” emerging to the financing company.3170  

States considering such option may also think about generally giving up gross taxation. This will increase 

complexity. However, it will be the taxpayer who bears a great share of that. In fact, the WHT can first be 

levied on the gross-amount. In a second step, the non-resident taxpayer can file a return and claim 

expenses.3171 This results in net taxation with the excessive WHT being paid back. So far, this is very rarely 

done in the context of dividends.3172 Still, it may be a prudent way to alleviate the negative consequences 

of gross taxation. 

In addition, potential tax treaties with tax havens could be terminated.3173 Moreover, WHT rates could be 

increased on payments made to persons resident in such jurisdictions.3174 Some countries do that. Serbia, 

for instance, levies a higher WHT (25%), if the recipient is a resident in a blacklisted country.3175 The 

rationale is to discourage these transactions from the outset.3176 The Czech Republic, to name another 

                                                
3166 See the discussion and references provided sec. 2.2.2.1. 
3167 Compare Barnes, supra n. 597, at sec. 3.5. 
3168 Compare id.  
3169 Compare generally id. 
3170 See the discussion and references provided for in sec. 7.4.2.1.  
3171 Compare Harris Article 10, supra n. 285, at sec. 3.1.3.2.1. 
3172 See id., who also notes that with respect to income from immovable property this is different. Here it is common. 
3173 Compare also OECD Action 6, supra n. 1046, at paras. 75-81. 
3174 Dahlberg & Wiman, supra n. 1373, at sec. 3.8. 
3175 D. Popovic & G. Ilic-Popov, Serbia - Corporate Taxation sec. 7.3.4.2., Country Analyses IBFD (accessed 25 Sept. 2018). 
3176 See on the background: S.V. Kostic & T. Macar, Serbia, in The taxation of foreign passive income for groups of companies 

International Fiscal Association (IFA), Cahiers de droit fiscal international vol. 98a, sec. 3.2. (Sdu Fiscale & Financiele 

Uitgevers 2013). These authors dealt with the proposed legislation, which foresaw a 47% WHT on interest payments. 
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example, seems to provide for a similar approach. Outgoing interest payments are subject to a 35% WHT, 

unless the recipient is resident in a predefined territory.3177  

All of that should show that WHT is less of a “blunt”3178 tool against BEPS than it appears to be. For sure, 

a differential rate comes with an increase in the administrative burden. Besides, the solutions are rough, at 

best.3179 Still, more tailor made approaches in setting the WHT rate may, overall, bring more benefits than 

costs.  

Furthermore, the above indicated that developing countries tend to benefit from coordinated action.3180 In 

searching for that, countries have to be careful.3181 Coordination with respect to implementing, or 

maintaining, WHT on outgoing payments may trigger tax competition elsewhere.3182 This can, for instance, 

be the general CIT rate, which could be more harmful than competing in WHT.3183 The chances for that to 

happen may be especially high when the coordination covers an insufficient amount of adequately 

comparable countries.3184 If too few participate, then the outsiders increase the pressure on those who do 

participate.3185  

To understand the dynamics consider the following example:3186 Assume there are 15 countries who are 

sufficiently comparable to compete among each other for mobile investment. If they did not compete, they 

would do better. As a result, they try to reach an agreement towards switching off competition. Assume 

that ten of these countries agree, among others, on effectively levying a 20% WHT on outgoing interest. 

Yet, they do not restrict competition in the CIT rate. The other five states stay out of the agreement. They 

can set tax policy as they please. The agreement leads to an increase in the effective tax rate for mobile 

capital in the coordinating states. By itself, this makes the five other countries more attractive. Mobile 

capital from the ten coordinating states will flow to them. They benefit from not having joined the 

agreement. Potentially, the five non-coordinating states start to compete among themselves for attracting 

                                                
3177 According to T. Mkrtchyan, Czech Republic - Corporate Taxation sec. 7.3.4.2., Country Analyses IBFD (accessed 25 Sept. 

2018) these are “another EU Member State or an EEA country; or a country with which the Czech Republic has concluded (i) a 

tax treaty, (ii) a TIEA, or (iii) a multilateral agreement providing for exchange of information to which both the Czech Republic 

and that country are a party”. 
3178 E. Mensah, Mobilizing Domestic Resources for Development & International cooperation: Ghana's Perspective, Presentation 

at G24 technical group meeting Addis Ababa, slide 8 (2017).  
3179 See the discussion above. 
3180 See the discussion and references provided for in sec. 7.4.3.1. 
3181 See more comprehensively: IMF, OECD, UN & World Bank Options, supra n. 879, at pp. 29-32. 
3182 Compare id., at p. 30. 
3183 Id. under reference to Keen Preferential regimes, supra n. 859; See also Keen Competition, supra n. 122, at sec. 2-3, and 

especially supra n. 1963. 
3184 Compare IMF, OECD, UN & World Bank Options, supra n. 879, at p. 30. 
3185 Id. See also Keen Competition, supra n. 122, at ch. 2: stating: “[C]countries will enter into and abide by such agreements 

only if it is in their interest to do so. This is least problematic when the coordinating countries are broadly similar, because any 

gains from coordination will be felt by all, and so have unanimous support. Even then, however, the risk remains that it may be 

even more beneficial for a country to remain outside of the agreement, or to join but renege, while all others honour it.” 
3186 Inspired by IMF, OECD, UN & World Bank Options, supra n. 879, at pp. 29-30. 
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capital from the ten coordinating states. That increases the pressure on the latter even more. If it is too high, 

they might see a need to act. They could compete via the CIT rate, which is harmful because it does create 

windfall gains for immobile capital.3187 Alternatively, they may defect from the agreement. This risks it 

breaking apart.  

Therefore, a crucial element of the agreement is its inclusiveness. The higher the number of relevant non-

participants, the less sensible it becomes for a country to join itself.3188 At the same time, the higher the 

number of relevant participants, the more attractive it becomes for a country to stay out.3189 States willing 

to overcome harmful tax competition must find a way to deal with that.3190 Negotiating and implementing 

an agreement requires a supra national monitoring framework and powerful institutions to enforce it.3191 To 

date this is often missing.3192  

As a final thought on inter nation equity. Developed countries might want to consider the potential of 

providing development aid (also) through their tax systems.3193 This discussion is broader than it can be 

reflected here.3194 Yet, in the context of the third inter nation equity concern such issues can come up. In 

fact, when a developed country and a developing country both address tax arbitrage with HFIs, why should 

the developed country want to provoke double taxation by not crediting the WHT on the resulting tax 

liability? These questions will emerge with respect to transactions that are neither deterred by BEPS Action 

2, nor the WHT. As such, they may have a certain degree of realness. Only the cash flows were structured 

to reach a more favourable tax outcome. Other than single taxation, double taxation would likely take away 

the transaction – to the detriment of the developing country. Besides, when developing countries know that 

their WHT will be credited on the tax liability resulting from the application of BEPS Action 2, they will 

want to tax. Someone has to do it anyway. Therefore, the OECD indirectly promotes legislative action 

against tax arbitrage with HFIs also in states that do not even see the smallest possibility to implement their 

rules.3195   

                                                
3187 See already the discussion and references provided for in sec. 3.2.1.3.2.3. 
3188 Compare IMF, OECD, UN & World Bank Options, supra n. 879, at p. 30. 
3189 Compare id. 
3190 See further going id., at pp. 30-31, including relevant examples of coordinative efforts in developing countries. 
3191 Id., at p. 31.  
3192 Id. 
3193 See further going: Rosenzweig Harnessing, supra n. 91, at p. 577, and his references to: K.B. Brown, Transforming the 

Unilateralist Into the Internationalist, in Taxing America (K.B. Brown & M.L. Fellows eds., NYU Press 1996); K.B. Brown, 

Missing Africa: Should U.S. International Tax Rules Accommodate Investment in Developing Countries?, 23 U. Pa. J. Int’l Econ. 

L. 1 (2002); P.R. McDaniel, U.S. Tax Treatment of Foreign Source Income Earned in Developing Countries: A Policy Analysis, 

35 Geo. Wash. Int'l L. Rev. (2003). 
3194 Compare, e.g. id., or also the relevant sources provided for in sec. 3.2.1.3.1.  
3195 Compare also the discussion and references provided for in sec. 5.4.3.1. 
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7.4.4. Efficiency 

7.4.4.1. Addressing the efficiency concerns  

Tax arbitrage with HFIs has efficiency costs.3196 In order to find out whether comprehensive WHT will be 

able to overcome them, it will be started from the micro-perspective. A prudent way to structure the 

discussion seems to be the following: At the core will be a transaction between a parent company in a 

developed country and its 100% subsidiary in a developing country. The goal is to test the effects of 

different WHT rates. As in sec. 7.4.2.1 three different scenarios will be looked at: a low WHT rate, a high 

WHT rate and a deterringly high WHT rate. The first two rates are assumed to recover revenue, but not to 

deter the transaction. The deterringly high WHT rate, on the contrary, is assumed to lead to the 

disappearance of the transaction.  

Start with a purely tax motivated transaction. As mentioned in sec. 7.4.2.1., WHT does not neutralize the 

tax arbitrage outcome. It only makes the transaction less attractive. If the WHT rate is low, some revenue 

will be won back. Yet, the transaction – including its transaction costs – does not disappear.3197 The positive 

efficiency effects are then limited to a (potential) decrease in distortions resulting from compensatory 

taxation elsewhere.3198 The latter effect may be stronger with a high WHT. Yet, also here the transaction 

costs will (per assumption) remain. A high WHT rate deterring the transaction causes a different outcome. 

Here efficiency is increased due to (i) the transaction costs falling away and (ii) distortive compensatory 

taxation not becoming necessary. Thereby, the broadness of the UN approach is of help. As it applies to all 

outbound payments, it also makes substitute transactions less attractive. Also here (i) and (ii) will fall away, 

which increases welfare. This, likewise, holds for transactions beyond the scope of this thesis. Wherever 

WHT deters taxpayers from entering into purely tax motivated transactions, their transaction costs 

disappear. Further, the potentially resulting distortive compensatory taxation will not occur either.3199 

Assume, next, that there is a financing need at the subsidiary level, which is satisfied by a tax arbitrage 

transaction. Here, the efficiency costs relate to the additional transaction costs that were necessary to design 

the transaction in a way to obtain the tax benefit.3200 Further efficiency costs come with sacrifices in the 

cash flow patterns, given the tax arbitrage transaction is an imperfect substitute for the transaction that 

would otherwise have been used.3201 A low WHT rate will not take these efficiency costs away. Yet, it will 

                                                
3196 See the discussion and references provided for in sec. 4.3. 
3197 See the discussion and references provided for in sec. 7.4.2.1. 
3198 Against the background of what was discussed in sec. 3.2.1.3.2.3., it does not seem too likely that developing countries 

would, indeed, give up taxation elsewhere. If they do not, then this effect does not occur. 
3199 Which should be mentioned as a contrast to what was discussed in sec. 5.4.4.1. 
3200 See already sec. 5.4.4.1. 
3201 See the discussion and references provided for in sec. 4.3. If, on the other hand, the tax arbitrage transaction happens to be the 

best transaction, the WHT will not induce a change.  
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raise revenue. This could (potentially) lead to giving up (more) distortive taxation elsewhere. A high WHT 

increases this possibility, but will also not take the other efficiency costs away.  

A high WHT rate deterring the transaction, on the contrary, takes away the additional transaction costs 

necessary to reach the tax arbitrage result. Even more, it will also take away the transaction costs necessary 

to enter into the transaction at all. However, and now coming back to the concerns raised in the above,3202 

the price paid for these incremental improvements in welfare, may be a dramatic loss in welfare on a 

different front.3203 Obviously, this would not only deter the structuring of a loan towards reaching a tax 

arbitrage result. Rather, it would also deter the real transaction the subsidiary is in need of.3204 

It is clearly impossible for this thesis to tell if, or when, such protectionist policies are sensible.3205 Too 

much will depend on the facts of the underling case. Yet, consider the reference to Desai, Foley & Hines 

(2004) as provided in sec. 2.2.5. They demonstrated that in countries with weak creditor rights and shallow 

capital markets, affiliates borrow more from parent companies and less externally. A high WHT rate that 

deters the obtainment of (foreign) intra-group finance will force MNEs into borrowing from local sources. 

Conceivably this could strengthen the domestic finance industry. However, it may also lead to higher costs 

of capital for the MNE entity. Thus, it will likely invest less. If the costs of capital increase starkly, then the 

decrease in investment will likely be significant as well. This has welfare costs.3206 

What concerns the macroeconomic distortions caused by tax arbitrage transactions with HFIs:3207 The 

low/high WHT will widely leave them untouched. The deterringly WHT will take them away. Yet, the 

latter may come with even stronger distortions.  

7.4.4.2. Additional considerations on efficiency 

This section discusses additional efficiency effects potentially attached to the UN approach against tax 

arbitrage with HFIs. 

To begin with the two most obvious ones. First, where the UN approach creates a novelty, it will change 

the framework businesses operate in. Taxpayers have to adapt.3208 As WHT is rather simple, these costs 

should not be too high. Secondly, whilst the WHT is a tax on the lender,3209 it can well be borne by the 

                                                
3202 See sec. 7.4.2.1. 
3203 See already the discussion and references provided for in sec. 4.2.1., 5.4.2.1., 5.4.4.1. and, especially supra n. 1319, 2082. 
3204 For the sake of completeness, also the potential efficiency costs related to suboptimal cash-flow patterns fall away. Yet, they 

are not replaced by an optimal cash-flow pattern. Rather the transaction would just fall away, i.e. there will be “no cash-flow 

pattern” at all. 
3205 Compare already the remarks made in supra n. 2082. 
3206 Compare the discussion and references provided for in especially sec. 3.2.2.2.2. 
3207 See the discussion and references provided for in sec. 4.3.  
3208 Which is costly. See the discussion and references provided for in sec. 3.2.3.2.4. 
3209 To be precise: The person who is subject to the tax is the receiver of the payment. The person who withholds and remits it to 

the tax authorities, is typically the payer. Compare, e.g. Withholding tax, in International Tax Glossary, Glossary IBFD, or credit, 
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borrower. As discussed above, tax gross-up clauses are no rarity.3210 This will lead to higher costs of capital 

and, thus, less investment.3211 In absence of a tax gross-up clause the WHT will reduce the return received 

by the lender. Thus, the amount it can invest elsewhere sinks as well. Besides, the revenue obtained through 

levying the WHT has to be spent in a socially valuable way.3212 In presence of corruption, embezzlement 

and other government inefficiencies, this will not be the case.3213 A poor use of government funds gives rise 

to its own welfare losses.3214 On the other hand, spent wisely it may increase the national welfare of a 

country – especially in countries with a weak investment climate.3215  

Next, it seems worthwhile to deepen the above considerations regarding the potential consequences caused 

by a high WHT rate. Whilst it seems easy to tell that a WHT rate of, say, 60% will almost certainly deter a 

transaction – it is not straightforward to estimate what WHT rate does not do so. The combination of gross 

taxation and the ordinary credit method, or even the absence of any possibility to credit the tax, can result 

in a rather substantial effective tax rate.3216 To underline this by means of a numerical example:3217 Assume 

that the group financing company borrows 1.000 at a rate of 10% and on-lends it to a subsidiary in a 

developing country at a rate of 12%. If the CIT rate in the residence state of the financing company is 15%, 

and the WHT levied in the source state is 10%, the application of the ordinary credit method will lead to an 

effective taxation of the financing company at 60%.3218 A WHT of 15% would already mean an effective 

taxation at 90%.3219 It may well be that these tax outcomes deter the transaction. 

Yet, if the lending company is a resident in a tax haven and equity financed by another group company the 

result is different.3220 In absence of any real costs, the effective tax rate will approximately correspond to 

                                                
withholding tax in International Tax Glossary, Glossary IBFD (accessed 12 Sep. 2018). See also Holmes Tax Policy, supra n. 

765, at sec. 1.4.3. 
3210 See the discussion and references provided for in sec. 3.2.1.3.2.2., as well as also 7.4.2.1. 
3211 Compare the discussion and references provided for in especially sec. 3.2.2.2.2. 
3212 Compare, e.g. the discussion and references provided for in supra n. 1011.  
3213 Compare, e.g. id., as well as further going on the issue: G. Ferguson, Global Corruption: Law, Theory and Practice, available 

at https://track.unodc.org/Academia/Pages/TeachingMaterials/GlobalCorruptionBook.aspx, (accessed 24 Sep. 2018), ch. 1 

(2017). 
3214 See in more detail, e.g. Aghion et al., supra n. 853, at sec. 2.4. who state: “Higher corruption dampens the positive effect of 

taxes by simply taking away the available resources that could have been utilized for growth enhancing infrastructure.” Their 

quantitative analysis shows that the impact of taxation on welfare is mostly driven by its impact on growth. See id. 
3215 See the discussion and references provided for in sec. 3.2.1.3.2.3., 7.4.2.1 and note especially supra n. 853. 
3216 Compare the discussion and references provided for in sec. 3.2.1.3.2.2. and see for illustration purposes, e.g. Holmes Tax 

Policy, supra n. 765, at sec. 6.3.2. Compare more generally also id., at sec. 1.4.3., 2.4. 
3217 Based on Holmes Tax Policy, supra n. 765, at sec. 6.3.2. 
3218 See id. The interest payable in the source state is 120. The WHT 12. The financing company receives 120 interest income 

from the subsidiary and pays 100 interest expense on the loan it took out itself. Thus, it makes a profit of 20, which leads to a tax 

of 3. Up to this, the source state tax can be credited under the ordinary credit method. Ultimately, the finance company pays 12 in 

WHT to the source state, and 0 to the residence state. Considering the net profit of 20, the effective tax is (12/20) *100 = 60%. 
3219 Which results from 120*0,15= 18 WHT. Considering the net profit of 20, this is (18/20) *100 = 90% effective tax. 
3220 Which is a typical BEPS strategy used to reduce the tax burden of operating subsidiaries in developing countries. See Durst 

Chapter 2, supra n. 896, at p. 1198: Durst Chapter 3, supra n. 3032, at pp. 465-466. 
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the WHT levied on the gross amount. If the WHT is 10% and the CIT in the developing country is 25%, 

there will still be a tax saving. Thus, this transaction will not fall away.3221  

This displays a structural weakness of using comprehensive WHT in combatting tax arbitrage with HFIs. 

It does not make a difference between what should be combatted and what should not. If the above examples 

hold true, the tainted transaction remains. The good one does not.  

It seems, therefore, also from an efficiency perspective, more sensible to use differential rates.3222 Broadly 

speaking, the setting of no/low WHT for financial institutions (which may cover also intra-group financing 

companies) and tax-exempt recipients could alleviate the efficiency concerns attached to deterring real 

transactions.3223 At the same time, setting high WHT rates for payments made to tax havens would do little 

harm and cover what a country would like to see covered.3224 Yet, it is not sure whether acting this way is 

most sensible. After all, the WHT would lose much of its force in combatting tax arbitrage with HFIs.3225 

In absence of a WHT, financial institutions would, at first sight, not face much obstacles in engaging in tax 

arbitrage transactions.3226  

A potential way out of this dilemma could be the reliance on the anti-hybrid rules of other countries. A 

source state with a relatively high WHT could, for instance, reduce it for interest payments to financial 

institutions resident in a country that implemented BEPS Action 2. Here combatting tax arbitrage with HFIs 

is “outsourced” to the other state. The latter will catch structured arrangements and intra-group tax arbitrage 

transactions.3227 The source state does not have to do anything, but for providing the relevant information 

to the residence state. At the same time, and outside tax arbitrage transactions, the low source state WHT 

would alleviate the above mentioned distortions. The good transactions may remain.  

It is not necessary for the source state to enter into a tax treaty with such countries. Unilateral reductions 

are possible as well.3228 However, care should be taken with respect to the potential exploitation of such 

concessions by persons not entitled to it. The receiving financial institution could, for instance, make an 

offsetting payment to someone else, who would not have been entitled to the WHT reduction itself. A 

source state has to be able to administer rules that avoid that.3229 

                                                
3221 See already the discussion and references provided for in sec. 7.4.2.1. and 7.4.4.1. 
3222 See already the discussion and references provided for in sec. 7.4.3.2. 
3223 Compare also the discussion and references provided for in id. 
3224 See id. 
3225 See already the discussion and references provided in id. 
3226 See the discussion and references provided id. as well as in sec. 7.4.2.1. 
3227 See sec. 5.3.1.1.-5.3.1.2. 
3228 States should consider the availability of foreign information. Tax treaties are a means of obtaining such. Nowadays they are 

not the most important ones anymore. See already the discussion and references provided for in sec. 3.2.3.2.3. 
3229 This will be further discussed in sec. 7.4.5. 
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The negative effects of gross taxation can also be mitigated in a different way. In fact, there are countries 

that allow a presumptive or standard deduction from the WHT base.3230 Just as a reduced rate, this is, 

likewise, meant to approximate net taxation.3231 Argentina, for instance, provides for different lump-sum 

deductions for different types of payments.3232  

With foresight to the discussion in sec. 7.4.5. an additional efficiency effect could emerge in the context of 

the PPT. It will be shown that the provision gives rise to strong legal uncertainty. The low abuse threshold, 

practically, gives tax authorities substantial leeway in what they want to regard as abusive, and what not.3233 

Taxpayers with bona fide motives could adapt their behaviour in order to “make sure” to get out of the grey 

area. At the same time, taxpayers whose action was tax motivated might adapt as well. Depending on the 

merits of the chosen alternative transaction, efficiency costs, or gains, may emerge.  

7.4.5. Administrability and administration and compliance cost 

This section will discuss the administrability of the UN approach. In this context, administration and 

compliance costs incurred by it will become visible as well.3234 The investigation of these issues moves into 

the same direction. High administration and compliance costs may cause a rule to be non-administrable 

and, thus, non-implementable. If the rules are implementable, high administration and compliance costs 

make this less attractive.3235 The two relevant dimensions in understanding these costs were identified as 

the complexity of a rule and the resulting information requirements.3236 

It is fair to say that a full and unitary WHT on all outgoing payments levied on the gross amount is a 

relatively simple rule.3237 In principle, the only things relevant are (i) the existence of an outgoing payment 

and (ii) its gross amount. There is no need to know the tax treatment of the foreign receiver. Neither is any 

awareness of its characteristics required. 

Complexity increases quickly, once different WHT rates are imposed. The more borderlines and reliefs, the 

more efforts have to be dedicated to see what is what.3238  

If domestic law foresees different WHT rates for dividend and interest payments, it has to be found out 

whether the financial instrument in questions falls under one of these categories. Of course, this can be 

                                                
3230 Lee & Yoon, supra n. 318, at sec. 2.6. 
3231 Id. 
3232 Id. See G. Rigoni, Argentina, in Withholding tax in the era of BEPS, CIVs and the digital economy, in IFA Cahiers de Droit 

Fiscal International vol. 103b sec. 1, 2.1. (Sdu Netherlands 2018); E.O. Meloni, Argentina - Corporate Taxation sec. 7.3.3.1., 

Country Analyses IBFD (accessed 14 Mar. 2018).  
3233 See the discussion and further references provided for below, especially supra n. 3258. 
3234 See the discussions and references provided for in the discussions and references provided for in sec. 4.4. 
3235 See the discussion and references provided for in id. 
3236 See the discussion and references provided for in id. 
3237 See already the discussion and references provided for in sec. 3.2.1.3.2.3. 
3238 Compare already the discussion and references provided for secs. 3.2.2.2.3., and 3.2.3. 
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quite easy. However, especially in the context of HFIs it may sometimes be rather difficult.3239 Taxpayers 

could also rearrange their affairs in order to fall under different and more favourable rules.3240 Tax 

policymakers have to take this into account.  

If a tax treaty foresees the differential WHT rate similar question emerge. First, the payment has to be 

qualified. The tax treaty classification of a financial instrument is principally independent from its domestic 

law classification.3241 Thus, an additional examination becomes necessary. Second, tax treaties can be 

abused.3242 In this context, the two most relevant forms are treaty shopping3243 and rule shopping.3244 

Translated into what is relevant for this thesis: In the former case, as discussed above, a resident of a third 

state aims to benefit from the lower WHT rate enshrined in the tax treaty between the source state and its 

treaty partner.3245 In the latter case, the treaty entitlement is without doubt. Only the better legal 

consequences provided for by an allocation rule is shopped into.3246 The treaty is, thus, optimised.3247 If, for 

instance, the dividends article limits the source state WHT to 5% and the interest article to 0%, the taxpayer 

may arrange its affairs with a view to fall under the interest article.3248 

In practice, such transactions can take rather complex forms.3249 The application of rules targeting this 

behaviour can, thus, be difficult as well.3250 Yet, these provisions are necessary if a country does not want 

to see its concessions being exploited under inappropriate circumstances.3251 So far, the beneficial 

ownership requirement of articles 10-12 OECD Model has been a major tool for tax authorities to combat 

treaty shopping.3252 Another prominent measure is the LoB-clause. Especially treaties with the United States 

                                                
3239 Compare already the discussion and references provided for in sec. 2.1.5.3. 
3240 Certain derivative transactions can, for instance, effectively convert interest into capital gains. See in more detail: Weidmann, 

supra n. 71, at pp. 200-201. As mentioned in sec. 1.3., 1.5., derivatives are not in the scope of this thesis. Yet, there are 

interesting questions attached to this topic, which the author aims to address within his post-doctoral studies. 
3241 See the discussion and references provided for in sec. 2.1.5.3. 
3242 See, e.g. the literature provided for in supra n. 1044-1045, as well as in supra n. 3244.  
3243 See the sources provided for in supra n. 1044.  
3244 For more detailed discussion of the topic, see F. Wassermeyer, Art. 1 OECD MA (Art. 1 OECD Model), in 

Doppelbesteuerung 62nd ed., para. 68 (F. Wassermeyer et al. eds., Beck 2015); J. Schuch & K. Kubik, “Rule shopping” im DBA 

Recht und Grenzen steuerlicher Gestaltung, in Die Grenzen der Gestaltungsmöglichkeiten im Internationalen Steuerrecht (M. 

Lang, J. Schuch & C. Staringer eds., Linde 2009); and G. Bonschak, “Rule shopping” and International Tax Planning, in Limits 

to Tax Planning ch. 1 (K. Simader & E. Titz eds., Linde 2013); de Broe Prevention of Abuse, supra n. 96, at p. 10. 
3245 See the sources provided for in supra n. 1044 and the discussion and references provided for in sec. 7.4.2.1., 7.4.3.1.  
3246 E.g. Schuch & Kubik, supra n. 3244, at pp. 118-119; de Broe Prevention of Abuse, supra n. 96, at p. 10. 
3247 Compare: de Broe Prevention of Abuse, supra n. 96, at p. 10.  
3248 E.g. Schuch & Kubik, supra n. 3244, at pp. 118-119; Wassermeyer, supra n. 3244, at para. 68. 
3249 Compare, instead of many and including further references, de Broe Prevention of Abuse, supra n. 96, at pp. 29-38. 
3250 For an overview of concepts used by different countries see, e.g. S. van Weeghel, General Report, in Tax treaties and tax 

avoidance: application of anti-avoidance provisions, in International Fiscal Association (IFA) Cahiers de Droit Fiscal 

International vol. 95a (Sdu Netherlands 2010). 
3251 See, e.g. Cooper tax treaty abuse, supra n. 1044, at ch. 2 and the further literature quoted in supra n. 1044. If, on the other 

hand, countries allow treaty shopping for tax competition purposes this is not the case. See in this regard the discussion and 

references provided for in sec. 7.4.2.1. and 7.4.3.1. 
3252 De Broe & Luts, supra n. 1492, at para. 12, who note the limited success of the rule. 
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usually contain such a provision.3253 Still, in the post-MLI world the PPT will become the most important 

treaty anti abuse rule.3254 The below discussion will, therefore, focus on it. 

The PPT is drafted in a way that may give rise to tremendous compliance costs. At the core of the problem 

stands its low abuse threshold and its lax burden of proof requirements.3255 As mentioned, it suffices that 

the tax authorities can reasonably conclude that “one of the principal purposes” of the taxpayer´s action 

lied in obtaining the treaty benefit (here the reduction in WHT).3256 Thus, the existence of one, or more, 

principal business reasons to enter into the transaction is not sufficient to fend-off being accused of having 

a tainted motive.3257 Obviously, tax authorities have a clear advantage with respect to its application.3258 

The problem, however, is that taxes constitute a form of business costs that a sound entrepreneur is, and 

should,3259 within the legal limits, be trying to save.3260 Thus, in commercial reality, the existence of at least 

some tax motives can be taken for granted. With tax treaties aiming towards economically fostering 

transactions that would not have taken place in their absence,3261 this was clearly in the mind of the inventor, 

i.e. the Contracting States. 

Of course, at some point the relative importance of the tax motive becomes inappropriately high. If 

obtaining the tax benefit was, for instance, the sole – or at least the predominant – purpose of the taxpayer´s 

action, the application of an anti-abuse rule could be adequate.3262 Providing tax treaty benefits under such 

circumstances, arguably, has not been the will of those ratifying the treaty.3263 

Problematically, there is little guidance aside the OECD in how to distinguish between principal and 

ancillary purposes.3264 The Commentary to article 29 OECD Model (2017) is of some help, especially as it 

says: “Where, […], an arrangement can only be reasonably explained by a benefit that arises under a 

                                                
3253 United States Model Income Tax Convention art. 22 (2016), Models IBFD; see in more detail, e.g. D.M. Berman & J.L. 

Hynes, Limitation on Benefits Clauses in U.S. Income Tax Treaties, Tax Management International Journal (Bloomberg) (2000); 

U. Wolff, Art. 28 DBA USA, in Doppelbesteuerung 62nd ed., para. 1 (F. Wassermeyer et al. eds., Beck 2015). 
3254 See already the discussion and references provided for in especially sec. 5.3.3. 
3255 See already the discussion and references provided for in sec. 7.3.3. and 7.4.3.1.  
3256 Compare in this regard the references provided for in supra n. 3139. 
3257 See, e.g. Lang Action 6, supra n. 1760, at p. 656; de Broe & Luts, supra n. 1492, at para. 26. 
3258 Compare, e.g. de Broe & Luts, supra n. 1492, at para. 26; Lang Action 6, supra n. 1760, at pp. 658-659; Pinetz Action 6, 

supra n. 1760, at sec. 2.2.3; Kok, supra n. 3139, at sec. 3.1., Pinetz PPT, supra n. 3139, at pp. 284-289; or with further 

references: Scherleitner MLI, supra n. 1294, at 3.2.3.-3.2.5. 
3259 In an Austrian context the argument was brought forward that executives are even obliged to find a structure that minimizes 

taxes (within the legal limits). See Pinetz PPT, supra n. 3139, at p. 284 under reference to: R. Perner & P. Trefil, Legitimität der 

Konzernsteuerplanung vs Verpflichtung, in Handbuch Konzernsteuerrecht 2nd ed. pp. 20-21 (F. Fraberger et al. eds., Lexis Nexis 

2014).  
3260 De Broe & Luts, supra n. 1492, at para. 26; E. Kemmeren, Where is EU Law in the OECD BEPS Discussion, 23 EC Tax 

Review 4, pp. 190-193 (2014).  
3261 See with further references: de Broe & Luts, supra n. 1492, at para. 26. 
3262 Compare id., who demand that the PPT “should only be applied if a transaction or arrangement was solely or at least 

predominantly inspired by treaty benefits, i.e., benefits of the treaty should be granted even if there is a tax motive, provided a 

genuine economic objective is being pursued.” 
3263 See the discussion and references provided for in sec. 7.3.2. and 7.4.3.1. 
3264 Critical, e.g. de Broe & Luts, supra n. 1492, at para. 26; Lang Action 6, supra n. 108, at p. 659. 
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treaty, it may be concluded that one of the principal purposes of that arrangement was to obtain the 

benefit.”3265 However, at the same time, it also holds that: “The reference to “one of its principal purposes” 

in the paragraph means that obtaining benefits under a tax treaty needs not be the sole or dominant purpose 

for the establishment, acquisition or maintenance of the person and the conduct of its operations. It is 

sufficient that at least one of the principal purposes was to obtain treaty benefits.“3266 

In any case, the explanations in the Commentary to the OECD Model are always less important than the 

treaty provisions themselves.3267 Tax authorities and Courts apply the latter, and not the former.3268 

Therefore, what finally matters is the PPT as it stands in the treaty.3269 And this can be understood widely.  

After all, the low abuse threshold gives the tax authorities substantial discretion in deciding what should be 

challenged and what should not. If they want to discover one of the principal purposes to have lied in 

obtaining the tax treaty benefit, they should often be able to do so. The mere existence of a tax benefit, such 

as the reduction in WHT, could be enough. Against this background, the subjective criterion may also turn 

out to be quite meaningless.3270 Over time, case law will concretise the understanding. Yet, it may well be 

that jurisprudence drifts apart.3271 This increases uncertainty even more. The story of the beneficial 

ownership requirement, at least, does not suggest the contrary.3272  

Therefore, the subjective criterion hangs like a sword of Damocles over the head of the taxpayers. They 

know that if they are accused of having a tainted motive, they can bounce back and (try to) evidence their 

acts to be in line with the object and purpose of the relevant provisions of the tax treaty.3273 They also know 

that this is difficult.3274 As a result, taxpayers have to thoroughly assess every transaction and evaluate the 

                                                
3265 Para. 178 OECD Model: Commentary on Article 29 (2017).  
3266 Id., at para. 180.  
3267 See Lang Action 6, supra n. 1760, at p. 660, who refers to a range from (i) attaching to the Commentary not more than 

secondary relevance under Art. 32 VCTL, to (ii) regarding it to be covered by Art. 31(2) or (4) VCTL; compare also de Broe & 

Luts, supra n. 1492, at para. 26. 
3268 Lang Action 6, supra n. 1760, at p. 660; de Broe & Luts, supra n. 162, at para. 26; but see Chand, supra n. 1760, at para. 15, 

who argues that, based on the Commentary, the PPT should not be applied if non-tax reasons for entering into an arrangement 

outweigh the tax reasons.  
3269 See also Pinetz PPT, supra n. 3139, at pp. 285-286, who regards the statement made in para. 180 OECD Model: Commentary 

on Article 29 (2017), as well as the wording of the provision itself to contradict with what is held in para. 178 OECD Model: 

Commentary on Article 29 (2017).  
3270 See especially: Lang Action 6, supra n. 1760, at pp. 658-659, Pinetz Action 6, supra n. 1760, at sec. 2.2.3.; Pinetz PPT, supra 

n. 180, at pp. 284-289. 
3271 Lang Action 6, supra n. 1760, at p. 660 “Treaty practice […] can drift apart. National courts may reach completely different 

judgments, and they are often unable to free themselves from the fiscal interests of their state. In dubio pro patria (when in doubt, 

for his country) seems to be a principle that often determines the case law on treaties.” 
3272 See the references provided for in de Broe & Luts, supra n. 1492, at FN 47; See also Martín Jiménez, supra n. 2993, at sec. 1; 

A. Meindl-Ringler, Beneficial Ownership in International Tax Law (Wolters Kluwer 2016); de Broe Prevention of Abuse, supra 

n. 96, at pp. 653-715; for a conceptually critical elaboration see, e.g. J.C. Wheeler, The missing keystone of income tax treaties 

sec. 2.4.3. (IBFD 2012), Online Books IBFD. 
3273 See the discussion and references provided for in sec. 7.3.2. and 7.4.3.1. 
3274 See the references provided for in supra n. 3142; note that this is also difficult for the tax authorities, as this requires 

sufficient technical knowledge of international tax law. For raising this issue and for a further discussion, see Collier & Riedel, 
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risk of being challenged.3275 This creates compliance costs.3276 The greater the leeway of tax authorities in 

the course of the subjective test, the higher they tend to be. If, as discussed in sec. 7.4.4.2, taxpayers react 

by amending their behaviour towards being on the safe side, there will be further efficiency effects. 

Depending on the non-tax attributes of the original and the alternative transaction, they can be good or 

bad.3277   

It should, for the sake of completeness, not remain unmentioned that countries can also chose the LoB-

clause to combat treaty abuse.3278 It relatively clearly sets out the criteria that has to be met in order to gain 

treaty access.3279 Generally speaking, their aim is to ensure a sufficient nexus or commercial justification 

for granting the tax treaty benefit.3280 However, the LoB rules are extremely complex3281 and not self-

executing.3282 As such, they may not be an option for countries with administrative constraints.3283 

The above also displays what information has to be obtained by the taxpayer, the withholding agent and the 

tax authority. In case a state implements a unitary WHT on all outgoing payments, the only things relevant 

are, as mentioned, (i) whether the receiver is a foreigner and (ii) the gross amount of the payment. The 

taxpayer and the withholding agent will know that. The tax authority, who must be able to control whether 

the taxes were withheld and remitted correctly,3284 should be able to find that out. 

In case different WHT rates are set, it has to be found out what rate the recipient is entitled to. Likely, a 

country providing for differential rates will want to prevent their abuse. As discussed above, relevant 

provisions typically look at the facts of the underlying case. This information has to be obtained. For 

taxpayers and withholding agents deliberately exploiting the differential rate, this should not be a problem. 

They are aware of the relevant facts. Outside purely tax motivated transactions, it will be more difficult. 

Both, taxpayers and withholding agents must have enough information to judge whether an anti abuse rule 

                                                
supra n. 74, at sec. 3, and their reference to: UN, Handbook on Selected Issues in Administration of Double Tax Treaties for 

Developing Countries p. iii (UN 2013). The latter document was not available to the author of this thesis. 
3275 Doubting that taxpayers “will be able to rely with any certainty on obtaining the benefits of the tax treaty”: P. Baker, The 

Multilateral Convention to Implement Tax Treaty Related Measures to Prevent Base Erosion and Profit Shifting, 62 Brit. Tax 

Rev. 3, pp. 281-284 (2017). 
3276 See already the discussion and references provided for in sec. 3.2.2.2.3. 
3277 It is good if a tax-motivated transaction becomes replaced by another one with better non-tax attributes. On the contrary, it is 

bad if a bona fide transaction becomes replaced by another transaction with worse non-tax attributes, just in order to look less 

suspicious.  
3278 See Art. 7(6) MLI. 
3279 Compare, e.g. Avi-Yonah & Panayi, supra n. 1044, at p. 30, who state: “With the exception of the LOB, most of the OECD 

anti-treaty-shopping provisions tend to be broad and vague, likely to generate interpretational difficulties when applied in 

practice”. This was also regarded to be a weakness of the rule. See for that: Staringer BEPS Folgen, supra n. 3139, at p. 172.  
3280 F. Borrego, Limitation on Benefits Clauses in Double Taxation Conventions p. 92 (Kluwer 2005); Wolff, supra n. 3253, at 

para. 1. 
3281 See, e.g. J.C. Fleming, Searching for the Uncertain Rationale Underlying the US Treasury’s Anti-treaty Shopping Policy, 40 

Intertax 4, p. 249 (2012), who uses the term “mind-numbing complexity” when writing about the U.S. LoB-clause; similarly with 

respect to the OECD´s LoB-clause: De Broe & Luts, supra n. 1492, at para. 63; see also IMF Spillover, supra n. 908, at para. 39. 
3282 IMF Spillover, supra n. 908, at para. 39. 
3283 Compare, essentially, id., or see, e.g. De Broe & Luts, supra n. 1492, at para. 63. 
3284 Compare Bird Improving Tax Administration, supra n. 1230, at p. 33.  
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could apply. Provided the latter is conceivable, the withholding agent might be reluctant to provide for a 

reduction at source. Here it will remit the higher amount and leave it up to the foreign taxpayer to claim the 

refund. In this context, the tax authority will demand an adequate presentation of the facts of the case and 

decide based on that. Thereby, it will need the information to verify the taxpayers´ claims.3285 This needs a 

legal source.3286 Usually, this will be available.3287 If a tax treaty foresees the differential rates, the tax 

authority should be able to request the information under article 26 of the OECD Model (2017) and UN 

Model (2011).3288 Outside tax treaties, especially the Multilateral Convention on Mutual Administrative 

Assistance in Tax Matters will be of help.3289 

Summing up, the UN approach as defined for the purposes of this thesis, i.e. full and unitary WHT on all 

outgoing payments should be easy to administer and to comply with. The information needed for that is 

minimal and should be obtainable relatively easy. On the contrary, complexity rises noticeably once 

differential rates are imposed. Yet – and especially compared to what was discussed in secs. 5.4.5. and 

6.4.5. – this is not excessive. Thus, WHT is a real option for developing countries facing administrative 

challenges to combat tax arbitrage with HFIs.  

7.5. Legal dogmatic analysis 

This section will consider legal dogmatic questions attached to the UN approach. Thereby the restrictions 

imposed by tax treaties will be focused.3290 They are rather obvious and have already been discussed 

above.3291 In short, tax treaties limit the WHT that the source state of the payment can levy under its 

domestic law.3292 The maximum rates are different and depend on the type of income.3293 With respect to 

tax arbitrage with HFIs, the interest article is most relevant.3294 Country practice differs in this context.3295 

To the extent the treaty rate is lower than the domestic law rate, the application of the latter violates the 

treaty.3296  

That does, however, not mean that the higher domestic law rate can, practically, not be applied. Treaty 

overrides successfully happen in practice – also in developing countries.3297 When domestic law allows the 

                                                
3285 Cooper tax treaty abuse, supra n. 1044, at ch. 3.1. 
3286 See already the discussion and further references provided for in sec. 3.2.3.2.3. 
3287 Compare id. 
3288 See in more detail, e.g. the sources provided for in supra n. 1261. 
3289 See already the discussion and further references provided for in sec. 3.2.3.2.3., and see also Cooper tax treaty abuse, supra n. 

1044, at sec. 3.1. 
3290 EU law, on the contrary, will not be discussed. See already sec. 1.5.  
3291 See the discussion and references provided for in sec. 2.1.5.3. 
3292 See id. 
3293 See id. 
3294 Which is Art. 11 OECD Model (2017) and UN Model (2011). 
3295 See the discussion and references provided for in sec. 2.1.5.3.. 
3296 See id., as well as sec. 4.5.3. 
3297 With respect to Africa see Marais, supra n. 1452, at sec. 7 who concludes his analysis by stating: “The country analysis 

indicates that, at least at this moment, there is little risk for enacting treaty overrides in Nigeria and probably also in South 
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violation of treaty obligations, then there is nothing legally preventing a country from applying the UN 

approach, even where a tax treaty would actually deny that. Whether or not it is sensible tax policy wise to 

enter into a tax treaty that a country does not intend to comply with is, notably, a different question.  

In this regard, it should not be forgotten that developing countries do not tend to have a very extensive tax 

treaty network.3298 As such, not all WHT on outgoing payments is limited by a tax treaty. Rather, only those 

paid to, and beneficially owned by, residents of other Contracting States are concerned. If a country 

succeeds in preventing treaty shopping arrangements, these treaties should not become usable by residents 

of different states.3299 Otherwise, a country with, say, eight tax treaties may practically have a considerably 

broader tax treaty network. 

8. Recharacterising debt into equity based on general anti avoidance rules and transfer pricing 

provisions – the “recharacterisation approach” 

8.1. Introduction 

This chapter addresses countries that do not plan to implement any specific rules against tax arbitrage with 

HFIs. The above discussion indicates that such reluctance may well occur: Linking rules may be too 

difficult.3300 Comprehensive WHT, on the other hand, may be too blunt.3301 Alternatively, the latter may be 

regarded as the right tool, but the tax treaty network of a state denies its effective application. If a state is 

not prepared/not able to terminate (or override) these treaties,3302 or if it cannot effectively prevent their 

abuse, WHT is no option.3303 

Yet, there are still good grounds for tackling tax arbitrage with HFIs.3304 Therefore, the potential of other – 

frequently available – rules should be analysed: GAARs and transfer pricing provisions. A country 

                                                
Africa and Mauritius (with Kenya becoming the obvious exception). These countries have some legislative safeguards in place to 

prevent legislative treaty overrides and they appear to respect the principles of international law. The most important safeguard 

appears to be constitutional provisions to this effect: if a treaty override occurs, it will presumably be unconstitutional and 

invalid. […]” See further, Steenkamp & Hales, supra n. 1452, who refer to treaty overrides in Ghana, Tanzania and Uganda. 
3298 See already the discussion and references provided for in sec. 3.2.1.3.2.3. 
3299 See id., as well as, especially the sources provided for in supra n. 1044-1045.  
3300 See especially the discussion and references provided for in sec. 5.4.5 and 6.4.5. This does, of course, not mean that linking 

rules are not suitable for combatting tax arbitrage with HFIs. However, if they cannot be administered, or complied with, they are 

no real option. See already sec. 4.4. 
3301 See especially the discussion and references provided for in sec. 7.4.3, 7.4.4. Also this does not mean that WHT are not 

suitable for combatting tax arbitrage with HFIs. However, they have certain disadvantages that a country may not be prepared to 

accept. 
3302 As held with further references in sec. 4.5.3, and 7.5., some states´ domestic law does not forbid treaty overrides. In other 

states, they are not allowed. This has to be distinguished from the question whether a state is prepared to override, or terminate, a 

treaty. Thereby the pros and cons of doing so will have to be weighed up.  
3303 Compare, e.g. the discussion and references in sec. 7.4.5. 
3304 See the discussion and references provided for in sec. 4.2.-4.4. 
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interested in combatting tax arbitrage with HFIs, but unwilling to implement any targeted rules to this effect 

may (have to) rely on this.3305 The goal of this chapter is to inquire the effects thereof. 

From a methodical point of view, this is challenging. Tax arbitrage with HFIs is harmful.3306 However, in 

order for a GAAR to be applicable, it has to constitute tax avoidance in the sense of the tax law in 

question.3307 These are two different questions. In other words, the need to combat tax arbitrage with HFIs 

has conceptually little to do with the possibility to invoke a GAAR. The OECD, for instance, submitted 

that whilst GAARs can combat some hybrid mismatch arrangements, they are no comprehensive solution 

against it.3308 Scholarship is sceptical as well.3309 It was emphasised that “the set-up of a hybrid financial 

instrument does not in itself qualify as an abusive practice”.3310 Transfer pricing provisions are not targeted 

at combatting tax arbitrage with HFIs either. In principle, they are only meant to ensure that the dealing 

between related parties is at arm´s length.3311 

Nonetheless, both GAARs and transfer pricing provisions have been relied on to combat tax arbitrage with 

HFIs.3312 Considering the discussion draft to BEPS Action 8-10 dealing with financial instruments, 

especially the role of the latter may grow.3313 Even if neither of these rules addresses tax arbitrage with 

HFIs directly, both have the potential to alleviate its effects. For that reason, they are worth to be analysed. 

Thereby, the most interesting feature of GAARs and transfer pricing provisions lies in their principal ability 

                                                
3305 The author understands general interest limitation rules to (still) fall under the category of more targeted measures. Notably, 

if a country has such rules in place, this chapter may, nevertheless, be of relevance. Recharacterisation based on GAARs or 

transfer pricing provisions may happen irrespective of the existence of general interest limitation rules. See in more detail the 

discussion and references provided for in sec. 8.4.1.2. 
3306 See, again, the discussion and references provided for in sec. 4.2.-4.4. 
3307 See the discussion and references provided for in sec. 8.2.1. 
3308 OECD Tax Policy and Compliance Issues, supra n. 2, at paras. 31-32; see also Russo, supra n. 1, at sec. 5. 
3309 E.g. de Broe Double Non-Taxation, supra n. 2046, at sec. 4; or de Broe observations, supra n. 2293, at sec. 5. 
3310 de Broe Double Non-Taxation, supra n. 2046, at sec. 4. 
3311 See the discussion and references provided for in sec. 8.2. 
3312 See e.g. Kuźniacki et al., supra n. 1913, at sec. 3.4.1. “In Colombia the transfer pricing provisions and the GAAR can target 

tax arbitrage through hybrid mismatches. The transfer pricing provisions are also considered re-characterisation provisions, 

since they allow the Colombian tax authorities to re-characterise interest into dividends. The effect is that any deduction will be 

denied whenever interest transactions are deemed as non-compliant with arm’s length conditions (a form of thin capitalization 

rule). In any case, however, neither transfer pricing provisions nor the GAAR are specifically aimed against cross-border tax 

arbitrage via hybrid mismatches.”; see also the discussion in Krever, supra n. 2238, at sec. 1.3. and note supra n. 3352. See 

further de Broe Prevention of Abuse, supra n. 96, at p. 501, stating: “Some States challenge undercapitalization of companies 

and determine the true nature of an investment and the return paid thereon by means of an “all facts and circumstances”-test. 

Such test may be applied under the ordinary transfer pricing rules and the general “arm’s length”- standard or under 

“substance over form” or GAAR-type provisions of domestic law.”; Whilst, likewise, not focusing on tax arbitrage with HFIs per 

se, compare also the discussion in: Helminen international tax law concept, supra n. 6, at sec. 10.1; Avery Jones et al. Dividends, 

supra n. 363, at pp. 444-447; Schön Eigenkapital und Fremdkapital, supra n. 181, at sec. 3.5.4.2; Schön et al. Debt and Equity, 

supra n. 181, at pp. 213-214; See also R. Zielke, Shareholder Debt Financing and Double Taxation in the OECD: An Empirical 

Survey with Recommendations for the Further Development of the OECD Model and International Tax Planning, 38 Intertax 2 , 

pp. 70-71, 80-81 (2010). 
3313 OECD BEPS 8 – 10 Financial Transactions, supra n. 1756. 
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to recharacterise transactions from debt into equity.3314 To the extent this happens, the remunerations paid 

on the HFI are not deductible in the source state.3315 Hence, the tax base is not eroded. 

This effect will be stylised as an approach against tax arbitrage with HFIs. What is needed to trigger these 

consequences can be rather different, though. Some states´ domestic law, for instance, knows the concept 

of hidden equity.3316 Others apply the relevant parts of the OECD transfer pricing guidelines.3317 Again 

others follow the OECD transfer pricing guidelines, but not so far that they can recharacterise without 

invoking a strict GAAR.3318 Some states have no, or deviating, transfer pricing rules and may only rely on 

the GAAR in recharacterising a payment.3319 Additionally, others may rely on some kind of domestic law 

substance over form approach.3320 

The method employed in this chapter will, therefore, be different. The starting point will not be a precise 

rule. Rather, it will be a legal consequence (recharacterisation), which some countries reach earlier than 

others. For the sake of analytical convenience, two stylised recharacterisation events will be defined. The 

first one is delineated as the GAAR event. Here it will be assumed that the recharacterisation happens based 

on such a provision. The second one is the transfer pricing event. Here it will be assumed that the 

recharacterisation is based on the domestic implementation legislation of the OECD (or UN) guidelines that 

enable such consequences. The latter will be assumed to be fulfilled easier than the former. 

Working out the GAAR event will be difficult. GAARs exist for well more than a century,3321 and 

proliferated in modern times.3322 In a way, these provisions are similar. They combat the abuse of tax rules. 

                                                
3314 See the discussion and references provided for in sec. 8.3. 
3315 On the tax treatment of debt and equity see already the discussion and references provided for in sec. 2.1.5.1.-2.1.5.2.  
3316 Such as, e.g. Austria. See already the discussion and references provided for in sec. 6.3. 
3317 On the relevant parts of the OECD transfer pricing guidelines, see the discussion and references provided for in sec. 8.3.2.  
3318 Such as, e.g. Finland. See the discussion and references provided in sec. 8.4.1.4. 
3319 Which may especially be the case in developing countries. Brunei, for instance, does not have transfer pricing provisions. 

Yet, sham transactions may be disregarded by the tax authorities. See J. Loke, Brunei - Corporate Taxation sec. 7.1.-7.2., 

Country Analyses IBFD (accessed 1 Mar. 2019); Further, it seems that in Kiribati, to name another example, a recharacterisation 

can take place. This is, however, not based on transfer pricing provisions, which are, essentially, inexistent. See S. Yen Loo, 

Kiribati - Corporate Taxation sec. 7.1.-7.2., Country Analyses IBFD (accessed 1 Mar. 2019); For an overview of transfer pricing 

practices see EY, Worldwide Transfer Pricing Reference Guide 2017-2018 (EY 2018).  
3320 Compare, e.g. de Broe Prevention of Abuse, supra n. 96, at p. 501 as referred to in supra n. 3312; See further: P. Rosenblatt 

& M.E. Tron, General Report, in Anti-avoidance measures of general nature and scope – GAAR and other rules, in IFA Cahiers 

de Droit Fiscal International vol. 103a, sec. 2.2.3. (Sdu Netherlands 2018), who state: “Several branch reports stated that the 

‘substance over form’ or ‘economic substance’ are either an anti-avoidance doctrine applied in their jurisdictions (India, Japan, 

Liechtenstein, Ukraine and Sweden), or an element of their statutory GAAR (Austria, Chile, Finland, India, Indonesia, Italy, and 

Norway), or one of the criteria contained in a list of features of an avoidance arrangement (Australia and Hong Kong). In the 

Republic of Korea, a codified ‘substance over form’ principle is what normally is called a GAAR, despite disagreements on this 

labelling. Sometimes, these doctrines have different names: the ‘principle of material truth’ (Czech Republic), ‘doctrine of 

reality’ (Denmark), ‘the acceptable economic conduct’ (Israel), the ‘genuine economic sense’ (Russia), the ‘economic reality 

principle’ (Argentina, Uruguay) and the ‘economic reasonable’ test (Japan). […] this is an argument often used by tax officials 

and even courts to curb perceived tax avoidance in the absence or insufficiency of a statutory GAAR, which is the case reported 

in Brazil, Japan, Mexico, Indonesia and Peru.” (footnotes omitted); see also Krever, supra n. 2238, at sec. 1.2.  
3321 The GAAR included in New Zealand´s revenue law has been there for more than 140 years. See C. Elliffe & A. Smith, New 

Zealand, in GAARs – A Key Element of Tax Systems in the Post-BEPS World sec 22.1. (M. Lang et al. eds., IBFD 2016).  
3322 Krever, supra n. 2238, at sec. 1.1. 
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Yet, the understanding of what constitutes a GAAR and – for the purpose of its application – tax avoidance 

differs.3323 This gives rise to the next methodical challenge. When analysing the potential of GAARs to 

combat tax arbitrage with HFIs, what GAAR, if any, should be used? The author thinks that remaining on 

a rather abstract level is best. Instead of using a country example, it seems more sensible to provide for 

generally applicable thoughts. In this respect, especially the work of Krever (2016) is of help. In his general 

report, he provided for a very accessible summary of 36 countries´ GAARs.3324 Most recently, Rosenblatt 

& Tron (2018) did the same.3325 There is a small drawback in relying on these contributions for the purposes 

of this thesis. In fact, many of the surveyed countries will implement specific rules against tax arbitrage 

with HFIs. Therefore, this chapter is not very relevant for them. Rather, it may especially be developing 

countries that may have to rely on GAARs in the context of combatting tax arbitrage with HFIs.3326 Yet, 

not all developing countries have a GAAR in place.3327 This can, albeit, be solved as well. One contribution 

in the UN handbook on BEPS deals with this issue. It was written by Arnold and is named “[t]he role of a 

general anti-avoidance rule in protecting the tax base of developing countries.”3328 Taken together, these 

contributions should form a good basis for providing rather general considerations on the rationale (sec. 

8.2.1) and scope (sec. 8.3.2) of GAARs.  

Working out the transfer pricing event will be more straightforward. The transfer pricing guidelines contain 

some language with respect to when a loan should be disregarded. This will be briefly outlined in secs. 

8.2.2. and sec. 8.3.2. Note for clarity that the actual task of transfer pricing provisions, which is the 

limitation of the remuneration paid on the HFI, will be scoped out from the analysis. This is somewhat 

unsatisfactory, because this is a practically important means of alleviating the base eroding effect of these 

transactions. However, elaborations on how to establish the arm´s length interest rate go way beyond what 

can be discussed here. Readers are referred to others that dealt with such questions.3329 

The stylised assumptions on the triggering events will be worked out in sec. 8.4.1. Thereupon the potential 

effects of such rules will be assessed (sec. 8.4.2.-8.4.5.).3330 This is followed by a legal dogmatic analysis 

in sec. 8.5. Thereby, only one question will be briefly discussed. This is the possibility of recharacterisations 

                                                
3323 Id. 
3324 Id. 
3325 Rosenblatt & Tron, supra n. 3320, surveyed 42 jurisdictions.  
3326 See already the remarks made in sec. 1.5.  
3327 Peters Reactions, supra n. 3032, at sec. 3.2. 
3328 B.J. Arnold, The role of a general anti-avoidance rule in protecting the tax base of developing countries, in United Nations 

Handbook on Selected Issues in Protecting the Tax Base of Developing Countries (A. Trepelkov, H. Tonino & D. Halka eds., 

United Nations 2015) [hereinafter Arnold GAAR]. 
3329 See, e.g. the recent contribution by Petruzzi, supra n. 386, who deals with transfer pricing aspects of intra-group finance. 
3330 The partly substantial practical difficulties in applying them will be considered (only) from this point onwards. In other 

words, up until sec. 8.4.2., the analysis has a theoretical emphasis. 
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from debt into equity under article 9 OECD Model (2017). Notably, EU law questions will not be analysed. 

As EU Member States implement the ATAD (2016/1164), they will rely on more targeted rules.3331  

With developing countries being the primary addressees of this chapter, only the perspective of the source 

state will be focused. 

8.2. Rationale 

8.2.1. GAARs 

GAARs should prevent taxpayers from carrying out transactions or arrangements that inappropriately 

intend to avoid, reduce or defer tax.3332 On the surface, the meaning of “inappropriately” seems easy to 

grasp. In this respect, Arnold distinguishes between tax evasion and tax avoidance.3333 Tax evasion is a 

criminal offence. It involves the intentional non- or underpayment of tax by means of fraud, non-disclosure 

or misinterpretation.3334 Tax avoidance, on the other hand, is not a criminal offence. It involves the reduction 

in tax by legal means.3335 According to Arnold tax avoidance can be divided into acceptable/legitimate tax 

avoidance (or tax mitigation), and unacceptable/illegitimate tax avoidance.3336 GAARs apply in the latter 

context.3337 Also Krever underlines that the notional target of GAARs is tax avoidance.3338 

What the term tax avoidance precisely encompasses is difficult to say. Krever demonstrates that the 

spectrum of countries´ understandings is rather broad.3339 At one end, stands a very narrow conception. For 

some tax avoidance “is limited to convoluted and, at best, quasi-legal transactions verging on evasion.“3340 

At the other extreme, some countries may, in some circumstances, discover tax avoidance in legitimate 

choices between alternatives leading to different tax outcomes.3341 Confusion further increases by the new 

concept of aggressive tax planning. GAARs were also proposed (and used?) as a measure against this 

                                                
3331 See in this regard already sec. 1.5. 
3332 E.g. Arnold GAAR, supra n. 3328, at ch. 3; or Ault & Arnold Overview, supra n. 896, at sec. 12.1. 
3333 Arnold GAAR, supra n. 3328, at ch. 2. 
3334 Id. 
3335 Id 
3336 Id. 
3337 So, implicitly, id.  
3338 Krever, supra n. 2238, at sec. 1.1. 
3339 Id. See also, e.g. the discussion in Rosenblatt & Tron, supra n. 3320, at sec. 2.2.1. 
3340 Krever, supra n. 2238, at sec. 1.1., under reference to the report of: V. Tyutyuryukov, Russia, in GAARs – A Key Element of 

Tax Systems in the Post-BEPS World (M. Lang et al. eds., IBFD 2016). The latter contribution has not been available to the 

author of this thesis. 
3341 Krever, supra n. 2238, at sec. 1.1. 
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behaviour.3342 Recent literature dedicated great efforts towards finding out what this notion amounts to – 

obviously without having yet reached a breakthrough.3343  

It does not seem too relevant for this thesis to elaborate on the differences between these terms. The relevant 

work of others suggests that it is challenging, if not impossible.3344 Yet, whilst a fixed dividing line may be 

absent, both concepts were argued to have a connection to artificiality.3345 Although very broadly speaking, 

it is fair to say that GAARs aim to combat such kind of transactions. This point is reinforced by looking at 

what GAARs are not meant to catch, namely reasonable business activities3346 and transactions that are in 

                                                
3342 See, e.g. EC Recommendation on ATP (C(2012) 8806), supra n. 73, stating: “To counteract aggressive tax planning practices 

which fall outside the scope of their specific anti-avoidance rules, Member States should adopt a general anti-abuse rule […]”. 

In id., aggressive tax planning is defined as: “Aggressive tax planning consists in taking advantage of the technicalities of a tax 

system or of mismatches between two or more tax systems for the purpose of reducing tax liability. Aggressive tax planning can 

take a multitude of forms. Its consequences include double deductions (e.g. the same loss is deducted both in the state of source 

and residence) and double non-taxation (e.g. income which is not taxed in the source state is exempt in the state of residence).” 

The proposed GAAR is found in id., at para. 42 and reads: “An artificial arrangement or an artificial series of arrangements 

which has been put into place for the essential purpose of avoiding taxation and leads to a tax benefit shall be ignored. National 

authorities shall treat these arrangements for tax purposes by reference to their economic substance.” In id., at para. 4.5. it is 

clarified that “the purpose of an arrangement or series of arrangements consists in avoiding taxation where, regardless of any 

subjective intentions of the taxpayer, it defeats the object, spirit and purpose of the tax provisions that would otherwise apply.” 
3343 It does not seem that scholars were yet able to reach a uniform definition of these notions. A more detailed discussion can, for 

instance, be found in: A.P. Dourado, The Meaning of Aggressive Tax Planning and Avoidance in the European Union and the 

OECD: An Example of Legal pluralism in International Tax Law, in International Tax Law: New Challenges to and from 

Constitutional and Legal Pluralism (J. Englisch ed. IBFD 2016) [hereinafter Dourado The Meaning of Aggressive Tax Planning 

and Avoidance in the European Union and the OECD], who states that: “Because policy statements and legal documents often 

make reference to tax planning, aggressive tax planning, tax evasion and tax avoidance as synonyms or overlapping concepts, it 

is not always clear whether aggressive tax planning is an autonomous concept, a tax policy concept or a legal concept.” 

Thereafter, in id., at sec. 9.4. she analyses aggressive tax planning in the EU and in id., at sec. 9.7. she analyses aggressive tax 

planning in the OECD; see further: J.M.C. Carrero & A.Q. Seara, The Concept of ´Aggressive Tax Planning´ Launched by the 

OECD and the EU Commission in the BEPS Era: Redefining the Border between Legitimate and Illegitimate Tax Planning, 44 

Intertax 3, pp. 206-220 (2016), who emphasise that “the pseudo-category of aggressive tax planning has not been defined 

comprehensively and uniformly, but rather it constitutes a poorly defined concept (that it is not synonymous of ´tax avoidance´ 

and ambiguous idea with an instrumental purpose (at least from an OECD perspective)”; see also C. Fuest et al., Profit Shifting 

and ´Aggressive Tax Planning´ by Multinational Firms: Issues and Options for Reform p. 8 (Zentrum für Europäische 

Wirtschaftsforschung 2013), who underline: “Even if actual volumes and the dominant channels of profit shifting were known, it 

would still be difficult to draw the line between “acceptable” profit shifting activity and “aggressive” tax planning. Exploiting 

international tax differentials cannot be considered aggressive per se, as the underlying structures are not necessarily artificial. 

A definition provided by the OECD, that suggests that aggressive tax planning might not accord with the law (OECD (2008) p. 

87) is misleading since the tax planning strategies described in section 2. are certainly in line with existing law.”; The OECD 

work they refer to is: OECD, Study into the Role of Tax Intermediaries (OECD 2008); see further: P. Piantavigna, Tax Abuse and 

Aggressive Tax Planning in the BEPS Era: How EU Law and the OECD Are Establishing a Unifying Conceptual Framework in 

International Tax Law, despite Linguistic Discrepancies, 9 World Tax J. 2, ch. 5 (2017), Journals IBFD, who states: “On the 

basis of such a linguistic analysis, according to the author, “tax abuse” and “[aggressive tax planning]” are not to be 

considered as terms of art with a precise legal meaning; rather, they must be interpreted in context (if not on a case-by-case 

basis)”; see also A.P. Dourado, Aggressive tax planning in EU law and in the light of BEPS: the EC recommendation on 

aggressive tax planning and BEPS actions 2 and 6, 43 Intertax 1 (2015); and in the context of double non taxation: Martínez 

Laguna, supra n. 1343; Parada Double Non-Taxation, supra n. 120, at pp. 34-49. 
3344 See especially: Dourado The Meaning of Aggressive Tax Planning and Avoidance in the European Union and the OECD, 

supra n. 3343; and Piantavigna, supra n. 3343. 
3345 Compare in this direction Piantavigna, supra n. 3343, at sec. 5., who concludes: “Even if it is not possible to draw a fixed 

dividing line between the two concepts (especially on the basis of the policy documents considered), the analysis proposed in 

section 3. reveals that it is possible to recognize a common ground shared by both concepts. On the basis of their functions, it is 

argued that an “artificiality criterion” is implied by both tax abuse and ATP, as the linguistic analysis confirms”; See also the 

general discussion in Martínez Laguna, supra n. 1343, at sec. 3.2.3.1. 
3346 For the latter, see, e.g. Arnold GAAR, supra n. 3328, at sec. 5.2.; Ault & Arnold Overview, supra n. 896, at sec. 12.1. 
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accordance with the object and purpose of the law.3347 The difference between them is rather small. 

Reasonable business activities will typically not violate the object and purpose of the law.3348 Yet, also 

starkly tax motivated transactions do not necessarily do so.3349 Sometimes tax law provides for benefits to 

encourage taxpayers to show a certain (desired) behaviour. In neither case, however, the transaction will be 

artificial.  

As such, it does not surprise that economic substance was argued to be the most important factor to consider 

in determining whether a GAAR should apply.3350 Thus, countries relying on GAARs in combatting tax 

arbitrage with HFIs will aim to catch transactions that are short of it.3351 These are those employed by 

taxpayers to save taxes, instead of to satisfy a real financing need.  

In addition, also transactions that have, per se, economic substance may be subject to a GAAR. To use an 

example discussed in literature:3352 If a taxpayer labels an actual equity contribution as a loan, a GAAR 

could be invoked to recharacterise the transaction from debt into equity.3353 In these cases, a real financing 

need may well have been present. Yet, the economic substance (equity) did not correspond to its form 

(debt). It is fair to assume that countries will also aim at combatting these kind of transactions. Some will 

try to do so by invoking a GAAR.3354 Others will apply a substance over form approach, which may be seen 

as something different.3355  

8.2.2 Transfer Pricing Rules  

Transactions between independent enterprises are guided by market forces. Transactions between related 

parties, on the contrary, are not – or at least not in the same way.3356 As such, related parties can manipulate 

                                                
3347 Compare the broader discussion in: Arnold GAAR, supra n. 3328, at sec. 6.5-6.6. 
3348 Compare id. 
3349 Which is, at least, implied by id., at sec. 6.5. There Arnold states that most GAARs do not apply to all transactions carried out 

primarily for the sake of obtaining a tax benefit. Some are consistent with the object and purpose of the law and, hence, are not in 

the scope of the GAAR. 
3350 So: Arnold GAAR, supra n. 3328, at sec. 6.6; compare also the discussion in Parada Double Non-Taxation, supra n. 120, at 

p. 45, who underlines that substance and artificiality are used as a proxy for determining the presence of abuse.  
3351 I.e. such that lack economic substance. 
3352 See Krever, supra n. 2238, at sec. 1.3.: “In the second group of tax avoidance cases to which a GAAR is sometimes applied, 

the taxpayer seeks to shift a transaction from one tax rule to another not by establishing alternative structures and arrangements 

but simply by relabelling a transaction in a different form. […] [A]n investor may fund a company by way of what is described on 

paper as debt but which is in fact equity with a variable “interest” rate that is actually based on the profits of the so-called 

borrower”. Thereby, Krever refers to the report of N.M. Kapadia, India, in GAARs – A Key Element of Tax Systems in the Post-

BEPS World (M. Lang et al. eds., IBFD 2016). The latter contribution has not been available to the author of this thesis. 
3353 See the discussion and references provided for in Krever, supra n. 2238, at sec. 1.3. 
3354 Compare id. 
3355 Compare id., at sec. 1.2., who states: “While almost all jurisdictions with a statutory substance over form rule regard the rule 

as a GAAR, this characterization of the rule is not universal. Nor is the view that a judicial substance over form rule (or 

variations such as the “true import” of an arrangement) amounts to a GAAR.” (footnotes omitted). Also in the context of the 

example mentioned in supra n. 3352, Krever underlines that also civil law could be invoked to cover such transactions. However, 

he states that GAARs are more suitable in this respect. See further the discussion in Rosenblatt & Tron, supra n. 3320, at sec. 

2.2.3. 
3356 OECD Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations (OECD 2017), para. 1.2 

[hereinafter OECD Guidelines 2017]. 
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their profits and, as a result, their tax liability. Transfer pricing provisions are meant to combat this. The 

arm´s length principle is the international transfer pricing standard OECD countries agreed on.3357 The UN 

follows that.3358 Under the arm´s length principle, members of a group are treated as if they were 

independent entities.3359 The focus is on the nature of the transactions. Their conditions must not differ from 

what would be obtained in comparable uncontrolled transactions.3360 Otherwise, there will be an adjustment. 

This should establish the conditions that would be expected to have been present between independent 

parties in comparable transactions and under comparable circumstances.3361 Therewith distortions of the tax 

liabilities of associated enterprises, as well as of host states´ tax revenue should be avoided.3362 As such, 

transfer pricing rules aim to ensure that tax arbitrage transactions with HFIs correspond to what would have 

been agreed on between independent parties.  

8.3. Scope 

8.3.1. GAARs 

Usually GAARs have four features.3363 They apply on a (i) transaction resulting in (ii) tax benefits entered 

into for the (iii) purpose (or principal purpose) of obtaining those tax benefits, and granting the tax benefits 

in the particular circumstances of the case would be (iv) contrary to the object and purpose of the tax 

legislation.3364 

The first and the second element are typically defined rather broadly.3365 The understanding of “transaction” 

should cover any action that may result in tax avoidance.3366 It also covers series of transactions, as tax 

avoidance arrangements may involve multiple transactions that are linked together.3367 The term tax benefit 

amounts to any avoidance, reduction or deferral of tax payable.3368 Neither of these two elements should 

constitute a major obstacle to the applicability of the GAAR.3369 

                                                
3357 Id., at para. 1.1. 
3358 UN, Practical Manual on Transfer Pricing for Developing Countries (UN 2017), ch. B.1. [hereinafter UN Transfer Pricing 

Manual]. 
3359 OECD Guidelines 2017, supra n. 3356, at para. 1.6. 
3360 Id. 
3361 Id., at para. 1.3. 
3362 Id. 
3363 Concisely: Ault & Arnold Overview, supra n. 896, at sec. 12.3; in more detail: Arnold GAAR, supra n. 3328, at ch. 6. 
3364 See id.; whilst – for the reasons explained in sec. 1.5. – not playing a role in this chapter, it may still be mentioned that these 

four elements are, likewise, reflected in the GAAR included in Art. 6 ATAD (2016/1164).  
3365 Ault & Arnold Overview, supra n. 896, at sec. 12.3; Arnold GAAR, supra n. 3328, at sec. 6.2-6.3. 
3366 Concisely: Ault & Arnold Overview, supra n. 896, at sec. 12.3; in more detail, including design considerations, see Arnold 

GAAR, supra n. 3328, at sec. 6.2. 
3367 Id. 
3368 Concisely: Ault & Arnold Overview, supra n. 896, at sec. 12.3; in more detail, including design considerations, see Arnold 

GAAR, supra n. 3328, at sec. 6.3. 
3369 Compare, in essence, Ault & Arnold Overview, supra n. 896, at sec. 12.3; Arnold GAAR, supra n. 3328, at sec. 6.2-6.3. 
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The purpose test leads to the inapplicability of the GAAR in case the purpose of the transaction was 

something different than getting the tax benefit.3370 On the contrary, if the purpose was to obtain the tax 

benefit, the GAAR applies, unless granting the tax benefit is in line with the object and purpose of the 

law.3371 The threshold can differ strongly.3372 Some countries demand the “sole” purpose to have lied in 

obtaining the tax benefit.3373 Some demand that the tax benefit was the “main”, “primary” or “greater” 

purpose of the taxpayer.3374 For others “one of the principal purposes” is enough.3375 In determining the 

purpose of the taxpayer, objective indicators may have to be used.3376 Where this is the case, the actual 

subjective intention is of lower relevance.3377  

The burden of proof requirements can be different as well.3378 Some GAARs assume that a transaction was 

entered into for the sole or main purpose of tax avoidance, “unless and until the party obtaining a tax benefit 

proves that, reasonably considered in light of the relevant facts and circumstances, obtaining a tax benefit 

was not the sole or main purpose of the avoidance arrangement.”3379 In other countries, the tax authorities 

must show that it is evident that the taxpayer entered into certain arrangements for the sake of avoiding 

tax.3380 Once this succeeds, the taxpayer has to prove the contrary.3381 This requires showing non-tax reasons 

for the arrangement.3382 Some countries follow this principle, but foresee a lower threshold.3383 In Spain, 

                                                
3370 See concisely: Ault & Arnold Overview, supra n. 896, at sec. 12.3; in more detail, including design considerations, see 

Arnold GAAR, supra n. 3328, at sec. 6.4. 
3371 See id. 
3372 See id., as well as: Krever, supra n. 2238, at sec. 1.4.; and Rosenblatt & Tron, supra n. 3320, at sec. 2.4. 
3373 See Krever, supra n. 2238, at sec. 1.4; See also Rosenblatt & Tron, supra n. 3320, at sec. 2.4.1., who state “This [motive] test 

might be narrow if limited to a ‘sole purpose’, ‘the exclusive purpose’ or ‘the purpose’ (Belgium, Brazil, France, Luxembourg, 

Spain and Turkey) […]”.  
3374 See Krever, supra n. 2238, at sec. 1.4.; see also Rosenblatt & Tron, supra n. 3320, at sec. 2.4.1., who state “[This motive test 

may be] intermediate in case it accepts a ‘significant’, ‘primary’, ‘main’, ‘one of the main’, ‘one of the principal’, ‘paramount’, 

‘predominant’, ‘dominant’, ‘ruling’, ‘prevailing’, ‘decisive’, ‘principal’ or ‘most influential’ purpose which requires a balance 

of mixed purposes (ATAD, Austria, Australia, Canada, Czech Republic, Denmark, Hong Kong, Israel, Norway, Peru, Poland, 

Russia, South Africa, Sweden, Sri Lanka and the UK).”(footnotes omitted). 
3375 See Arnold GAAR, supra n. 3328, at sec. 6.4.; see also Rosenblatt & Tron, supra n. 3320, at sec. 2.4.1., who state “[This 

motive test may be] broad if it requires ‘one of the purposes’ or ‘a purpose’ (India and New Zealand).” 
3376 See Krever, supra n. 2238, at sec. 1.4.; see also Arnold GAAR, supra n. 3328, at sec. 6.5.; and Rosenblatt & Tron, supra n. 

3320, at sec. 2.4.1., who state “some GAARs adopt objective tests with reference to reasons, objectives, effects or consequences 

of the scheme (Argentina, Australia, Chile, New Zealand and Spain).” (footnotes omitted). 
3377 Compare: Arnold GAAR, supra n. 3328, at sec. 6.5, 5.3. 
3378 See in more detail: Rosenblatt & Tron, supra n. 3320, at sec. 4. 
3379 Which is taken from the South African GAAR, included in SA: Income Tax Act No. 58 of 1962, sec. 80G, National 

Legislation IBFD. This has been pointed out by Arnold GAAR., at sec. 6.5. 
3380 Which is the case in Finland. See for that M. Helminen, Finland, in GAARs – A Key Element of Tax Systems in the Post-

BEPS World sec. 12.2.3. (M. Lang et al. eds., IBFD 2016) [hereinafter Helminen GAAR]. 
3381 See, including further references, id. 
3382 See, including further references, id. 
3383 See for more detail the discussion and references provided for in Drüen & Drissen, supra n. 2222, at sec. 2.1.1.-2.2.2.  
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for instance, the tax authority must prove the existence of abuse.3384 Thereby, the fulfilment of certain 

indicators suffices for the burden of proof switching to the taxpayer.3385 

If granting the tax benefit is in line with the object and purpose of the law, the provision does not apply.3386 

GAARs can reflect this requirement in a variety of ways.3387 Some, such as the PPT, contain it as an added 

condition.3388 In others, it takes in the role of an exception.3389 Here, the GAAR applies only if the 

transaction can be reasonably considered to result in a misuse of the relevant provision, or in an abuse of 

the provisions of the statute read as a whole.3390 In such cases, the relevant tax law rules must be interpreted 

as to find out their purpose.3391 Under the legal traditions of some countries, this is difficult. If tax law is 

interpreted literally, this has to be given up in the context of applying the GAAR.3392 In fact, if the object 

and purpose of a provision was determined by reference to its literal meaning, the GAAR would be without 

effect.3393 Every transaction that is in line with the wording of the law would have to be accepted.3394 

Therefore, instead of making a reference to the object and purpose of the law, GAARs may also contain 

certain factors that are relied on as a proxy.3395 They include, inter alia, the economic substance of a 

transaction.3396 This can be used to determine the primary purpose of it.3397 Yet, it is also relevant for finding 

out whether a transaction violates the object and purpose of the law.3398  

                                                
3384 See id., at sec. 2.1.2. and in more detail: M. Rodríguez-Bereijo León, Spain, in The Burden of Proof in Tax Law pp. 7-9, 

available at http://www.eatlp.org/uploads/public/Burden%20of%20Proof%20-%20Spain.pdf (accessed 29. Oct 2018); this is 

similarly the case with respect to the Belgian GAAR of art. 344(1) ITC. See concisely: R. Offermanns, Belgium – Corporate 

Taxation sec. 7.1., Country Surveys IBFD.  
3385 With respect to the Spanish GAAR see Drüen & Drissen, supra n. 2222, at sec. 2.1.2; and in more detail: Rodríguez-Bereijo 

León, supra n. 3384, at pp. 8-9. 
3386 Concisely: Ault & Arnold Overview, supra n. 896, at sec. 12.3; in more detail, including design considerations, see Arnold 

GAAR, supra n. 3328, at sec. 6.5. 
3387 See in more detail Arnold GAAR, supra n. 3328, at sec. 6.5. 
3388 Id. 
3389 Id. 
3390 Id., under reference to the Canadian GAAR, included in CA: Income Tax Act, Part XVI, sec. 245, National Legislation 

IBFD. 
3391 Arnold GAAR, supra n. 3328, at sec. 6.5. 
3392 Id. 
3393 Id. 
3394 Id. 
3395 Compare id.  
3396 Id.  
3397 Id., under reference to the Australian GAAR included in AU: Income Tax Assessment Act, Part IVA, sec.177D(2), (amended 

2017), National Legislation IBFD. 
3398 Arnold GAAR, supra n. 3328, at sec. 6.5. 
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8.3.2. Recharacterisation under transfer pricing provisions 

Transfer pricing provisions apply on transactions between associated enterprises.3399 In testing whether the 

tax arbitrage transaction is in line with the arm´s length principle, a two-stepped approach is followed.3400 

The first question regards the commercial rationality of the transaction. The second inquires whether the 

interest rate is at arm´s length.3401 For this thesis, only the first step is relevant. This is where a 

recharacterisation can take place.  

In the context of analysing the commercial rationality of a loan, it has to be found out whether the (i) 

borrower could have obtained a similar loan from an independent entity. If yes, it must be asked whether 

(ii) the borrower would have requested such.3402 To the extent the debt financing is not commercially 

rational, it will be disregarded as such.3403 Thus, the lender´s and borrower´s perspective has to be taken 

into account. The lower of what would have been lent and what would have been borrowed delineates the 

loan that exists for transfer pricing purposes. This is what the arm´s length interest is based on.3404 More 

precise guidance on what to look at in answering these questions has been published in July 2018. This 

work deals exclusively with financial transactions and is part of the OECD´s work conducted in BEPS 

Action 8-10.3405  

The taxpayer is generally obliged to produce records that allow the tax authorities to undertake their 

examination.3406 Yet, the actual burden of proof requirements differ among countries.3407 Sometimes the tax 

authority bears it. In such cases, they may have to first show that the arm´s length standard is not met. Once 

this succeeds, the taxpayer has to prove the correctness of its transfer pricing.3408 In other countries, the 

burden of proof is on the taxpayer.3409 

                                                
3399 See OECD Model Tax Convention on Income and on Capital: Commentary on Article 9 para. 1 (21 November 2017), Models 

IBFD, where this is described as “parent and subsidiary companies and companies under common control”. In more detail on the 

meaning of associated enterprise, see, e.g. A. Eigelshoven, Artikel 9. Verbundene Unternehmen, in 

Doppelbesteuerungsabkommen 6th ed. paras. 31-53 (K. Vogel & M. Lehner eds., Beck 2015); F. Rosenberger, Art. 9, in 

Doppelbesteuerungsabkommen paras. 45-82 (D. Aigner, G. Kofler & M. Tumpel eds., Linde 2016); F. Wassermeyer, Art. 9 

OECD MA (Art. 9 OECD Model), in Doppelbesteuerung 142nd ed. paras 21-70 (F. Wassermeyer et al. eds, Beck 2018). 
3400 See, e.g. Petruzzi, supra n. 386, at pp. 113-114, who elaborates more generally on transfer pricing aspects of intra-group 

finance. 
3401 See, e.g. id. 
3402 R. Russo & O. Moerer, Introduction, in Transfer Pricing and Intra-Group Financing sec. 1.5. (A. Bakker & M.M. Levey 

eds., IBFD 2012), Online Books IBFD; Petruzzi, supra n. 386, at p. 115. 
3403 OECD BEPS 8 – 10 Financial Transactions, supra n. 1756, at para. 17. 
3404 Id. 
3405 See id. 
3406 OECD Guidelines 2017, supra n. 3356, at para. 4.12. 
3407 Id., at para. 4.11.; UN Transfer Pricing Manual, supra n. 3358, at para. B.8.6.3.; see also the discussion in: G. Marino, The 

Burden of Proof in Cross Border Situations (International Tax Law), in The Burden of Proof in Tax Law (G. Meussen ed., IBFD 

2013).  
3408 OECD Guidelines 2017, supra n. 3356, at para. 4.12. 
3409 Id., at para. 4.13.; for country examples see Marino, supra n. 3407, at sec. 4.3; UN Transfer Pricing Manual, supra n. 3358, at 

paras. B.8.6.4.- B.8.6.13. Countries are “classified” differently within the latter two sources. Thereby, the question of who de-
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In this context, it is worth noting that differences between the formal and the actual division of the burden 

of proof may occur.3410 For instance, the UN Manual on transfer pricing names France to be a country where 

the tax authorities bear the burden of proof.3411 The national reporter of France at the 2011 EATLP Congress 

seems to have a different opinion.3412 For him, “[t]here is no doubt, in the matter of transfer pricing, that 

the French taxpayer has to support the burden of proof.” 3413 Also in other countries it does not appear to 

be crystal clear.3414 Sometimes the burden of prove rests with the tax authorities “provided that the taxpayer 

presents documentation to support the company’s transfer pricing policy and demonstrates that the 

application of its policy is consistent with the arm’s length principle.”3415 If insufficient information is 

provided the burden of proof shifts to the taxpayer.3416  

8.4. Analysis of the recharacterisation approach against tax arbitrage with hybrid financial instruments 

8.4.1. Introductory remarks and outline – what triggers a recharacterisation? 

8.4.1.1. Methodical outline – how to work out testable rules 

Before starting the analysis, an obvious question has to be answered: What kind of tax arbitrage transactions 

with HFIs can be addressed through GAARs?3417 And what can be addressed through transfer pricing 

provisions?3418 As it became clear in the above, the rules can be quite different. What allows a 

recharacterisation in country X may not suffice in country Y, but would result in the same consequences in 

country Z. In the below, the goal is to work out some stylized assumptions as to when the provisions apply. 

This does not mean that, in practice, the rules apply in the same way. Rather, the assumptions presented 

                                                
facto bears the burden of proof plays a role. As a general remark, it is worth underlining that, practically, the requirement to 

provide for a transfer pricing documentation already by itself poses a substantial burden of proof on the taxpayer. 
3410 Compare the discussion in Marino, supra n. 3407, at sec. 4.3. 
3411 UN Transfer Pricing Manual, supra n. 3358, at para. B.8.6.10. 
3412 Compare the discussion in Marino, supra n. 3407, at sec. 4.3., under reference to: C. de la Mardière, France, in The Burden 

of Proof in Tax Law p. 15, available at http://www.eatlp.org/uploads/public/Burden%20of%20Proof%20-%20France%20(3).pdf 

(accessed 29. Oct 2018). 
3413 C. de la Mardière, supra n. 3412, at p. 15. 
3414 Compare, again, the discussion in Marino, supra n. 3407, at sec. 4.3. and the relevant country reports. For sure, practically 

the requirement to provide for a transfer pricing documentation already by itself poses a substantial burden of proof on the 

taxpayer.  
3415 So UN Transfer Pricing Manual, supra n. 3358, at para. B.8.6.12., with respect to the Netherlands. In regard of the latter see 

for more detail: R.J. Koopman & R. Dwarkasing, Netherlands, in The Burden of Proof in Tax Law p. 15, available at 

http://www.eatlp.org/uploads/public/Burden%20of%20Proof%20-%20The%20Netherlands.pdf (accessed 29. Oct 2018). 
3416 See UN Transfer Pricing Manual, supra n. 3358, at para. B.8.6.12. stating: “If the information supplied constitutes sufficient 

proof, the burden falls on the tax authorities to provide reasonable proof of suspected prices contravening the arm’s length 

standard and thereby to cause the burden of proof to shift to the taxpayer. The tax authorities must generally prove the 

correctness of the adjustment when making a transfer pricing adjustment. […] [T]he burden of proof for the arm’s length nature 

of transfer pricing shifts to the taxpayer if a taxpayer does not supply sufficient information. The taxpayer then has to provide 

reasonable proof that the prices are at arm’s length. As a result, not only is the burden of proof shifted but it also becomes more 

difficult for the taxpayer to establish its position.” 
3417 See sec. 8.4.1.2. 
3418 See sec. 8.4.1.3. 
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may be too narrow, or too broad, when comparing it to the framework of a specific country. However, with 

a view to the research goals of this thesis, a testable rule has to be developed.  

Readers must access the chapter from the perspective of their countries. They will know the precise 

triggering events. Further, they should be able to understand how the thoughts expressed here mutatis 

mutandis fit into their jurisdictions.3419 If, for instance, labelling equity as debt is combatted via a substance 

over form approach that is not regarded to be a GAAR,3420 then the discussion may still be relevant, even 

though the match may not be perfect. In other jurisdictions, the starting point will be different. Here the 

form has to be prima facie accepted. Only after the GAAR is applied, a taxation based on the real substance 

becomes possible.3421  

The assumptions are worked out based on sec. 8.2. and 8.3. Two questions have to be answered: In absence 

of any special rules, what kind of tax arbitrage transactions with HFIs do countries want to combat?3422 

Further, in absence of any special rules, to what extent may they possibly do so by means of a GAAR and/or 

(relevant and applicable) transfer pricing provisions?3423 Finally, and most importantly, what effects does 

this have from the perspective of inter taxpayer equity (sec. 8.4.2.), inter nation equity (sec. 8.4.3.), 

efficiency (8.4.4.) and administrability (8.4.5.). 

8.4.1.2. The GAAR event 

The above analysis indicates that countries that rely on GAARs in combatting tax arbitrage with HFIs will 

probably want to apply this rule on transactions whose substance does not justify its tax treatment.3424  

The clearest case of artificiality, arguably, lies in a borrower borrowing without the need to borrow.3425 In 

simpler terms, a genuine finance need is absent.3426 Under such circumstances, the GAAR may, indeed, be 

of help.3427 The tax benefit, i.e. the deduction, or seen in concert, the D/NI outcome, has likely been the 

main purpose of entering into the transaction. Debt should be loaded onto the lender and the resulting 

                                                
3419 Already in OECD Thin Capitalisation Report, supra n. 181 differences in country practices became obvious. See id., at para. 

25: “The basis of many of these approaches is to look at the terms and nature of the contribution and the circumstances in which 

it has been made and to decide, in the light of all the facts and circumstances, whether the real nature of the contribution is debt 

or equity. Some countries apply particular rules in this connection. Others would use more general rules if these are available, 

such as general anti-avoidance legislation, provisions against “abuse of law”, provisions allowing the substitution of substance 

for form, or enabling abnormal acts of management to be disregarded. Another example of this kind of approach may be 

described as an arm’s length approach. Under this the decision is based on the size of the loan which would have been made in 

the arm’s length situation.” 
3420 Compare in this regard the elaborations in Krever, supra n. 2238, at sec. 1.2.-1.3. 
3421 See in this context also the discussion in id., at sec. 1.3. 
3422 See also the discussion and references provided for in sec. 8.2. 
3423 See 8.4.1.2 and 8.4.1.3. 
3424 Compare the discussion and references provided for in sec. 8.2.1. 
3425 Recall from the above that in this thesis only the borrower will be focused. This is where the recharacterisation takes place. 
3426 See the discussion and references provided for in sec. 8.2.1. 
3427 Notably, countries may also deny the deduction without having to invoke a GAAR. See the discussion in supra n. 3430. 



350 
 

interest payments should shield some real profits from taxation.3428 The missing pick-up at the receiver 

level makes the whole arrangement even more attractive from an MNE perspective, that is, the base erosion 

effect came for free. Due to the lack of substance, it is unlikely that granting the tax benefit would be in 

line with the object and purpose of the relevant provisions of the law. The deduction of interest payments 

is, normally, allowed because it is regarded as a business expense.3429 Without a business need for obtaining 

finance, the interest payments will hardly constitute such.3430  

Once the tax arbitrage transaction satisfies a financing need, it becomes more difficult. As stated above, 

literature indicates that countries could want to apply their GAARs when taxpayers label real equity as 

debt.3431 Here the economic substance of the transaction corresponds to equity, but it was declared as debt. 

In such cases a recharacterisation may succeed – potentially even without the explicit need to invoke a 

GAAR.3432 Choosing a different form was tax motivated. Further, the object and purpose of the law is 

allowing a deduction for real debt and not for real equity. In case the difference was very clear, the taxpayer 

may even be accused of tax evasion. Calling shares a loan would amount to an underpayment of tax due to 

(intentional) misinterpretation of the law.3433 

It is, however, questionable whether reality provides for such extreme cases. Rather, it may be more 

frequent that taxpayers add debt elements to an equity instrument in order to make it falling onto the debt 

side of the dividing line. It is not fully counterintuitive to apply a GAAR also under these circumstances. 

The packing of debt components into the contract happened for the main purpose of getting a tax benefit.3434 

Yet, once the instrument, in substance, shows the relevant characteristics of tax debt it may well be in line 

                                                
3428 Compare, e.g. also the discussion in Durst Chapter 2, supra n. 896, at pp. 1198-1120; and Durst Chapter 3, supra n. 3032, at 

pp. 465-467. 
3429 On the tax treatment of payments made under debt and equity instruments, see already sec. 2.1.5.1.-2.1.5.2. 
3430 Which is why countries might also be able to combat the transaction without having to rely on a GAAR. Already the 

domestic law provision(s) defining what constitutes a business expense might suffice to deny the deduction: Without a business 

need to engage into the transaction, the requirements for being allowed a deduction for a business expense may not be met.  
3431 See supra n. 3352; in the context of discussing the Belgian GAAR, see de Broe Prevention of Abuse, supra n. 96, at p. 192, 

who states: “I would add [to events in which the Belgian GAAR may apply] that in exceptional circumstances a loan may be 

recharacterized into paid-up capital (equity). That could be the case if the debt, in combination with the existing capital, has the 

characteristics of a capital contribution. Such will require that all or most of the following features are present: thinly capitalized 

company (high debt/equity ratio); unsecured loan by the shareholder(s); subordinated to all creditors; profit-participating; 

convertible into shares; long-term loan or loan without fixed term of reimbursement. In such a case the creditor could be said to 

assume an entrepreneurial risk similar to that of a shareholder. None of these factors in itself is sufficient for the debt to be 

recharacterized as a capital contribution.” 
3432 In Austria, for instance, sec. 21 BAO would be relevant in such cases. According to this provision the true economic 

substance, and not the external semblance, is relevant for tax law purposes. See in more detail Wöhrer, supra n. 2601, sec. 4.1. 

Strictly speaking, this is not a recharacterisation, because the loan has never been accepted for tax law purposes. 
3433 Compare on the difference between tax evasion and tax avoidance already the discussion and references provided for in sec. 

8.2.1. 
3434 See Helminen international tax law concept, supra n. 6, at sec. 10.1, who states: “Because thin capitalization reduces the tax 

revenue of the source state, thin capitalization may also be seen as a misuse of the legal options available to reduce the tax 

burden, and, therefore, as an abuse of law. Therefore general anti-avoidance rules may be applied to thin capitalization 

situations.“ More sceptical, e.g. C. Marquat, § 3 Steuerinduzierte Fremdfinanzierung von Unternehmen und Wege der 

Begrenzung des Zinsabzugs, in Eigenkapital und Fremdkapital p. 151 (W. Schön ed., Springer 2013). 
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with the object and purpose of the law to consider it as such. After all, the dividing line between debt and 

equity is not at the end of the spectrum, but somewhere in the middle.3435 If, for instance, a profit 

participating loan (PPL) is on the debt side, then a HFI showing the same characteristics (i.e. being a PPL) 

will be there as well. Stated differently, if a taxpayer treats a HFI as debt for tax purposes, this does not 

imply it to be a plain-vanilla loan (which it is certainly not), but an instrument that is treated as debt under 

the tax law of the respective state. Following the trade-off theory, this is also how the financing process 

works.3436 The tax deductibility is an advantage of debt, which, together with other advantages of debt, has 

to be traded off against the disadvantages of debt.3437 It is hard to see how taking this benefit into account 

would violate the purpose of a tax system that provides for this consequence.3438 The fact that a taxpayer 

also takes the tax treatment in the other state into consideration does, per se, not make a difference. If the 

payment is not taxed at the level of the recipient this is just a further element in the trade-off process.3439  

However, it may still be that the presence of a D/NI result renders the provision of the tax benefit to be 

against the object and purpose of the law. Arguments in support, and against, this conclusion seem to be 

available:  

On a basic level, one may emphasize that the tax system sets out certain criteria for the division between 

debt and equity. In this context, the terms of the instrument are usually relevant.3440 If they correspond to 

what is regarded as debt in this state, the inquiry ends. Debt payments are considered business expenses. If 

they are real, they are deductible as long as no specific rule denies that.3441 As such, there is nothing inherent 

in the tax system that can be invoked to demonstrate that the D/NI outcome violates its object and purpose. 

The taxation of the lender is of no relevance in this thought process. 

This logic may also be defended in presence of rules that deny the deductibility of interest payments under 

certain circumstances. If the tax treatment of the receiver does not play a role in this regard, then, again, 

nothing in the tax system demands a taxation of the payment in order for it to become deductible. An 

interpersonal correspondence principle may, simply, be missing.3442 In its absence, other maxims are 

                                                
3435 Compare also the discussion and references provided for in sec. 2.1.3.-2.1.4. 
3436 See the discussion and references provided for in sec. 2.2.2. 
3437 See the discussion and references provided for in id. 
3438 Which, notably, does not mean that it is a wise policy choice to provide for a distinction between debt and equity. See in 

more detail the discussion and references provided for in sec. 2.2.2.2., 2.3.2., and 3.2.2.2.2. Yet, once it exists, it will be used.  
3439 The taxation of the lender has an influence on the interest rate. See in this context the discussion and references provided for 

in sec. 2.2.2.2. 
3440 See the discussion and references provided for in sec. 2.1.3. and 2.1.4. 
3441 Compare also supra n. 3430. 
3442 Such as, e.g. Austria. See in more detail: Mechtler, supra n. 145, at pp. 31-102. Note, however, that some rules still build – in 

their scope of application – on an interpersonal correspondence principle. See id., at pp. 51-101. Most importantly, this is sec. 

12(1)(10) KStG as discussed in ch. 6. The fact that an interpersonal correspondence principle is not enshrined in the tax system 

does, for sure, not mean that tax policymakers do not take the coherence of the domestic tax system into account when designing 

tax law. Quite to the contrary, they usually do.  
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decisive. If the separate entity approach and the ability to pay principle play a role in a tax system, it will 

be hard to justify the denial of the deduction based on the tax treatment of another person.3443 The debt 

payment limits the ability to pay of the issuer. For that reason, payments of this kind are also deductible in 

this state. At some point, the state changes its view. Once being classified as equity, the payments do not – 

anymore – limit the ability to pay of the issuer. Consequently, no deduction is required. The place where 

this line is drawn will be arbitrarily chosen.3444 Yet, wherever it may be, it will typically remain the terms 

of the instrument – and not the taxation of the lender – that are decisive. The fact that a state may break 

through this logic by means of a general interest limitation rule should not matter. Outside the scope of this 

rule, the general principles apply. Within its scope the limitation on the deductibility is based on something 

else than the taxation of the lender. It, again, remains irrelevant.3445 

As a first counter argument, the actual intention of the legislator may be invoked. Allowing the deducibility 

for debt payments does not tell whether a potentially resulting double non-taxation is intended as well.3446 

The lack of special provisions against tax arbitrage with HFIs only reveals that the legislator has not yet 

explicitly taken the issue into consideration. It may actually accept or oppose it, or stated more accurately, 

it may have accepted or opposed it if this outcome had been known at the time of drafting the law. However, 

this helps little in the context of applying the GAAR.3447 In interpreting the law, taxpayers and tax 

authorities have to look at what is at their disposal.3448 Thus, the argument is (or will be declared) void. 

The second – and actual – counter argument must, therefore, be worked out from what is available. 

Something in the law has to show that the deductibility of interest is premised on its taxation in the hands 

of the receiver. The best reasoning that came to the author´s mind has its roots in the international allocation 

of taxation rights with respect to financial instruments.3449 Generally speaking, the return on equity is taxed 

more strongly in the source state.3450 The return on debt, on the contrary, is taxed more strongly in the 

residence state.3451 One can add an element of causality to these statements: Interest is deductible because 

it is taxed in the residence state and dividends are not deductible because they are taxed in the source state. 

Those opposing the argument will immediately question this connection. Of course, interest is taxed more 

strongly in the residence state because it is deductible in the source state, and dividends are taxed more 

strongly in the source state because they are not deductible there. However, the latter is only the result of 

                                                
3443 See for an analysis conducted in an Austrian context: Mechtler, supra n. 145, at pp. 31-50. 
3444 See the discussion and references provided for in sec. 2.1.3., 2.1.4., 2.2.2.2., and 3.2.2.2.2. 
3445 Compare in this context also the discussion focusing the relevant UK and US rules in Menuchin, supra n. 6, at ch. 6.  
3446 Comprehensively on this issue see Martínez Laguna, supra n. 1343, who refers to this as twice non-taxation. See supra n. 

1343. 
3447 See also Martínez Laguna, supra n. 1343, sec. 3.2.3.1. 
3448 For sure, if historical materials reveal that this thought was present, the answer may be different. 
3449 See in more detail the discussion and references provided for in sec. 2.2. and 3.2.1.3.  
3450 See, in essence, id. 
3451 See, in essence, id.  
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the former. To support this view, assume that somewhere in the world a new country is established. In 

drafting its tax laws, it will have to take these issues into account.3452 If it decides to allow for a deduction 

for outgoing interest payments, but not for outgoing dividend payments, the tax treatment at the level of the 

recipient will have played a role. As such, the (expected) taxation of the foreign receiver has also made its 

way into the tax system of this country.3453  

The obvious weakness of this argument lies in the existence of tax-exempt investors. Deductions are also 

granted for payments made to them. Their substantial debt holdings3454 make missing considerations 

unlikely. One could, however, bring forward that WHT offsets the inexistent taxation at the level of the tax-

exempt recipient. Thereby, the source state itself ensures a sufficient taxation in the hands of the receiver. 

Likely, but not necessarily, it will have the (expected) taxation of other (taxed) foreign payees in mind as 

well. If they cannot credit the tax, the potential for collateral damage is even higher. Thus, a source state 

may levy a WHT (only) if it knows that it will typically result in single taxation.  

Whether this argument suffices to finally justify the application of a GAAR may be doubted. It is, simply, 

too speculative. In this respect, consider also the example of dividend relief regimes. As worked out above, 

such relief is granted for the sake of avoiding economic double taxation. This presupposes the non-

deductibility of the payments in the payer state.3455 Granting dividend relief for deductible dividends clearly 

frustrates the object and purpose of the provision. However, even in such a clear case, the application of a 

GAAR may not succeed. In fact, taxpayers and tax authorities would have to engage in a purposive 

interpretation of the dividend relief provisions in order to reach this result. When this method of 

interpretation is prevalent, a GAAR is actually not needed.3456 Yet, once a GAAR with a separate meaning 

exists, a purposive interpretation may not be reflected in the legal system – at least not in a comparable 

strength.3457 Rather, its presence may set a certain threshold for a purposive interpretation to kick in.3458 Up 

                                                
3452 Which – as a question to be asked – is inspired by Avi-Yonah International Tax Regime, supra n. 105, at sec. 2.  
3453 In practice the creditability of the tax in the residence state and the total tax burden of the investor, as well as the ability of tax 

sparring mechanisms are often considered in setting the dividend WHT rate. Other factors include the corporate tax system of the 

source state and the tax burden on the distributed corporate profits and – as mentioned – the balancing between of losing 

revenues and attracting investment. See for that: Para. 12 UN Model: Commentary on Article 10 (2011). 
3454 See the discussion and references provided for in sec. 2.2.2.2. 
3455 See the discussion and references provided for in sec. 4.2.1., as well as in, e.g. 5.4.2.1. and 5.4.3.1. 
3456 Which comes close to the Austrian “Innentheorie”, as briefly discussed – with further references – in sec. 6.3.  
3457 In other words, the existence of a GAAR with a separate meaning may, to a certain extent, oust, or modify, a purposive 

interpretation that would exist in the absence of such a provision. This seems to be the fear of those following the Innentheorie. 

See the discussion and references provided for in id. A good English speaking presentation of an argumentation expressing the 

principles of this theory is included in Lang Action 6, supra n. 1760. In the course of his elaborations on the PPT he states: “It is 

precisely for this reason that [the PPT] is not merely superfluous but also detrimental to legal culture. When it is not certain 

whether an arrangement chosen by a taxpayer is covered by a treaty provision, practitioners will not ask for the object and 

purpose of the treaty provision but will apply a vague antiabuse provision instead, and the facts will be assessed based on the 

practitioner’s legal instinct and not from the law. Alternatively, tax administrations and courts will be tempted to restrict 

themselves to the alleged clear wording and to ignore the object and purpose of the legal provisions. The application of law, 

however, will eventually be impoverished if it limits itself to the ‘‘primitive positivism of the naked word.’’” (footnotes omitted).  
3458 Compare also the discussion in: Helminen GAAR, supra n. 3380, at 12.8. 
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to this point, a taxpayer acting with bona fide motives can generally rely on the letter of the law. The extent 

of this may well differ among countries. As mentioned above, some provide for a rather literal 

understanding of tax law.3459 Others pursue a more principled approach.3460 Yet, in each case, it is unlikely 

that a purposive interpretation can be used to overcome poor legislation. After all, this is what dividend 

relief regimes applying onto deductible dividends are. 

Against this background, it is even harder to see how a GAAR could apply to deny a deduction based on 

the tax treatment of the payment in the hands of the receiver. This confirms the concerns raised in 

literature.3461 Further, it is indirectly confirmed by reality. If GAARs had been a powerful tool in combatting 

tax arbitrage with HFIs, much of what was discussed in this thesis would not have been brought forward.3462  

As a bottom line it should, therefore, be assumed that, at the borrower level, GAARs can combat tax 

arbitrage with HFIs only in a limited amount of circumstances. They will always include artificiality, for 

which, in this thesis, the missing financing need will be used as a proxy. Once a financing need is given 

artificiality should not be assumed to be present anymore. Under such circumstances, the structuring of a 

financial instrument towards reaching a D/NI result can, most likely, not be addressed with a GAAR. In 

absence of any special provisions to this effect, the object and purpose of the law is unlikely to be violated. 

However, GAARs, or substance over form doctrines, may be used to regard real equity, as equity, instead 

of as debt.3463  

Given GAARs may be assumed to tackle artificial tax arbitrage transactions with HFIs, it is also fair to 

assume that they will catch artificial intra group substitute transactions with financial instruments. Focusing 

the borrower, it should not make a conceptual difference whether taxes at the receiver level are avoided by 

means of a qualification conflict, or by means of providing finance through a tax haven company.3464 In 

both cases, artificiality (i.e. the missing financing need) triggers the GAAR. Thus, no backup rules have to 

be looked at separately. Artificial transactions will be recharacterised. Non-artificial transactions, on the 

other hand, will remain as they are.  

8.4.1.3. The transfer pricing event  

States having transfer pricing provisions in place aim to ensure that tax arbitrage transactions with HFIs 

correspond to what would have been agreed on between related parties.3465 In finding out whether this is 

                                                
3459 Arnold GAAR, supra n. 3328, at sec. 6.5. 
3460 Such as e.g. Austria.  
3461 See the discussion and references provided for in sec. 8.1. 
3462 Somewhat similarly compare: Bundgaard Hybrid Financial Instruments, supra n. 156, at p. 267, who argues that with linking 

rules being proposed, the European Commission is unlikely to consider tax arbitrage to be abuse de lege lata.  
3463 Compare also supra n. 3312.  
3464 In practice, the involvement of a tax haven company may be seen as an indicator for artificiality. 
3465 See the discussion and references provided for in sec. 8.2.2.  
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the case, a two-step approach is followed. First, the commercial rationality of the transaction is tested. If 

this exits then, secondly, the arm´s length interest rate is determined.3466 This thesis will, as mentioned, only 

remain at the first level, because this is where the recharacterisation takes place.  

The transaction will be accepted as commercially rational if (i) an independent lender would grant a similar 

loan to the borrower under similar circumstances. When the capacity of the borrower to receive such a loan 

is established, the next question is whether (ii) the borrower would request a similar loan.3467 To the extent 

the loan is not commercially rational it will be disregarded for transfer pricing purposes.3468  

Within the discussion draft to BEPS Action 8-10 dealing with financial instruments, the OECD explained 

in more detail what to look at in this context.3469 In finding out the conditions that would have been present 

in a third party scenario, the OECD divides between the lender´s and borrower´s perspective.3470 It 

underlines that an independent lender will take into account alternative transactions and will not grant the 

loan, as long as better alternatives are available.3471 In assessing its options, an independent lender would 

carry out a thorough credit assessment of the potential borrower in order to determine the risk.3472 It is 

acknowledged that the process of credit assessment, as well as the formal role of securities, can differ 

between independent lenders and intra-group lenders.3473 However, the commercial considerations are the 

same.3474 This includes taking into account also the economic conditions.3475  

Independent borrowers will minimize their WACC and aim to have the right amount of funding available 

to meet short and long term financing objectives.3476 They will take into account their own commercial 

interests and search for the most cost effective solution.3477 In addition, borrowers will consider economic 

conditions and the risk of their businesses encountering unexpected difficulties that could endanger meeting 

their respective liabilities.3478  

                                                
3466 See the discussion and references provided for in sec. 8.3.2. 
3467 See id. 
3468 See id. 
3469 For a brief discussion see, e.g. G. Gottholmseder, OECD Discussion Draft zu Transfer Pricing Aspects of Financial 

Transactions, 2 TPI 4 (2018).  
3470 OECD BEPS 8 – 10 Financial Transactions, supra n. 1756, at para. 17-19. 
3471 Id., at para. 19. 
3472 Id., at para. 50.  
3473 See id., at paras. 51-52.  
3474 See id., at para. 51. 
3475 See id., at paras. 51, 53. 
3476 Id., at para. 54. 
3477 Id., at para. 55. 
3478 Id. 
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An analysis along these lines may result in the transaction being partly, or completely, disregarded as a 

loan. Only the arm´s length payments made on the accepted volume of the transaction are deductible.3479 

This may also amount to zero.3480  

8.4.1.4. What does this imply for the thesis? 

The above strongly indicates that countries following the relevant parts of the OECD transfer pricing 

guidelines will find it easier to recharacterise debt into equity, than countries that rely on their GAARs. 

In absence of a financing need, the difference may be rather small: The borrower would not have requested 

such a loan, which triggers recharacterisation under the transfer pricing rules. Besides, the transaction was 

purely tax motivated. Granting the tax benefit, i.e. the deduction, is not in accordance with the object and 

purpose of the law. The GAAR (per assumption) applies.  

In presence of a financing need, the outcome is different. Transfer pricing provisions apply, when the 

borrower could not have obtained a similar loan from an independent party. Even if it could, it may be that 

the borrower would not have requested such. Also under these circumstances, the loan would be 

disregarded. The OECD´s example in the discussion draft to BEPS Action 8-10 dealing with financial 

instruments confirms this.3481 A financing need was present, but the loan is not accepted to the extent a third 

party lender would not have lent or a third party borrower would not have borrowed.3482 For the reasons 

(and under the circumstances)3483 discussed above, a GAAR should not be applicable in such cases. Whilst 

structuring the cash flows towards yielding a D/NI result may be fully tax motivated, this may not be at 

odds with the object and purpose of the tax system.  

                                                
3479 See the example provided for in id., at para. 17, as mentioned in supra n. 3481. 
3480 Compare id. 
3481 OECD BEPS 8 – 10 Financial Transactions, supra n. 1756, at para. 17. It reads: “For example, consider a situation in which 

Company B, a member of an MNE group, needs additional funding for its business activities. In this scenario, Company B 

receives an advance of funds from related Company C which is denominated as a loan with a term of 10 years. Assume that, in 

light of all good-faith financial projections of Company B for the next 10 years, it is clear that Company B would be unable to 

service a loan of such an amount. Based on these facts and circumstances, it can be concluded that an unrelated party would not 

be willing to provide such a loan to Company B. Accordingly, the accurately delineated amount of Company C's loan to 

Company B for transfer pricing purposes would be a function of the maximum amount that an unrelated lender would have been 

prepared to advance to Company B; and the maximum amount that an unrelated borrower in comparable circumstances would 

have been willing to borrow from Company C. (See Section C.1.1 The lender’s and borrower’s perspectives). Consequently, the 

remainder of Company C's advance to Company B would not be recognised as a loan for the purposes of determining the amount 

of interest which Company B would have paid at arm’s length.”  
3482 Id. 
3483 Which are the absence of any relevant rules that indicate that the tax system is based on the belief that income has to be taxed 

at the level of the recipient in order to be deductible at the level of the payer. Note in this regard, albeit, also the discussion with 

respect to OECD Addressing Tax Challenges, supra n. 134, as held in sec. 1.5.  
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As mentioned, readers will know whether their country can recharacterise on the basis of a GAAR, transfer 

pricing provisions, or another rule.3484 It may, however, be worth emphasising that the possibility to 

recharacterise based on transfer pricing provisions is perceived critically in literature3485 and practice.3486 

As such, one should be careful in extrapolating the changes in the OECD transfer pricing guidelines to have 

become actual law in OECD countries that normally follow them.3487  

Under Finnish law, for instance, transfer pricing adjustments are based on sec. 31 of the Tax Assessment 

Procedure Act (Laki verotusmenettelystä, VML).3488 In a case involving intra-group tax arbitrage with HFIs, 

the Finnish tax authorities recharacterised the (debt) HFI into equity. They did so based on sec. 31 VML 

using para. 1.65 of the OECD transfer pricing guidelines as a source of interpretation. The Finnish Supreme 

Administrative Court (KHO), however, denied this because the domestic implementation legislation did 

not authorise such severe acts.3489 In absence of a special provision, a recharacterisation can only be based 

on the Finnish GAAR included in sec. 28 VML.3490 Also this rule contains a substance over-form 

                                                
3484 This issue also seemed to play a role at the 2012 IFA Congress. Brown General Report, supra n. 6, at sec. 3.2.3, 3.2.4.1., 

refers to countries´ usage of “substance over form” rules, GAARs and transfer pricing provisions in recharacterising debt into 

equity. The respective country reports should indicate interested readers what approach a country, precisely, pursues.  
3485 In the relevant Finnish legal environment, e.g. M. Helminen, Finland: KHO 2014/2117 (119) – Does Article 9 Allow 

Reclassification of Hybrid Debt as Equity in Finland?, in Tax Treaty Case Law Around the Globe p. 227 (M. Lang et al. eds., 

Linde 2016) [hereinafter Helminen KHO 2014/2117 (119)]. 
3486 See the relevant remarks in Comments Received on the Public Discussion Draft BEPS ACTIONS 8 - 10 Financial 

transactions Part I, available at http://www.oecd.org/ctp/transfer-pricing/Compilation-of-public-comments-BEPS-actions-8-10-

transfer-pricing-financial-transactions-discussion-draft-part-1.pdf (accessed 26. Oct 2018) [hereinafter Comments on BEPS 

Action 8-10 Financial Transactions part I], as well as in Comments Received on the Public Discussion Draft BEPS ACTIONS 8 - 

10 Financial transactions Part II, available at http://www.oecd.org/ctp/transfer-pricing/Compilation-of-public-comments-BEPS-

actions-8-10-transfer-pricing-financial-transactions-discussion-draft-part-2.pdf (accessed 26. Oct 2018) [hereinafter Comments 

on BEPS Action 8-10 Financial Transactions part II], as well as in Comments Received on the Public Discussion Draft BEPS 

ACTIONS 8 - 10 Financial transactions Part III, available at http://www.oecd.org/ctp/transfer-pricing/Compilation-of-public-

comments-BEPS-actions-8-10-transfer-pricing-financial-transactions-discussion-draft-part-3.pdf (accessed 26. Oct 2018) 

[hereinafter Comments on BEPS Action 8-10 Financial Transactions part III]. 
3487 Which is also anticipated in OECD BEPS 8 – 10 Financial Transactions, supra n. 1756, at paras. 8-10.  
3488 See M. Raunio, Landmark Case on the Ability of Tax Authorities To Disregard and Recharachterize Transactions, 22 Intl. 

Transfer Pricing J. 1/2, sec. 4. (2015), Journals IBFD who translates the provision as: “If, in a transaction between the taxpayer 

and a related party, terms have been agreed or defined that differ from those that would have been agreed between independent 

parties, and, for those reasons, the taxpayer’ s taxable income falls below, or the accrued loss is higher than that which it would 

otherwise have been, an amount is added to the taxable income that would have accrued had the conditions corresponded to 

what would have been agreed between independent parties.” 
3489 FI: KHO [Supreme Administrative Court], 3 July 2014, KHO 2014:119, Tax Treaty Case Law IBFD; for an analysis see 

Raunio, supra n. 3488 Helminen KHO 2014/2117 (119), supra n. 3485; M. Helminen, Mahdollistaako VML 31 § etuyhteyslainan 

uudelleenluokittelun ilman VML 28 §:n tukea?, Defensor Legis 1 (2014). 
3490 See id.; as well as for an analysis of the Finnish GAAR: Helminen GAAR, supra n. 3380. The provision reads: “If a 

circumstance or an arrangement is given such a legal form, which does not conform to its actual nature or purpose, taxation is 

carried out as if the actual form had been used. If it is evident that a price, other compensation or the moment of payment has 

been agreed on, or other action has been taken, in order to avoid taxes, the taxable income and capital can be estimated. 

If it is evident that taxation should be carried out in accordance with paragraph 1, all facts and circumstances that may have an 

impact on how the case is evaluated must be carefully investigated. The taxpayer must be given the opportunity to provide 

clarification on the observations. If the taxpayer does not provide evidence that the form used conforms to the actual nature or 

purpose or that it is not evident that the arrangement was made in order to avoid tax, taxation must be carried out in accordance 

with paragraph 1.” The translation is provided for in Helminen GAAR, supra n. 3380, at sec. 12.1.; The situation is (still) similar 

in Belgium. See for a more detailed elaboration in the context of the old version of the Belgian GAAR: Vanoppen Belgium, 

supra n. 260, at sec. 3.4.3.1. Note that the art. 344(1) ITC was amended in 2012.  
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approach.3491 However, the threshold for applying sec. 28 VML is higher than what is foreseen in the 

transfer pricing provisions. Raunio (2015) explains the “significant difference in the applicability of these 

rules” as: “[t]he substance-over-form principle stipulated in the Finnish GAAR may be applied only to 

purely artificial structures, whereas – according to the OECD Guidelines – transfer prices may be adjusted 

in exceptional cases where the form of the transaction is not in line with its economic substance and what 

would be agreed between independent parties.”3492 

Note that also the UN Manual on transfer pricing foresees the disregarding of certain commercially 

irrational transactions.3493 At the same time, it reminds that the possibility of such step depends on the legal 

framework tax authorities work in.3494  

8.4.2. Inter taxpayer equity 

8.4.2.1. Addressing the inter taxpayer equity concerns 

The inter taxpayer equity concerns raised in the context of tax arbitrage with HFI, can be divided into three 

elements:3495 First, tax arbitrage with HFIs may increase the perception of the tax system being unfair. 

Second, tax arbitrage with HFIs can lead to a horizontally inequitable taxation of a local subsidiary of an 

MNE and a domestic standalone entity. Third, tax arbitrage with HFIs may cost tax revenue. The burden 

may have to be borne by someone else.3496  

In the discussion of the first inter taxpayer equity concern, the proxy person NM was used.3497 It was 

assumed that this person perceives the tax system to be unfair. This is because some MNEs operating in his 

residence state reached a substantially lower effective tax rate than domestic standalone entities. The 

mitigation of such results likely improves his perception. The magnitude of the problem of tax arbitrage 

with HFIs differs among jurisdictions. Thus, the importance of the first inter taxpayer equity concern differs 

as well.3498  

A GAAR combats artificial tax arbitrage transactions with HFIs, as well as artificial substitute transactions. 

As such, it demands the existence of a financing need at the level of the subsidiary. Given the nature of 

intentional tax arbitrage with HFIs, this will, arguably, exist. After all, the goal lies in stripping high taxed 

profits out of the source state into no/low taxed hands. The existence of profits in the source state will, 

typically, have to do with some form of operational business. Real business will need real finance. When 

                                                
3491 E.g. Helminen GAAR, supra n. 3380, at sec. 12.1.1. 
3492 Raunio, supra n. 3488, at sec. 6. 
3493 UN Transfer Pricing Manual, supra n. 3358, at paras. B.2.3.1.5- B.2.3.1.9. 
3494 Id., at para. B.2.3.1.9. 
3495 See the discussion and references provided for in sec. 4.2.1. 
3496 Id.  
3497 Id. 
3498 See the discussion and references provided for in id. 
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this is satisfied through issuing a HFI that leads to a qualification conflict, or through a substitute 

transaction, the GAAR will – by assumption made in sec. 8.4.1.2. – be of little help. It will not apply.  

In fact, already the existence of some financing need may practically render the GAAR inapplicable. 

Financial planning is a difficult task full of insecurities.3499 The projected financing need will often not turn 

out to be the actual one. Say, that at the time of issuing the HFI the forecasted financing need was EUR 10 

million. If a later audit reveals that it has actually just been EUR 8 million, this should not justify applying 

the GAAR on the EUR 2 million in between. The HFI was still issued to satisfy the (forecasted) financing 

need.  

Knowing this, the tax and financial manager of the MNE could be tempted to blow up the forecast to EUR 

11 million – being aware of the actual forecast telling EUR 10 million. Also here it remains unlikely for the 

GAAR to be applicable on the EUR 3 million difference to the actual finance need. Neither may it 

(practically) apply on the EUR 1 million difference to the real forecast. After all, the tax authorities will 

have to demonstrate that the forecast is wrong, which is very difficult in reality.3500 The interest paid on this 

EUR 1 million difference will, thus, erode the tax base of the source state – despite it is not reflecting a 

financing need. However, this does not work indefinitely. At some stage, it will not be possible anymore to 

load (hybrid) debt onto the subsidiary. Where this point lies is hard to say. In the worst case, it is irrelevant. 

Also the amount of profits to be shielded from tax is not indefinite.   

The above problem also exists in the transfer pricing context, although to a lower extent. The taxpayer will 

have to produce some documentation of the financing need. Compared to invoking a GAAR it will, usually, 

be easier for the tax authorities to challenge this.3501 Either because the burden of proof lies on the 

taxpayer,3502 or because the taxpayer is obliged to produce documentation, whose adequacy a tax authority 

bearing the burden of proof may challenge.3503  

In addition, transfer pricing rules can allow a recharacterisation to the extent an independent lender would 

not have granted such a loan to the borrower.3504 The existence of a financing need at the level of the 

borrower is not directly connected to this question. Also in the example used in the discussion draft to BEPS 

Action 8-10 dealing with financial instruments such a need was, as mentioned, present.3505 The OECD 

concluded that an unrelated party would not be prepared to provide a loan with a ten year term when “in 

                                                
3499 Compare, e.g. the discussion in Brealey, Myers & Allen, supra n. 197, at ch. 10, 29, 30. 
3500 See also the relevant discussion and references provided for in the below. 
3501 On the differences in the burden of proof requirements compare the discussion and references provided for in sec. 8.3. 
3502 See the discussion and references provided for in id. 
3503 See the discussion and references provided for in id. 
3504 See the discussion and references provided for in sec. 8.4.1.3. and, especially, the example included in OECD BEPS 8 – 10 

Financial Transactions, supra n. 1756, at para. 17, as mentioned in supra n. 3481. 
3505 See, again, supra n. 3481.  
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light of all good-faith financial projections of [the borrower] for the next 10 years, it is clear that [the 

borrower] would be unable to service a loan of such an amount”.3506 As a result, it should be recharacterised 

until the maximum amount an independent lender would have been prepared to lend is reached. 

Consequently, if a country recharacterises debt into equity in the way suggested in the discussion draft to 

BEPS Action 8-10 dealing with financial instruments, it will have a (further) interest limitation rule.3507 It 

can also apply on transactions that shift interest to no/low taxed recipients.3508 Ultimately, this can increase 

the effective tax rate of the MNE relative to domestic standalone entities. Per assumption made in sec. 4.2.1. 

this improves the fairness perception of NM However, it has also its practical limits – each contradicting 

(and potentially reversing) this preliminary conclusion.  

First, even if the tax authorities might find it easier to challenge the transaction under the transfer pricing 

rules than under the GAAR, the practical difficulties in assessing whether the capital structure of a company 

is at arm´s length may remain.3509 Conceptually, this is problematic. In fact, taxpayers may still overstate 

the financing need.3510 Assume that in the above example, the taxpayer argued the financing need to be 

EUR 15 million. It will know that this is significantly different from the actual forecast. It will also be fully 

aware of the risk to get challenged. However, the taxpayer also knows that it is inherently difficult for tax 

authorities to successfully do so.3511 This is especially true in developing countries whose tax authorities 

might lack expertise to challenge such claims made by well advised MNEs.3512 If the tax authority accepts 

EUR 13 million, the taxpayer won. If it accepts EUR 11 million it won by a lower score. If it accepts EUR 

10 million it was worth the try. But if it accepts only EUR 8 million the taxpayer will be able to bring 

forward very good arguments to reach EUR 10 million. Ultimately, this is where the forecasted financing 

need really was. It may, of course, be that a Court follows the tax authority’s argumentation. This risk is, 

albeit, not increased by forecasting EUR 15 million, instead of EUR 10 million. Also in the latter case, the 

tax authority would have challenged it. If the OECD stuck to the bifurcation approach currently included 

in BEPS Action 8-10, it will encourage this kind of behaviour.3513  

                                                
3506 See id. 
3507 Which was, in part, criticised by commentators. See, e.g. Comments on BEPS Action 8-10 Financial Transactions part III, 

supra n. 3486, at pp. 34-35 (submitted by MDEF), Comments on BEPS Action 8-10 Financial Transactions part II, supra n. 

3486, at p. 72 (submitted by EY). 
3508 Even tough, to be clear, the no/low taxation is not in itself a criteria for the rules to apply. Compare already the discussion 

and references provided for in sec. 8.4.1.2.-8.4.1.4.  
3509 As, e.g. indicated in: Comments on BEPS Action 8-10 Financial Transactions part II, supra n. 3486, at pp. 72-73 (submitted 

by EY). 
3510 See Comments on BEPS Action 8-10 Financial Transactions part I, supra n. 3486, at pp. 64-65 (submitted by the BEPS 

monitoring group). 
3511 Which is, not least, worked out in: Comments on BEPS Action 8-10 Financial Transactions part II, supra n. 3486, at pp. 72-

73 (submitted by EY). 
3512 Which is also indicated in Comments on BEPS Action 8-10 Financial Transactions part I, supra n. 3486, at pp. 64-65 

(submitted by the BEPS monitoring group). 
3513 Which is why commentators (in this case the BEPS monitoring group), suggested a full reclassification into equity. See 

Comments on BEPS Action 8-10 Financial Transactions part I, supra n. 3486, at pp. 64-65 
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Secondly, the accepted part of the loan will be used in a very tax efficient manner: The arm´s length interest 

rate will remain no/low taxed at the level of the receiver. Neither the GAAR, nor transfer provisions directly 

address that. Thus, the tax planning value of every cent is maximised. For sure, the outcome will be better 

than without recharacterisation. Hence, the effective tax rate of the MNE will rise. However, the rise might 

not be enough to improve NM´s perception of the tax system´s fairness. 

This leads straight to the second inter taxpayer equity concern, which was identified as the horizontally 

inequitable taxation of an entity part of an MNE and a domestic standalone entity.3514 As worked out in sec. 

4.2.1., the problem can be separated into two parts. From the base erosion perspective, concerns emerge to 

the extent the MNE entity makes deductible costless foreign related party payments to other MNE 

entities.3515 Real payments, on the contrary, were deemed acceptable. Other than costless foreign related 

party payments, they represent a real cost within the MNE.3516 In both settings, the tax arbitrage component 

plays a role. It intensifies the scale of the concerns caused by costless foreign related party payments. 

Further, it creates its own problems in the context of real payments.3517 This comes with the extra deduction 

the MNE receives for the same economic expense.3518 

The core idea of recharacterisation rules is not too far from (theoretical) rules that address costless foreign 

related party payments.3519 In both cases profit shifting between related parties should be combatted by 

recognising the actual character of the transaction, i.e. it being an equity contribution. However, rules that 

address costless foreign related party payments would apply on all transactions between MNE entities that 

do not represent a real cost.3520 GAARs, on the contrary, respect the single entity approach. Transfer pricing 

provisions are the outflow of it. As such, they will not catch real payments, but also not every costless 

foreign related party payment. Such transactions – together with their base eroding effects – can, hence, 

remain. As the recharacterisation based on transfer pricing provisions is easier than a recharacterisation 

based on GAARs, the former may constitute a stronger remedy against costless foreign related party 

payments. However, as worked out above, it may not be strong in absolute terms. 

Neither GAARs, nor transfer pricing provisions address the issue of tax arbitrage directly. What is not 

recharacterised remains debt. Absent any special rules that provide for the contrary, the remunerations paid 

                                                
3514 See the discussion and references provided for in sec. 4.2.1. 
3515 See id. As mentioned with further references in id., costless foreign related party payments are regarded to be payments 

within an MNE that do not represent real costs, but shift income.  
3516 See the discussion and references provided for in id. 
3517 See the discussion and references provided for in id. 
3518 See id. As noted there the „extra deduction“ results from the no inclusion of the payment at the level of the receiving entity. 

As such, it is only a problem in the context of tax arbitrage transactions with HFIs that rely on a qualification conflict. See 

already supra n. 1328.  
3519 See the proposal of Fleming, Peroni & Shay Earnings Stripping, supra n. 130, as mentioned in sec. 1.5. See also the 

discussion and references provided for in sec. 4.2.1. 
3520 Compare id. 
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on it remain deductible. The tax treatment at the level of the recipient was not regarded to play a role in this 

context.3521 Thus, both rules do not really overcome the second inter taxpayer equity concern. 

The third inter taxpayer equity concern emerges with the revenue effects of tax arbitrage with HFIs.3522 Tax 

arbitrage with HFIs occurring in high scale and volume could result in an equally high shift of the tax 

burden onto more immobile factors.3523 However, this concern does not exist in every country. Sometimes 

allowing tax arbitrage with HFIs results in an overall revenue benefit.3524 

As discussed above, the “recharacterisation approach” is not a comprehensive measure against tax arbitrage 

with HFIs. Thus, if and to the extent the third inter taxpayer equity concern exists, it will provide for some 

alleviation, but will not fully address the issue. However, this is not necessarily a disadvantage. Having tax 

competition constraints in mind, a recharacterisation via GAARs or transfer pricing provisions has some 

useful features. 

In theory, it may be reasonably clear when a recharacterisation through GAARs or transfer pricing 

provisions is demanded.3525 When this is so, it should – for the obvious reasons discussed in sec. 8.4.2.2. – 

also be applied.3526 Nonetheless, in practice there may be a leeway. Tax authorities might pick out the 

“right” cases and choose the “right” strategy.3527  

For instance, transactions entered into by MNEs that have a stronger link to a country (e.g., a mining 

company) may be addressed more aggressively. The risk of mobile capital getting lost is lower under these 

circumstances. Thus, the tax authorities may try to recover revenue. In this context, they may, for instance, 

dedicate their specialists to the case. Further, in challenging the taxpayer, also the tax authorities may push 

                                                
3521 See the discussion and references provided for in secs. 8.3.-8.4.1. 
3522 See the discussion and references provided for sec. 4.2.1. 
3523 See id. This assumes that the same level of revenue has to be maintained.  
3524 See the discussion and references provided for in sec. 4.2.1-4.2.2. 
3525 Compare the discussion and references provided for in sec. 8.3., 8.4.1. 
3526 In short, it would be a horizontally inequitable outcome if the recharacterisation was not effected in comparable cases. See in 

more detail the discussion and references provided for in sec. 8.4.2.2. 
3527 Compare, not least, the work of Tørsløv, Wier and Zucman, supra n. 74, as concisely summarized in Collier & Riedel, supra 

n. 74, at sec. 2.5 as: “These authors provide evidence from the administration of Danish transfer pricing rules, which suggests that 

audit capacities within authorities are allocated to maximize national revenue and not necessarily to fight income shifting to tax 

havens. Specifically, most transfer price cases of Danish tax authorities can be demonstrated to be targeted at trade with high-tax 

countries not low-tax countries. They rationalize this pattern by the fact that MNEs invest significant resources in supporting 

transfer prices for tax haven transactions, thereby making it difficult for tax authorities to challenge these prices. MNEs, in turn, 

have no, or a reduced, incentive to manipulate transfer prices between high-tax countries, implying that the transfer prices so 

adopted are less well supported in corporate transfer pricing reports, thereby leaving room for adjustments by the tax authorities. 

From the perspective of the tax authorities, the revenue gain is the same irrespective of whether transfer prices for trade with high-

tax or low-tax countries are adjusted and this means revenue-maximizing tax authorities have incentives to target the former.” 

(footnotes omitted). Thus, it is not absurd to assume that tax administrations show selective behaviour in addressing transfer pricing 

cases. 



363 
 

the envelope. If they want to end up at EUR 10 million, they may start with EUR 6 million.3528 The 

possibility of a lengthy litigation is accepted, as its damage appears only moderate. 

At the same time, a different approach may be adopted with respect to MNE activity that may easily leave 

the country. In this context, it is worth keeping in mind that recharacterisations occur in the course of audits. 

As such, the investment has already been effected and the state has an interest to tax it.3529 Yet, if the tax 

authorities go in hard in these cases, the taxpayer will fear such behaviour also to happen in the future. 

Thus, it may be reluctant to make new investments.3530 Further, if a taxpayer´s investment decision was 

influenced by the prospect of being able to reduce its effective tax rate through tax arbitrage with HFIs and 

if this opportunity (due to recharacterisation) falls away in the future, the MNE may react by withdrawing 

capital from the state.3531 This is, of course, not necessarily so. Other tax incentives may be introduced to 

compensate for this.3532 Moreover, a part of the HFI may remain accepted, which means that tax arbitrage 

will still be possible. Besides, even if their capital is mobile, and thus the object of desire for many states, 

an MNE knows that tax law will set some limits. Therefore, it will not immediately respond to any 

recharacterisation. However, the more aggressive tax authorities behave, the more likely a reaction 

becomes. Tax authorities know that. As a result, if it is obvious to them that EUR 15 million are too much, 

they may be willing to challenge it, but in a less extensive way. In the course of an audit, they may agree 

on EUR 13 million. In a way, both won. The tax authority was able to set a limit. The taxpayer will be able 

to retain good parts of its tax arbitrage potential that, possibly, gave rise to the effective tax rate that induced 

it to invest in a certain country.  

Notably, also taxpayers could anticipate this. They know in which cases the tax authorities will act more 

carefully and in which cases they will not. That being said, taxpayers are also aware of there being a 

boundary somewhere. Hence, already the mere threat of a recharacterisation will have an effect. It might 

be small.3533 However, it may result in the best overall revenue outcome for the country in question.  

Thus, in some countries and under certain circumstances, the recharacterisation approach may address the 

third inter taxpayer equity concern in a prudent way. Most importantly, this presupposes its relative 

                                                
3528 Notably, if taxpayers employ aggressive transfer pricing it could well be that tax authorities (have to) do the same. If the 

solution was frequently regarded to lie “somewhere in the middle”, it would not be wise for the tax authorities to start in the 

middle.  
3529 See already the discussion and references provided for in 3.2.1.3.2.2.  
3530 This is so, because the taxpayer knows that it will likely not be able to reach a lower effective tax rate through tax arbitrage 

with HFIs.  
3531 Note, for clarity, that with the principal being recharacterised, all future base eroding payments will be smaller. 
3532 Compare in this context, not least, the discussion in Keen Competition, supra n. 122, at sec. 2-3 and see supra n. 1963.  
3533 See the above discussion and references with respect to the first inter taxpayer equity concern.  
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unimportance.3534 In these countries, tolerating tax arbitrage with HFIs is (successfully) used as a tax 

competition tool. This means that the benefits attached to the attacted mobile capital outweigh the revenue 

costs caused by accpeting it and its substitute transactions. If there is (i) no shift of the tax burden onto the 

immobile tax base, or if (ii) combatting tax arbitrage with HFIs by means of strict rules would be less 

favourable from the latter´s perspective, weak – but still existent – rules may be the right choice. 

Recharacterisations based on GAARs or transfer pricing provisions fulfil just that. 

8.4.2.2. Additional considerations on inter taxpayer equity 

This section will provide for additional inter taxpayer equity considerations on the recharacterisation 

approach. Thereby, the main interest lies on the horizontal equitableness of it.3535 

As already indicated above, the most stressing horizontal equity concern of the recharacterisation approach 

is grounded in the challenges that come with its application.3536 Already in theory, it is difficult to delineate 

when a recharacterisation based on a GAAR or transfer pricing provisions should happen.3537 Yet, it is not 

impossible and one may agree on the core principles. In practice, on the other hand, it can be hard to apply 

them onto the case at hand. As a result, not all taxpayers that should (in theory) trigger a recharacterisation 

will also trigger it in reality. Especially those being well advised will have increased chances to fend-off a 

tax authority´s attempt towards this end. If the facts present actually demanded an equal treatment, but if 

the equal treatment does not occur, the outcome is horizontally inequitable.3538  

Furthermore, and as mentioned, the recharacterisation takes place in the course of a tax audit. Obviously, 

not all taxpayers are subject to such. Therefore, not all transactions being potentially in the scope of the 

respective recharacterisation rule will be caught.3539 Thus, not even in theory a horizontally equitable 

application of the recharacterisation approach is possible. 

Given tax authorities are selective in the application of the rules, the outcome is even worse. As worked out 

above, there are good tax competition reasons for tax authorities to be more aggressive in some cases and 

less aggressive in others. Clearly, this does not constitute a horizontally equitable outcome, unless the 

mobility of the capital should make a difference.  

                                                
3534 If tax arbitrage with HFIs was indeed a strong concern in a country, it would likely implement special rules against this. Their 

absence does not necessarily demonstrate the lack of these concerns. Yet, it suggests that tax competition constraints may play a 

role. Otherwise, a substantial WHT could have been implemented. 
3535 See on the issue the discussion and references provided for in sec. 3.2.1.2.2. 
3536 See discussion and references provided for in sec. 8.4.2.1. 
3537 Compare the discussion and references provided for in sec. 8.2-8.3. 
3538 Compare Krever, supra n. 2238, at sec. 1.1.; and in the context of discussing the PPT: Lang Action 6, supra n. 1760, at p. 

658.  
3539 Compare Krever, supra n. 2238, at sec. 1.1. 
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8.4.3. Inter nation equity 

8.4.3.1. Addressing the inter nation equity concerns 

Sec. 4.2.2. identified three inter nation equity concerns attached to tax arbitrage with HFIs.3540 First, states 

have a different interest in combatting tax arbitrage with HFIs. This makes legislative action against it more 

difficult. Second, rent-seeking states may be willing to provide for tax arbitrage opportunities. Third, 

legislative action against tax arbitrage with HFIs can give rise to retaliation and, as a result, double 

taxation.3541  

There is a strong interrelation between the third inter taxpayer equity concern and the first inter nation 

equity concern.3542 If tackling tax arbitrage with HFIs is expected to cost more revenue than it brings, a 

country may be reluctant to take such action.3543 When this happens, it will also become more difficult for 

other countries to address the problem.3544  

The recharacterisation approach plays a special role in this context. As argued above, it may be an attractive 

option for states that tolerate tax arbitrage with HFIs (including substitute transactions) for tax competition 

reasons.3545 GAARs or transfer pricing rules that allow for a recharacterisation from debt into equity will 

set some limits. However, to a great extent, tax arbitrage with HFIs (including substitute transactions) will 

remain uncombatted.3546 Peer states are, of course, aware of that. As such, it will become more difficult for 

them to act themselves.  

Again, the issue would be best overcome by means of coordinated action.3547 Yet, precisely the 

attractiveness of the recharacterisation approach for the relevant countries makes coordination harder. By 

relying on it, these countries can reap the benefits of defecting from the emerging coordinated legislative 

action against tax arbitrage with HFIs. At the same time, they will retain some protection. This may be just 

what is needed for a country (i) not being a classical tax haven, but (ii) being interested in (or depended on) 

attracting mobile capital. It is, not least, possible for states to calibrate the strictness of the rules. Some may 

recharacterise easier than others. Further, it may be applied differently depending on the risk of collateral 

damage.3548 Consequently, the recharacterisation approach does not overcome the first inter nation equity 

concern. Rather it may aggravate it.  

                                                
3540 See the discussion and references provided for in sec. 4.2.2. 
3541 See the discussion and references provided for in id. 
3542 See the discussion and references provided for in sec. 4.2.1.-4.2.2. 
3543 See the discussion and references provided for in sec. 4.2.2. 
3544 See id. 
3545 See the discussion and references provided for in sec. 8.4.2.1. 
3546 See the discussion and references provided for in id. 
3547 See already the discussion and references provided for in sec. 4.2.2., 5.4.3.1., 6.4.3.1., 7.4.3.1. 
3548 See already the discussion in sec. 8.4.2.1. 
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The second inter nation equity concern is caused by rent seeking states that provide tax arbitrage 

opportunities for revenue reasons.3549 They can either be classical tax havens,3550 or states that employ 

certain administrative practices.3551  

The recharacterisation approach does not specifically target at tax arbitrage with HFIs. Neither does it 

directly address the importing of such results into the source state. Rather, it focuses on whether granting 

the loan was an act of tax avoidance (GAAR), or if it would not have happened between independent parties 

(transfer pricing).3552 In other words, a recharacterisation from debt into equity in the source state can, but 

does not have to, take place with respect to payments made to rent seeking states. The facts causing the 

second inter nation equity concern, at least, are of no direct relevance for this purpose.3553  

However, in the context of transactions leading to the second inter nation equity concern other rules may 

be triggered. They indirectly address these issues. A state relying on the recharacterisation approach has to 

take this into account. In this regard, consider the following two factors.  

First, in cases where the second inter nation equity concern is present, it may well be that the formal lender 

is not the real lender. Rather, the funds may have been generated elsewhere after which they were routed 

through, say, a tax haven company, or a Luxembourg SPV. Therewith the real lender can reach a D/NI 

result: The interest is deductible in the source state and not, or very modestly, taxed at the level of the formal 

lender.3554 Thereafter, the funds are repatriated to the real lender as a dividend.3555 

Secondly, in case of direct lending, the lender would have been taxed on the interest income.3556 As a result, 

it is fair to assume that the residence state of the real lender has an interest in taxing the income. This is also 

underlined by the fact that many capital exporting countries have implemented CFC rules.3557 Even though 

not necessarily, the real lender may be a resident in one of these states. The proliferation of these provisions 

will close down a variety of structures – especially those involving classical tax havens.3558 Also, e.g. switch 

over clauses, or corporate residency rules may deny the benefits of such transactions in the residence state 

of the real lender.3559  

                                                
3549 See the discussion and references provided for in secs. 4.2.2. 
3550 See the discussion and references provided for in id. and sec. 5.4.3.1. 
3551 See, with respect to Luxemburg, already the discussion in sec. 4.2.2. 
3552 See the discussion and references provided for in sec. 8.3 and 8.4.1. 
3553 Compare id. 
3554 Either resulting from general no/low taxation or from a qualification conflict. 
3555 Which, optimally, is tax exempt in the hands of the real lender. Alternative structures are possible as well.  
3556 Compare the discussion and references provided for in secs. 4.2.2. 
3557 Compare, e.g. the discussion and references provided for in sec. 5.1., 5.2.3.1., 5.3.2.1.  
3558 As already briefly mentioned in sec. 5.4.3.1.; Although possible, it is not sure whether CFC rules can address tax arbitrage 

transactions that came to the fore in the Lux-Leaks affair. Finland could, for instance, invoke its CFC rules under these 

circumstances. Compare in this regard: Tokola, supra n. 1829, at sec. 6.2.3., as mentioned in supra n. 1999.  
3559 See in more detail: Dahlberg & Wiman, supra n. 1373, at sec. 3.3.-3.4. 
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Furthermore, also the GAAR of the residence state of the real lender may be of relevance. In fact, such 

rules have been applied to “ignore transactions routeing tainted income or to disregard companies serving 

no genuine business purpose in low-tax jurisdictions.”3560 This can also be reconciled with sec. 8.3.1. 

Sending the income through a functionless company may trigger a GAAR because (i) it was tax motivated 

and (ii) not taxing the actual lender can hardly be in line with the object and purpose of the law of its 

residence state.3561 Yet, the more substance the company in the rent-seeking jurisdiction has, the more 

difficult this becomes to uphold. At some point, it will have to be considered to earn the income itself. In 

such cases, the GAAR of the residence state of the real lender may not be applicable anymore.3562  

In addition, the source state has its own rules that may be of relevance. In absence of an adequate WHT on 

outgoing interest payments,3563 states may, for instance, see some potential in their transfer pricing 

provisions not dealing with recharacterisation. As already discussed in sec. 5.4.3.1, if the company in the 

rent seeking state does not have enough substance, the remuneration accepted by the source state will be 

low as well. In case of a cash box, BEPS Action 8-10 limits it to a risk free return.3564  Country-by-country 

reporting will help to spot suspicious operations.3565 As minimum standard, it will become widely 

applicable, also outside countries that will implement the OECD approach discussed in chapter 5.3566 

Ultimately, this means that countries relying on the recharacterisation approach are not that vulnerable 

against the second inter nation equity concern as it seems at the outset. However, this requires the help of 

other states. Considering the current trends,3567 it is not an imprudent attempt to rely on this. After all, the 

transactions leading to the second inter nation equity concern are, as mentioned, likewise an issue for the 

residence states of the real lenders. Therefore, they may themselves do something. At the same time, it is 

clear that free-riding on the anti avoidance rules of other states has its drawbacks. The source state does not 

have control itself. This can be an issue if the real lender succeeds in ensuring the inapplicability of more 

                                                
3560 Id., at sec. 3.2., who, notably, state that GAARs “may have been used.” The context of their analysis, however, suggests that 

they have been used; see also Krever, supra n. 2238, at sec. 1.3., who refers to such cases within elaborating on situations in 

which the GAAR has been used. 
3561 See also Krever, supra n. 2238, at sec. 1.3., who discusses how different types of GAARs apply under these circumstances. 

Some may replace the arrangements used by the taxpayer via a fictional transaction (i.e. a direct loan). Others may look directly 

at the economic substance. The outcome is, practically, the same and this thesis will not hit this level of detail. Besides, such a 

case can also be solved by income attribution rules. After all, the income has not been earned by the letterbox company, but by 

the shareholder in behind. Compare in this context the discussion and references provided for in sec. 6.3. 
3562 On the (non) application of the Belgian GAAR in the relevant context see de Broe Prevention of Abuse, supra n. 96, at p. 

192. 
3563 To avoid misconceptions, levying a WHT on outgoing interest payments and recharacterising financial instruments from debt 

into equity do not exclude each other. So also states that levy a WHT may be able to recharacterise debt into equity based on 

GAARs and/or transfer pricing provisions.  
3564 The discussion draft to BEPS Action 8-10 dealing with financial instruments specifies how to determine this. See OECD 

BEPS 8 – 10 Financial Transactions, supra n. 1756, at Box B.4.; and compare: Gottholmseder, supra n. 3469, at p. 194. 
3565 See sec. 5.2.4., 5.3.3., as well as the discussion and references provided for in sec. 5.4.3.1. 
3566 Compare the discussions and references provided for in, e.g. id., as well as in sec. 5.1., 5.4.2.1. 
3567 See especially the discussion and references provided for in sec. 5.1. 
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targeted rules.3568 Once this happens, the defence becomes relatively weak. The GAAR of the residence 

state of the real lender and/or the transfer pricing rules of the source state will demand a minimum level of 

substance. This makes the structure more expensive and, therefore, less feasible.3569 Yet, it may still pay-

off for the taxpayer. If so it will be used. In such case, the source state loses in the same way it lost before. 

Ironically enough, the rent seeking states would again win. After all, they got even more of what they are 

looking for – economic substance. 

The third inter nation equity concern regards the potential double taxation that may result from retaliation 

provoked by legislative action against tax arbitrage with HFIs.3570 Foremost, this is an issue with respect to 

tax arbitrage with HFIs relying on a qualification conflict. At least in such case it may be assumed that both 

states would want to tax the bilateral surplus.3571 On the contrary, the risk for retaliation is low with respect 

to substitute transactions. No/low tax jurisdictions do not want to tax anyway.3572  

Double taxation resulting from retaliation can only occur if the transaction does not disappear because of 

the anti-hybrid rules.3573 Thus, the below deals with transactions that were not deterred by the application 

of the relevant rules of other states. In the context of the recharacterisation approach, these are those of the 

residence state. Thereby, it is fair to assume that they will be based on BEPS Action 2. This comes because 

many capital exporting states will implement such rules.3574  

With respect to debt/equity hybrids, the Specific Recommendation 2.1. foresees that this state has to deny 

its dividend relief.3575 A state that follows this hierarchy will have to draft the implementation legislation in 

a way that it applies already when the mere possibility for deduction is given.3576 Otherwise, it will always 

be the source state, who can tax first.3577 At the same time, it was held that once the source state taxes, the 

residence state should still be fine with it. The hierarchy of BEPS Action 2 is not meant to establish who 

                                                
3568 Such as especially CFC rules. 
3569 Compare already the discussion and references provided for in sec. 5.4.3.1. 
3570 See the discussion and references provided for in sec. 4.2.2. 
3571 See id.  
3572 See sec. 4.6 and also the discussion and references provided for in sec. 6.4.3.1.  
3573 See the discussion and references provided for in sec. 5.4.3.1. 
3574 See the discussion and references provided for in sec. 5.1. and 5.4.3.1. In sec. 6.4.3.1. it was briefly mentioned that even if a 

state does not formally implement BEPS Action 2; if it wants to retaliate it may not let go the opportunity to claim its taxation 

right given such results from the hierarchy included in BEPS Action 2. In the context of the recharacterisation approach this does, 

however, not seem too relevant. The recharacterisation will happen in the course of a tax audit. If the residence state did not 

implement BPES Action 2, it will hardly be possible for it to retroactively apply it onto the transaction that was subject to 

recharacterisation in the source state. 
3575 See the discussion and references provided for in sec. 5.3.1.2., 5.4.3.1. 
3576 See id. 
3577 Id. If the actual deduction is demanded, the source state can simply deny it and, thus, be the one who taxes. 
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has lost tax revenue. Rather it only serves the avoidance of over-taxation.3578 States that stick to this logic 

will leave it with that. Others may insist on their “right” to tax the surplus under BEPS Action 2.3579  

In this context, it is important to recall that recharacterisations come into play during audits. Up until then 

the tax positions are principally presumed to be correct. The tax arbitrage payment was made before that. 

Therefore, the recipient state that implemented BEPS Action 2 will already have denied the dividend relief. 

If the source state – maybe years later – regards the payment as equity, there are, as it will be discussed in 

sec. 8.4.3.2., good conceptual reasons for the residence state to reverse its position.3580 However, it is 

questionable whether this practically happens. This may especially concern situations in which the 

recharacterisation predominantly occurs in situations in which another state has already taxed the bilateral 

surplus. Countries that allow tax arbitrage with HFIs for tax competition reasons will have an interest to tax 

precisely under these circumstances. The tax advantage is gone anyway. Therefore, they could try to grab 

it themselves – of course risking the worst possible outcome: double taxation.  

When a debt/debt hybrid is at stake, the starting point is different. Here the Hybrid Financial Instruments 

Rule gives the source state the primary right to tax.3581 Thus, one might think that the problem of double 

taxation cannot emerge. However, as already briefly discussed in sec. 5.4.3.1, this may not be the case. In 

fact, the Hybrid Financial Instruments Rule applies based on the expected treatment.3582 If the residence 

state expects the payment to be deductible, it will invoke the defensive rule and tax the income.3583 Whether 

the recharacterisation in the source state can be expected in the residence state is hard to say. Arguably, in 

clear cases it can. After all, the residence state knows that the source state recharacterises debt into equity 

under circumstances that are deemed requiring this. The presence of these facts may be obvious. Consider 

again the above example: If the financing need is around EUR 10 million, the residence state should know 

that a hybrid loan of EUR 17 million would most likely be recharacterised.3584 Even more, it may well be 

that the residence state itself has the same recharacterisation rules in place.3585 By implementing the Hybrid 

Financial Instruments Rule it only chose a different and more targeted way to combat tax arbitrage with 

HFIs.3586 On the other hand, outside clear-cut cases, it is different. Here it will be hardly possible for the 

residence state to predict the application of recharacterisation provisions in the source state.  

                                                
3578 See the discussion and references provided for in sec. 5.2.2. 5.4.3.1. 
3579 See id. 
3580 Compare in this context also the discussion in Schler Part I, supra n. 1887, at pp. 494-495. 
3581 See the discussion and references provided for in sec. 5.3.1.1., 5.4.3.1. 
3582 Id. With respect to transactions that are regarded as “substitute transactions” for the purposes of the Hybrid Financial 

Instruments Rule see already supra n. 1643. 
3583 See the discussion and references provided for in sec. 5.3.1.1., 5.4.3.1. 
3584 See the example provided for in sec. 8.4.2.1. 
3585 Which may especially happen, if both follow the relevant parts of the OECD transfer pricing guidelines.  
3586 That does, as mentioned in sec. 1.5., not mean that it cannot recharacterise payments from debt into equity. It will just not be 

the way by which it intends to address tax arbitrage with HFIs.  
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In either case, a risk for double taxation is present. Thereby, it will, in a first step, depend on the residence 

state. If it anticipates the recharacterisation in the source state, it may refrain from applying the defensive 

rule. If it does not, it is up to the source state to decide. Given it recharacterises, the residence state may 

reverse its position. Alternatively, it may insist on it. In the latter case, the threats and chicken game again 

led to the worst possible outcome – double taxation.  

8.4.3.2. Additional considerations on inter nation equity 

This section will provide for additional considerations on the inter nation equity of the recharacterisation 

approach. Thereby it will deepen the discussion on the third inter nation equity concern from a normative 

point of view.3587 

Consider, to start with, tax arbitrage with debt/equity hybrids. As held in the above, the residence state will 

deny its dividend relief.3588 Thereby, the rule has to be drafted in a way that the mere possibility of a 

deduction triggers this consequence.3589 In this context, the question emerges, whether a payment that is 

recharacterised from debt into equity has ever been deductible.  

Arguably, it was not. The mere fact that the taxpayer regarded the payment as debt in its tax return should 

not alone suffice for the other state to apply Specific Recommendation 2. If the GAAR (finally) applies 

then it was not debt. Rather it was replaced by a hypothetical transaction that is different from what was 

used to minimise tax – in this case equity.3590 In some countries, this can be the result of the tax authorities 

applying an explicit reconstruction rule.3591 In others, it is the consequence of them looking at the economic 

substance of the transaction as a whole.3592 Either way, if the position of the tax authorities prevails at Court, 

then this hypothetical transaction is the relevant one for tax purposes. As such, the law of the source state 

does not allow a deduction for payments made under the instrument. Thereby it does not matter that the 

                                                
3587 See sec. 8.4.3.1. 
3588 See the discussion and references provided for in sec. 5.3.1.2., 5.4.3.1., 8.4.3.1. 
3589 See id. 
3590 See in more detail Krever, supra n. 2238, at sec. 1.2, who states: “Whether a GAAR takes the form of the classic tax benefit 

identification rule or an economic substance or abuse of law rule, it can only be effective if it allows a reassessment on the basis 

of a hypothetical alternative transaction different from the legal form chosen by the taxpayer to minimize tax. In the case of an 

explicit reconstruction rule, the tax authorities are allowed to substitute an appropriate arrangement for the one used by the 

taxpayer. An economic substance rule, in contrast, opens the door to assessment on the basis of applying the tax law directly but 

interpreting the circumstances to fit into the law.”  
3591 See Krever, supra n. 2238, at sec. 1.3., continuing the above with: “The difference between the two can be illustrated with the 

example of a taxpayer entering into a complex set of arrangements to avoid a loan having the form of a debt. Under the explicit 

reconstruction rule, the tax authorities would be allowed to substitute a fictional transaction (a direct loan) for the arrangements 

used by the taxpayer. Under the economic substance approach, the tax authorities can look at the totality of the arrangements 

and find that there actually is a loan, albeit by a somewhat complex route, and apply the tax law for debt directly. Commonly, the 

power of the tax authorities to reassess on the basis of an alternative hypothetical transaction is clear, whether it is based on an 

explicit or an implicit construction of the GAAR. In some rarer cases, however, there is debate over how the GAAR operates in 

this respect.” See further the discussion in id., at sec. 1.5. 
3592 See id.  
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source state needs a GAAR to reach this result. This rule is, simply, part of its law. Further, it is part of its 

approach used in determining what is deductible and what is not. 

When the recharacterisation happens based on transfer pricing provisions the outcome is not different. The 

law of the source state does not accept loans, to the extent they exceed the maximum amount an independent 

lender would have lent, or an independent borrower would have borrowed.3593 Therefore, the loan is not 

recognised as debt under the tax law of the source state. Whilst it may take quite some time until this 

becomes final; at some point it cannot be challenged anymore and, thus, counts.  

This is similarly true in the context of debt/debt hybrids. The residence state will apply the defensive rule, 

if it expects the payment to be deductible in the source state.3594 To be sure, this is not without justification. 

It is very difficult for the residence state to apply its rules based on the actual tax treatment, rather than the 

expected one.3595 However, at least in this author´s view, that does not mean that the expected tax treatment 

should finally prevail, if the actual tax treatment is different. Stated differently, the residence state should 

be able to enjoy the administrative comfort of applying the Hybrid Financial Instruments Rule based on the 

expected tax outcome. Yet, once the taxpayer establishes that the actual one diverges, the residence state 

should reverse its position. It would be unsatisfactory if this does not happen.3596 As stated above, the 

recharacterisation happens in the course of a tax audit. This lies in the nature of the rule. If a source state 

decides to combat tax arbitrage with HFIs by means of recharacterisation, its efforts should not be thwarted 

by a residence state that implemented BEPS Action 2. Precisely this would, however, happen if the latter 

insists on its taxation right based on the expected treatment. The source state can, of course, still 

recharacterise. But it will knowingly cause double taxation. 

Linking rules should apply on the actual law.3597 GAARs and transfer pricing provisions are part of it. It 

may be unpleasant that it could take some years to establish that a payment has to be recharacterised. But 

if the source state decides to do that it has to be accepted by the residence state. After all, the source state 

will frequently be a developing country that cannot rely on the same targeted rules against tax arbitrage 

with HFIs as a developed country can.3598 It is up to the OECD to say that their hierarchy does not look at 

who has lost tax revenue.3599 But that does not mean that a state that actually lost tax revenue by means of 

                                                
3593 See the discussion and references provided for in sec. 8.4.1.3., and consider especially the example provided for in supra n. 

3481.  
3594 See the discussion and references provided for in sec. 5.3.1.1., 5.4.3.1. 
3595 Compare also Schler Part I, supra n. 1887, at p. 493, as already discussed in sec. 5.4.5. 
3596 See already the critique expressed in sec. 5.4.2.2. 
3597 Compare also Schler Part I, supra n. 1887, at p. 494, as already discussed in sec. 5.4.5. 
3598 See especially the discussion and references provided for in sec. 5.4.5. 
3599 See the discussion and references provided for in sec. 5.2.2. 5.4.3.1. 



372 
 

taxpayers falsely characterising equity as debt should not be allowed to recover the lost revenue – without 

triggering double taxation. 

8.4.4. Efficiency 

8.4.4.1. Addressing the efficiency concerns relating to tax arbitrage with HFIs 

Tax arbitrage with HFIs causes efficiency costs.3600 In analysing whether the recharacterisation approach 

can overcome them, it has to be started from the micro-perspective. For the sake of simplicity assume that 

all of the below transactions have the parent entity as the lender, and its 100% subsidiary as a borrower.  

Consider first a purely tax motivated transaction. Here the direct efficiency costs amount to the transaction 

costs of entering into the arrangement.3601 Moreover, if the revenue loss has to be recovered by increased 

taxes elsewhere, there is also an indirect efficiency effect.3602  

To the extent the transaction was purely tax motivated, the recharacterisation approach can apply.3603 If this 

happens the tax benefits will be taken away. The recharacterisation is welfare enhancing, if the increased 

revenue goes in hand with distorting compensating taxation not being levied in the future. Furthermore, it 

promotes welfare if it deters future transactions that are only tax motivated. To what extent this succeeds is 

hard to say. When there was absolutely no financing need it may be reasonably clear. However, once there 

was some financing need this is different. To again use the above example. If the financing need was around 

EUR 10 million, then a loan of EUR 11 million equals a purely tax motivated transaction amounting to 

EUR 1 million. In theory, the recharacterisation will result in EUR 10 million. However, in practice this 

will be difficult to determine and to discover. Therefore, it does not really deter taxpayers from entering 

into such transaction. To the contrary, if bifurcation is allowed taxpayers are actually encouraged to push it 

far.3604 

If there was a real financing need at the level of the subsidiary and if this was satisfied by a tax arbitrage 

transaction with a HFI, the GAAR does – per assumption made in sec. 8.4.1.2. – not apply. Therefore, all 

three sorts of efficiency costs possibly prevalent in this setting remain: (i) additional transaction costs, (ii) 

efficiency costs relating to compensatory taxation and (iii) efficiency costs resulting from a required change 

in cash-flow patterns for the sake of reaching a qualification conflict.3605 

                                                
3600 See the discussion and references provided for in sec. 4.3. 
3601 See the discussion and references provided for in id. 
3602 See the discussion and references provided for in id. 
3603 Irrespective of whether or not it has been a tax arbitrage transaction with HFIs, or a substitute transaction with financial 

instruments. See sec. 8.4.1.  
3604 See already the discussion and references provided for in sec. 8.4.2.1. 
3605 See the discussion and references provided for in sec. 4.3. 
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Recharacterisation based on transfer pricing provisions may, on the other hand, be possible. However, the 

triggering event has nothing to do with the tax arbitrage outcome. Rather, it will focus the lender and 

recharacterise if an independent lender would not have lent to the subsidiary.3606 Even if therewith a tax 

arbitrage transaction is caught, the positive efficiency effects may be small: The increased revenue will be 

usable to lower compensatory taxation elsewhere. If this happens, there will be an increase in welfare, 

provided the loss in welfare incurred by the recharacterisation is not higher than that. Yet, it will not deter 

future transactions, because there is a financing need. As such, the transaction costs will remain. This is 

also true with respect to the increased transaction costs that were necessary to obtain the tax arbitrage result. 

As the recharacterisation is not triggered by that, there will be nothing that deters taxpayers from structuring 

the transaction with a view to reach a qualification conflict. All they have to ensure is that the lender can 

be considered to act at arm´s length.3607 Accordingly, also the efficiency costs related to the change in cash-

flow patterns will not fall away.  

The above will also have consequences at the macroeconomic level. Parts of tax motivated transactions 

may fall away. This would mean fewer deadweight loss caused by transaction costs and fewer efficiency 

costs resulting from compensatory taxation.  

8.4.4.2. Additional consideration on efficiency 

This chapter will briefly discuss additional efficiency effects attached to the recharacterisation approach. 

An important factor in this regard is legal uncertainty. Critics of GAARs have often underlined the negative 

consequences attached to this.3608 In fact, taxpayers plan and make investments based on after-tax results.3609 

The more uncertain they are, the higher the economic distortions may be.3610 Outside clear cases, it may be 

hard for the taxpayer to predict whether or not it triggers the GAAR.3611 The problem is not conceptually 

different with respect to transfer pricing rules. Also they give rise to uncertainty.3612 

This issue is also present in the context of the recharacterisation approach as defined for the purposes of 

this thesis. Once a financing need is given, it will be hard to tell precisely how high it is. As discussed 

above, this opens the door for manipulations.3613 The taxpayer may claim it to be higher than what is actually 

forecasted. In anticipation of that, tax authorities may do the contrary.3614 The result could be a lengthy 

                                                
3606 See the discussion and references provided for in sec. 8.3.2., 8.4.1.3. 
3607 Which, of course, creates transaction costs itself. 
3608 Krever, supra n. 2238, at sec. 1.1; see also, e.g. M. Seiler, GAARs and Judicial Anti-Avoidance in Germany, the UK and the 

EU pp. 292-293 (Linde 2016). 
3609 Krever, supra n. 2238, at sec. 1.1. 
3610 Compare into this direction, e.g. id. 
3611 Compare, e.g. de Broe & Bammens, supra n. 1045, at sec. 3.  
3612 In a relevant context, and instead of many, see, e.g. Comments on BEPS Action 8-10 Financial Transactions part I, supra n. 

3486, at pp. 61-62 (submitted by the BEPS monitoring group). 
3613 See the discussion and references provided for in sec. 8.4.2.1. 
3614 See the discussion and references provided for in id. 



374 
 

litigation with the result lying somewhere within this spectrum.3615 There are good reasons to assume that 

this is a self-fulfilling prophecy. Due to asymmetric information and due to the difficulty in determining 

the actual financing need, it may be that tax authorities (have to) assume from the start that the taxpayer 

exaggerated. Taxpayers may know that. As a result, they may feel encouraged to actually do so. After all, 

it would be odd for the taxpayer if the tax authorities and Courts think that it has pushed it too far, even 

though it actually did not.3616  

A recharacterisation based on GAARs or transfer pricing provisions is a very subjective exercise.3617 This 

cannot be changed. The real financing need can only be determined with hindsight.3618 As such, the 

application of these rules will always go in hand with a need for interpretation and, thus, a potential for 

different opinions.3619 To be sure, this is not fully unintended.3620 The existing uncertainty will prevent 

taxpayers from going too far. Besides, a taxpayer can get advance rulings.3621 This increases legal certainty. 

Also case law evolves. This allows for a better understanding of the content of the rules.3622 However, the 

recharacterisation still remains a realistic danger for all taxpayers – also for those acting with bona fide 

motives. If they change their actions in order to be on the “safe side”, this will have efficiency costs.3623 

Recharacterisation based on transfer pricing rules as suggested in the discussion draft to BEPS Action 8-10 

dealing with financial instruments may give rise to additional negative efficiency effects. In this regard, 

consider that literature drew the “conclusion that efficient business transfer prices and legally required 

taxation transfer prices will only in rare cases coincide“3624 This distorts overall efficiency within a 

business organisation.3625 The issue is, of course, much broader than it can be discussed here.3626 Yet, and 

against this background, it may indeed be that commentators´ doubts on the sensibility to use the arm´s 

length standard in determining the capital structure of a company are justified.3627 Also the discussion in 

                                                
3615 See the discussion and references provided for in id. 
3616 See the discussion and references provided for in id. 
3617 See the discussion and references provided for in id. 
3618 See the discussion and references provided for in id. 
3619 See the discussion and references provided for in id. 
3620 It has also been argued in literature that full certainty in the context of the application of the GAAR is not desirable, because 

behaviour aiming at avoiding tax should generally be discouraged. See K.S. Tikka, Veron minimoinnista: Tutkimus tulo- tai 

omaisuusverosta vapautumisen tarkoituksessa tehdyistä toimista lainsoveltamisongelmana erityisesti silmällä pitäen verotuslain 

56 §:ää p. 212 (Suomalainen lakimiesyhdistys 1972). The author thanks M. Raunio for providing this reference, which was 

already made in: Scherleitner MLI, supra n. 1294, at p. 140. 
3621 In Finland, for instance, advance rulings for arrangements that potentially trigger the Finnish GAAR can be obtained from the 

tax administration or the Central Tax Board. See VML sec. 85-85a, and for the reference: Helminen GAAR, supra n. 3380, at 

sec. 12.3.2. 
3622 With respect to GAARs compare: Krever, supra n. 2238, at sec. 1.1.; critically: Rosenblatt & Tron, supra n. 3320, at sec. 4. 
3623 See already the discussion and references provided for in sec. 7.4.4.2., dealing with the PPT.  
3624 See Schön Transfer Pricing, supra n. 130, at sec. 2.1.2.1, who provides for a wealth of further references. 
3625 Id., at sec. 2.1.2.3. 
3626 See, e.g. id. and the references provided there. Compare further going also the literature provided for in supra n. 130.  
3627 E.g. Comments on BEPS Action 8-10 Financial Transactions part II, supra n. 3486, at p. 74 (submitted by EY). 
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sec. 2.2.2.5. supports this.3628 There are, for instance, certain agency benefits of debt that may occur 

precisely in an intra-group context.3629 Sometimes these benefits may play a very important role to the 

shareholders.3630 However, if the debt financing arrangement is expected to be recharacterised into equity 

because it would not have taken place between independent parties, the taxpayer might choose a different 

and less optimal transaction. For sure, this does not have to happen. The problem could be overcome by 

using two different books – a managerial one and a tax one.3631 In such case, the agency benefits of debt 

can still be reaped. The terms of the loan remain as they are. Only the tax deduction at the payer level would 

be denied due to it being regarded as equity for tax purposes.3632 However, firms tend to avoid double 

bookkeeping.3633 A reason for that lies in the substantial compliance costs that this would bring.3634 Thus, 

they will trade off the tax effects and the incentive effects of the transfer price.3635  

In this context, it would be too interesting if the arm´s length transaction was not equity, but a HFI leading 

to a qualification conflict. Taking into account the circumstances under which HFIs are frequently used in 

practice, this would not be a surprise.3636 Exactly those kind of companies that struggle to get further 

(straight) debt may see advantages in issuing a HFI.3637 A potential qualification conflict leading to a D/NI 

result cannot be invoked to demonstrate that the transaction is not at arm´s length. On the contrary, it is fair 

to assume that independent parties would be willing to take the respective tax advantage, given it is part of 

the most optimal instrument.3638 In an intra-group context, this is not different.3639 Also here both are willing 

to take the respective tax advantages. The difference lies in the importance of non-tax factors. As worked 

out above they are lower (but not inexistent) in an intra group transaction, which is why the tax attributes 

may play a more decisive role in this setting.3640 However, the way they influence the choice of the 

instrument is the same as in between independent parties – at least under the trade-off theory.3641  

                                                
3628 See also the discussion and references provided for in sec. 2.2.5.  
3629 See the discussion and references provided for in sec. 2.2.2.5. and 2.2.5. 
3630 See the discussion and references provided for in id. 
3631 See Schön Transfer Pricing, supra n. 130, at sec. 2.1.2.2.2. 
3632 Which would not matter from the perspective of agency benefits.  
3633 See Schön Transfer Pricing, supra n. 130, at sec. 2.1.2.2.2. 
3634 Id. Furthermore, this could bring with it an increased risk for adjustments and penalties. See id. Compare further on the issue, 

e.g. C.E. Hyde & C. Choe, Keeping two sets of books: the relationship between tax and incentive transfer prices, 14 J. Econ. 

Manag. Strategy 1 (2005).  
3635 Schön Transfer Pricing, supra n. 130, at sec. 2.1.2.2.2, who provides for further references, e.g. to M. Smith, Tax and 

Incentive Trade-Offs in Multinational Transfer Pricing, 7 J. Account. Auditing Finance 3 (2002). 
3636 See the discussion and references provided for in sec. 2.2.4.  
3637 See the discussion and references provided for in id. 
3638 See the discussion and references provided for in sec. 2.2.2. 
3639 See the discussion and references provided for in sec. 2.2.5. 
3640 See the discussion and references provided for in id. 
3641 See the discussion and references provided for in sec. 2.2.2. 
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8.4.5. Administrability and administration and compliance cost 

This section will discuss the administrability of the recharacterisation approach. In this regard, its 

administration and compliance costs will come to the fore as well.3642 The study of these issues goes into 

the same direction. In presence of high administration and compliance costs, the rule may be non-

administrable. As a result, it may be non-implementable. Given the rules are implementable, then high 

administration and compliance costs will make this less attractive.3643 The complexity of a rule and the 

resulting information requirements were identified as the two relevant dimensions in understanding these 

costs.3644 

As emphasised above, a recharacterisation based on a GAAR or transfer pricing rules is a rather subjective 

process.3645 Both, taxpayers and tax authorities have to make a forecast. Otherwise, the determination of a 

financing need is not possible.3646 In practice, this could have two intertwined implications.  

First, because taxpayers know that a recharacterisation is possible, they may refrain from entering into 

transactions that would almost certainly trigger these consequences. Thus, the easy cases may not be very 

frequent in reality. This means that the recharacterisation approach practically comes into play under more 

complex circumstances. 

Secondly, it is difficult to make this forecast, particularly when harder cases are at stake. In this context, 

especially commentators´ reactions to the discussion draft to BEPS Action 8-10 dealing with financial 

instruments provide for some interesting practical insights. For instance, in the example used by the OECD 

it is held that a 10 year loan would not be provided by an independent party, if it is clear that the borrower 

would not be able to serve a loan of such an amount.3647 However, commentators underlined that to be valid, 

it is not necessary for a loan to be fully redeemed from current operations.3648 Rather, the project could pay-

off later and the loan can be refinanced.3649 In fact, such a forecast is even required because a borrower 

would hardly be prepared to take out a loan to fund a negative NPV project. Moreover, the facts that form 

the basis for such judgment may be interpreted differently by tax authorities and taxpayers.3650 A good faith 

forecast will, for instance, include estimations on the industry life cycle or on macroeconomic trends.3651 

One can easily disagree in this respect. As such, it will also be hard to tell what an independent borrower 

                                                
3642 See the discussion and references provided for in sec. 4.4. 
3643 See the discussion and references provided for in id. 
3644 See the discussion and references provided for in id. 
3645 See the discussion and further references provided for in sec. 8.4.2.1. 
3646 See the discussion and references provided for in id. 
3647 See supra n. 3481.  
3648 See Comments on BEPS Action 8-10 Financial Transactions part II, supra n. 3486, at p. 74 (submitted by EY). 
3649 See id. 
3650 See id., at p. 211 (submitted by KPMG).  
3651 Compare id. and see similarly: Comments on BEPS Action 8-10 Financial Transactions part I, supra n. 3486, at p. 267 

(submitted by Deloitte). 
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would have borrowed. This, consequently, means that it is difficult to invoke a GAAR or transfer pricing 

provisions to recharacterise the loan into equity because of the missing financing need.  

Recharacterisation based on transfer pricing provisions can also be triggered when an independent lender 

would not have lent to the borrowing company.3652 Also this is difficult to find out. Commentators 

emphasised that different lenders may have a different appetite for risk.3653 A venture capitalist, for instance, 

could have been willing to provide the loan in question, whilst a bank may not.3654 Against this background, 

it does not seem too clear how to determine the maximum amount an independent lender would have lent. 

Yet, this question must be answered.  

As such, taxpayers have to support their claims by adequate documentation. This causes compliance cost. 

Tax authorities that want to challenge this must get prepared as well. They must become able to show that 

the taxpayer´s forecast is wrong, and, notably, that it should be different. This results in administrative 

costs. In each case, substantial resources and skills are needed. Commentators raised doubts whether tax 

authorities of developing countries have enough of that.3655 It the worst case, they cannot even review for 

reasonableness the reports provided by an MNE.3656 This is clearly a problem, because it would mean that 

the recharacterisation approach cannot be sensibly applied in situations when it should be applied, i.e. when 

an MNE uses aggressive transfer pricing to erode the CIT base of a (developing) country. This is not 

different with respect to recharacterisations based on GAARs. Already by itself, it is more difficult to invoke 

these kind of rules to recharacterise debt into equity. Without being able to tell whether the taxpayer 

structured the transaction with a tax avoidance motive, it will be hard to apply the provision. If the burden 

of proof is on the tax authority this may again be harder.3657 

Even if tax authorities have equal resources and skills as the taxpayer, they may quickly become short of 

them.3658 The subjectivity involved in this context invites taxpayers to appeal after the tax authorities 

recharacterised the transaction. The taxpayer can obtain additional resources and skills in form of legal 

                                                
3652 See sec. 8.4.1.3. 
3653 See Comments on BEPS Action 8-10 Financial Transactions part II, supra n. 3486, at p. 73 (submitted by EY); or id., at pp. 

5-7 (submitted by Duff & Phelps).  
3654 See id. 
3655 See Comments on BEPS Action 8-10 Financial Transactions part I, supra n. 3486, at p. 62 (submitted by the BEPS 

monitoring group). The comment should, mutatis mutandis, also be applicable for recharacterisations based on a GAAR. See 

further on the issue: P. Hofmann & N. Riedel, Transfer Pricing Regimes for Developing Countries, 72 Bull. Intl. Taxn. 4-5 

(2018), Journals IBFD; R.S. Collier, The Impact of the OECD/G20 Base Erosion and Profit Shifting Project on the Task for 

Developing Countries of Applying the Arm’s Length Principle in Practice, 72 Bull. Intl. Taxn. 4-5, sec. 1. (2018), Journals IBFD 

[hereinafter Collier Impact]; Collier & Riedel, supra n. 74, at sec. 3; On transfer pricing in developing countries see, e.g. also 

PwC & EuropeAID, Implementing the Tax and Development Policy Agenda: Final Report on Transfer Pricing and Developing 

Countries (2011). 
3656 See Comments on BEPS Action 8-10 Financial Transactions part I, supra n. 3486, at p. 62 (submitted by the BEPS 

monitoring group), who fear this to be the case with respect to “most” tax authorities. 
3657 See the discussion and references provided for in sec. 8.3 and 8.4.1. 
3658 Compare: Comments on BEPS Action 8-10 Financial Transactions part I, supra n. 3486, at p. 62 (submitted by the BEPS 

monitoring group). 
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advice. Especially if the amounts at stake are high, it may be particularly willing to invest substantial funds 

in the course of this. The tax authorities, on the other hand, may already have a long backlog of cases.3659 

Thus, they may not be able to dedicate adequate resources to the case, which is why they may lose it more 

easily. 

The recharacterisation approach has advantages with respect to the obtainability of the information needed. 

A recharacterisation based on the GAAR will concern a domestic company. Per assumption made above,3660 

the GAAR is triggered by the missing financing need of the borrower. Whilst it is hard to tell what the 

financing need is – the information required in this process should normally be available. This should also 

be true in the context of a recharacterisation based on transfer pricing provisions. The taxpayer will be 

obliged to provide for a documentation, based on which the assessment will be made. When the 

recharacterisation is based on the fact that an independent lender would not have lent, foreign information 

is required. This needs a legal basis, which should normally be given.3661  

All in all, it seems that the recharacterisation approach should be easy to administer (and to comply with) 

in easier cases. This comes because taxpayers may, from the outset, be reluctant to enter these transactions. 

The exploitation of this deterring effect is attractive, especially for resource and skill constrained developing 

countries. Yet, it is fair to assume that in practice the more difficult cases prevail. Here the administration 

of, and the compliance with, the recharacterisation approach is more difficult. For resource and skill 

constrained tax administrations of developing countries it may be too difficult. This makes the 

recharacterisation approach an even weaker tool. 

8.5. Legal dogmatic analysis 

This section will deal with legal dogmatic questions raised by the recharacterisation approach. Due to space 

constraints, only one issue will be (briefly) discussed:3662 This is whether tax treaties deny a 

recharacterisation from debt into equity based on a GAAR or transfer pricing provisions. In this regard, 

especially article 9 OECD Model (2017) and UN Model (2011) is relevant.3663 According to it, business 

profits have to be taxed in the state in which they emerge economically.3664 Thereby article 9(1) OECD 

                                                
3659 In this direction, compare id. 
3660 See sec. 8.4.1.1. 
3661 See in this regard the discussion and references provided for in sec. 3.2.3.2.3. 
3662 In more detail on this topic see especially de Broe Prevention of Abuse, supra n. 96, at pp. 500-574; the relationship between 

para. 25 OECD Model: Commentary on Article 10 (2017) and the recharacterisation events discussed in sec. 8.4.1. will not be 

elaborated on. 
3663 See, e.g. de Broe Prevention of Abuse, supra n. 96, at p. 504. For discussion see, e.g. the sources provided for in supra n. 

3399. 
3664 See, e.g. de Broe Prevention of Abuse, supra n. 96, at p. 504 and compare, e.g. the relevant discussions in the sources 

provided for in supra n. 3399. 
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Model (2017) and UN Model (2011)3665 allows tax authorities to make adjustments to reach this result.3666 

Article 9(2) OECD Model (2017) and UN Model (2011)3667 aims at avoiding economic double taxation.3668 

The OECD dealt with this question already in 1986 in the course of the Thin Capitalisation Report.3669 It 

holds that article 9(1) OECD Model does not preclude countries from recharacterisation, provided that the 

applicable domestic rules lead to an arm´s length result.3670 Thereby, the OECD recognises that countries 

use two approaches to recharacterise debt into equity.3671 The first one is the “General anti-abuse – arm´s 

length” approach.3672 The second one is the “fixed ratio” approach.3673  

Thus, in order to test the recharacterisation approach as defined for the purposes of this thesis against article 

9(1) OECD Model (2017) and UN Model (2011), it is essential to establish (i) whether the OECD is correct 

in arguing that article 9(1) OECD Model does, per se, not disallow a recharacterisation from debt into equity 

and, given so, whether (ii) the recharacterisation approach as defined in this thesis leads to an arm´s length 

outcome.  

The first question has been subject to a substantial debate in literature. As summarised by de Broe (2008), 

those arguing that article 9(1) OECD Model does not allow for a recharacterisation invoke the wording of 

the provision.3674 Thereby, the reference of article 9(1) OECD Model to “conditions […] made or imposed 

between two enterprises in their […] financial relations” is important.3675 These authors understand the 

term “conditions” narrowly, as to referring only to the terms of the contract.3676 A consideration of the 

                                                
3665 Art. 9(1) OECD Model (2017) reads: “Where a) an enterprise of a Contracting State participates directly or indirectly in the 

management, control or capital of an enterprise of the other Contracting State, or b) the same persons participate directly or 

indirectly in the management, control or capital of an enterprise of a Contracting State and an enterprise of the other 

Contracting State, and in either case conditions are made or imposed between the two enterprises in their commercial or 

financial relations which differ from those which would be made between independent enterprises, then any profits which would, 

but for those conditions, have accrued to one of the enterprises, but, by reason of those conditions, have not so accrued, may be 

included in the profits of that enterprise and taxed accordingly.“ The wording of Article 9(1) UN Model 2011 is the same. 
3666 See, e.g. de Broe Prevention of Abuse, supra n. 96, at p. 504 and compare, e.g. the relevant discussions in the sources 

provided for in supra n. 3399. 
3667 Art. 9(2) OECD Model (2017) reads: “where a Contracting State includes in the profits of an enterprise of that State — 

and taxes accordingly — profits on which an enterprise of the other Contracting State has been charged to tax in that other State 

and the profits so included are profits which would have accrued to the enterprise of the first-mentioned State if the conditions 

made between the two enterprises had been those which would have been made between independent enterprises, then that other 

State shall make an appropriate adjustment to the amount of the tax charged therein on those profits. In determining such 

adjustment, due regard shall be had to the other provisions of this Convention and the competent authorities of the Contracting 

States shall if necessary consult each other.” The wording of Article 9(2) UN Model 2011 is de facto the same. 
3668 See, e.g. de Broe Prevention of Abuse, supra n. 96, at p. 504 and compare, e.g. the relevant discussions in the sources 

provided for in supra n. 3399. 
3669 OECD Thin Capitalisation Report, supra n. 181. 
3670 Id., at para. 48-49; See also Para. 3 OECD Model: Commentary on Article 9 (2017). For a thorough discussion see de Broe 

Prevention of Abuse, supra n. 96, at pp. 504-512. 
3671 OECD Thin Capitalisation Report, supra n. 181, at para. 25. 
3672 Id. 
3673 Id. 
3674 See de Broe Prevention of Abuse, supra n. 96, at p. 504 with further references, such as, e.g. to F.C. de Hosson & G.M.M. 

Michilese, Treaty Aspects of the Thin Capitalisation Issue - A Review of the OECD Report, 17 Intertax 11, p. 480 (1989).  
3675 de Broe Prevention of Abuse, supra n. 96, at p. 505. 
3676 Id. 
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financial relations themselves is, on the contrary, not covered.3677 As a result, a recharacterisation should 

not be possible. In addition, these authors bring forward a historical argument. The drafters of the 1933 

League of Nations Model Convention did not have thin capitalisation in mind.3678 At the same time, 

however, it was referred to other non-arm´s length financial transactions, such as interest free loans and 

loans with excessive interest.3679 

De Broe himself opposes this interpretation.3680 According to him, article 9(1) OECD Model does not deny 

a recharacterisation, because this would be against the object and purpose of the provision.3681 Also this 

argument is deducted from the wording of article 9(1) OECD Model. In fact, the provision refers to 

“conditions made or imposed in their financial relations”.3682 De Broe emphasises that the term “imposed” 

in relation to “conditions” suggests that more than purely contractual terms are at stake.3683 Rather, also the 

choice between debt and equity is something that is imposed by persons participating in both enterprises.3684 

Furthermore, he underlines that the provision allows for profit adjustments with respect to “any profits 

which would have accrued but have not by reason of those conditions.”3685 All of this points towards a 

broad understanding of the terms included in article 9(1) OECD Model.3686 This is what the drafters of this 

provision had mind – even if the drafters of the League of Nations Model Convention did not consider thin 

capitalisation.3687 After all, of article 9(1) OECD Model deals with profit shifting.3688 The form in which 

this happens should not be relevant.3689 

In this author´s view, the argumentation of de Broe is convincing. It would, indeed, be hard to understand 

if article 9(1) OECD Model did not extent to profit shifting via excessive debt financing. Ultimately, the 

cause for concern is the artificial creation of the interest payment. This can be reached by blowing up the 

interest rate leaving the principal the same, or by blowing up the principal leaving the interest the same. If 

article 9(1) OECD Model covers the former, why should it not cover the latter? The wording of the 

provision is broad enough for this interpretation.3690  

                                                
3677 Id. 
3678 Id. 
3679 Id., at FN 624. 
3680 Id., at pp. 505-506. 
3681 Id. 
3682 As underlined in id. 
3683 Id. 
3684 Id., under reference to K. Vogel, Klaus Vogel on Double Taxation Conventions 3rd ed. p. 527 (Kluwer 1997). The latter 

contribution has not been available to the author of this thesis.  
3685 de Broe Prevention of Abuse, supra n. 96, at p. 505. 
3686 Id. 
3687 Id. 
3688 Id. 
3689 Id. 
3690 So: id. 
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The second question is – at least for the purposes of this thesis – easy to answer. Per assumption made in 

sec. 8.4.1., a recharacterisation based on the GAAR is always possible when a recharacterisation based on 

transfer pricing provisions is possible as well. Under other circumstances, it is not. As transfer pricing 

provisions are based on the arm´s length principle, also the application of the stylized GAAR will lead to 

this result. Notably, this shortcut ignores that it may not be that straightforward in practice. It cannot be 

ruled out that the application of specific GAARs is at odds with the arm´s length standard. In the Thin 

Capitalisation Report, the OECD also intentionally remained silent on this question.3691 But all of this is a 

different story. For this thesis, it can be assumed that the recharacterisation approach as defined above,3692 

is in line with article 9(1) OECD Model (2017) and UN Model (2011).  

9. Bottom line – how to combat tax arbitrage with HFIs? 

9.1. Introductory remarks 

Based on the above analysis, this part of the thesis will provide for some thoughts on how a country should 

– in the author´s view – take legislative action against tax arbitrage with HFIs. The goal is to assist tax 

policymakers in finding what is right for the specific needs of their jurisdiction. Thereby, the author will 

not propose a single rule. Rather, he will discuss design principles based on existing ones.  

Differences existing between developed and developing countries will be taken into account. The former 

should, generally speaking, be in the position to address tax arbitrage with HFIs via a linking rule.3693 At 

least they may have the administrative capacities allowing them to do so. Developing countries, on the 

contrary, are typically not.3694 Neither may they tend to perceive the problem of tax arbitrage with HFIs to 

be severe enough to justify the employment of scare resources to solve it.3695 As such, they may be reluctant 

to implement targeted rules against tax arbitrage with HFIs. 

                                                
3691 OECD Thin Capitalisation Report, supra n. 181, at para. 80, states: “Where abusive arrangements are relevant in this context 

and general anti-evasion or anti-avoidance rules (such as those against “abuse of law” or those substituting substance for form) 

are invoked to deem interest to be a distribution of profit, it is for consideration whether or not the tax law should require the 

authorities to ensure that taxation arising from the impact of such measures conforms with the arm’s length principle. The 

Committee however makes no comment on the point.”; de Broe Prevention of Abuse, supra n. 96, at pp. 509-510 opposes this, 

stating: “The OECD cannot be followed where it suggests that the recharacterization of debt into equity under GAARs - even if 

they apply an all facts and circumstances-test - should not comply with the “arm’s length”- principle. The general conclusion of 

the 1996 IFA Reporter was that many countries applying their general tax rules (transfer pricing rules; GAARs etc.) and the 

majority of those applying fixed ratios considered their “thin capitalization” - rules to be compatible with Art. 9 OECD MC and 

no case law was available whereby domestic rules had been successfully challenged against Art. 9” (footnotes omitted) 
3692 See especially sec. 8.4.1. 
3693 Which, notably, does not mean that they are in a position to administer linking rules of the complexity contained in BEPS 

Action 2. See already the discussion and references provided for in sec. 5.4.5. See also the discussion and references provided for 

in sec. 1.3.-1.4., 3.2.1.3.2.3., 3.2.3.and sec. 7.1. 
3694 Note, as held in sec. 1.4., that developing, or emerging, countries may have different characteristics. The BRICS, for 

instance, may be able (and willing) to introduce targeted rules against tax arbitrage with HFIs. Countries on a lower development 

stage, on the other hand, might not. Compare for a similar differentiation for the purposes of another inquiry: Collier Impact, 

supra n. 3655, at sec. 1. 
3695 See already the discussion and references provided for in sec. 3.2.1.3.2.3. 
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The below discussion will, thus, differ between countries that have already decided to combat tax arbitrage 

with HFIs via BEPS Action 2 (sec. 9.2.), countries that are interested in combatting tax arbitrage with HFIs 

through – potentially simpler – linking rules (sec. 9.3.) and countries that do not intend to combat tax 

arbitrage with HFIs through targeted rules (sec. 9.4.). What concerns the latter, it is assumed that tax 

arbitrage with HFIs is – at least to some extent – regarded as a problem by them. This is important to stress, 

because also countries that tolerate tax arbitrage with HFIs for tax competition purposes will not want to 

introduce targeted rules. They are, however, not addressed in these elaborations.3696  

9.2. Countries that already decided to combat tax arbitrage with HFIs by through BEPS Action 2 and its 

backup provisions 

The decision as to how to legislate against tax arbitrage with HFIs has already been made in some countries. 

As mentioned above, EU Member States, plus a few other jurisdictions will, essentially, rely on BEPS 

Action 2 and its backups.3697 They should closely monitor whether the rules really work in practice.3698 

Thereby, it seems crucial to test whether the core assumption underlying BEPS Action 2 is true. That is, 

will tax arbitrage transactions with HFIs indeed widely disappear because of it?3699  

If so, the implementation of BEPS Action 2 has had success. Whilst tax planning will not vanish as such, 

it will be steered away from the inherently complex field of tax arbitrage with HFIs. This has some clear 

benefits. First, when tax arbitrage transactions with HFIs that rely on a qualification conflict are not entered 

into, the potential for retaliation and, thus, double taxation falls away as well.3700  

Secondly, when taxpayers substitute difficult tax arbitrage transactions with easier ones, welfare decreasing 

transaction costs may go down as well.3701 This is even more so, if they do not substitute the tax arbitrage 

transaction at all. It is not unlikely for the latter to happen. As already held above, it is fair to assume that 

some MNEs may find it more attractive to reach a D/NI outcome via a qualification conflict, than via 

transacting with a related tax haven company. The reputational risk is different.3702  

                                                
3696 Recall, from sec. 1.5., the assumption as to the impossibility of addressing the problem of tax arbitrage with HFIs at its roots.  
3697 See already the discussion and references provided for in secs. 5.1. and 5.4.3.1. 
3698 This is also planned in the EU. See recital 31 ATAD 2 (2017/952), stating “The Commission should evaluate the 

implementation of this Directive 5 years after its entry into force and report to the Council thereon.” 
3699 See sec. 5.2.2.; This also concerns the (relevant parts of) the ATAD (2016/1164). In the following, reference is only made to 

the (relevant parts of) BEPS Action 2. 
3700 Substitute transactions made to tax haven companies will not trigger retaliation. See already the discussion and references 

provided for in, e.g. and 6.4.3.1. 
3701 See, e.g. the discussion and references provided for in sec. 5.4.4.1. 
3702 See the discussion and references provided for in sec. 5.4.2.1. With respect to non-classical tax havens, such as, e.g. 

Luxembourg, this is less clear. Intuitively, it seems that the appearance within the LuxLeaks affair is nothing positive for a firm’s 

reputation. On the other hand, it may be less problematic than being associated with using classical tax havens. Compare further 

going on the broader issue, e.g. the discussion in Fisher, supra n. 1296. 
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Third, the Achilles heel of BEPS Action 2, i.e. its own complexity, matters little in practice if there is no 

real need to apply the rules. It is well conceivable that taxpayers may, from the outset, avoid coming too 

close to the scope of BEPS Action 2. All they have to do is to refrain from entering into purely tax motivated 

tax arbitrage transactions and to satisfy real financing needs through issuing instruments that can prudently 

be assumed not to result in a qualification conflict.3703 In such case, they do not have to bother about BEPS 

Action 2. This also means that the rules will not result in any additional compliance costs. If, on the other 

hand, a HFI is seen as the optimal financing instrument, the application of BEPS Action 2 may have to be 

examined.3704 This requires an understanding of the relevant rules, which causes compliance costs.  

From the perspective of the tax authorities, the starting point is different. They always have to understand 

BEPS Action 2. Even if it had a deterrent effect, it should not be assumed that tax arbitrage transactions 

with HFIs disappear completely.3705 Yet, with the problem being modest, the amount of specialist 

knowledge to be employed at the level of the tax authorities will be modest as well. The administration 

costs caused by BEPS Action 2 would, indeed, be low in such case.3706 

If tax arbitrage transactions relying on a qualification conflict are deterred by BEPS Action 2, the (tax 

planning) pressure will increase on other margins.3707 Notably, the restrictions participating countries 

imposed on themselves through the OECD/G20 BEPS project do not extent to all tax competition 

devices.3708 Competition in tax rates, for instance, is not covered. Likewise, some other tax planning 

possibilities are left relatively unaddressed.3709 The implementation of anti-BEPS rules by participating 

countries will set a new playing field. States will react and readjust their tax competition instruments.3710 

Tax policymakers acting in national interest should monitor the actions of their peer countries. Naturally, 

this goes beyond the “interest channel” looked at in this thesis.3711 Peers may (have to) restrict this route,3712 

but compensate for it by, say, limiting the CIT rate or introducing other tax incentives. What is relevant, 

though, is the robustness of the whole system. Taxpayers should not be able to circumvent rules in an 

                                                
3703 So a loan with the characteristics of “pure debt”. See already sec. 2.1.3. for a discussion. On the efficiency costs attached to 

such behaviour see already the discussion and references provided for in sec. 5.4.4.1. 
3704 Here understood as an instrument that is neither pure debt nor pure equity, but something in between. See in this regard also 

sec. 1.4 and 1.5. 
3705 In this context, compare the discussion in Russo, supra n. 1, at sec. 6., who underlines the need for a constant monitoring of 

the rules in order to prevent their circumvention through more sophisticated arrangements.  
3706 Which the OECD assumes to happen after the implementation of BEPS Action 2. See sec. 5.2.2. 
3707 See the discussion and references provided for in sec. 1.5. and especially supra n. 122. 
3708 See in more detail: Keen Competition, supra n. 122, at sec. 3, as already mentioned in sec. 5.4.3.1. 
3709 See id. One can think of royalty payments as an example. Whilst BEPS Action 5 and the transfer pricing Actions will bring 

with them increased substance requirements, it is still possible to conduct earning stripping strategies by relying on these kind of 

payments. See also Keen Competition, supra n. 122, at sec. 4.; Note, however, OECD Addressing Tax Challenges, supra n. 134, 

which, if successful, may bring with it rules that may be relevant in this context. 
3710 See the discussion and references provided for in sec. 5.4.3.1. and see especially supra n. 1963.  
3711 See on this limitation sec. 1.5.  
3712 Most importantly as a result of them being forced to implement the ATAD (2016/1164).  
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unintended way. Thus, (also) the backup rules to BEPS Action 2 as discussed in this thesis should be 

evaluated as to whether they reach what they are meant to reach.  

Things are different if the core assumption of BEPS Action 2 does not hold, that is, when tax arbitrage with 

HFIs does not disappear because of it being implemented. In this context, two potential reasons come to 

mind. Both have to do with the complexity of BEPS Action 2. 

First, BEPS Action 2 may turn out to be too difficult for the tax authorities to be applied in its totality. It 

might, for instance, be that they can only catch straightforward tax arbitrage transactions, but not the more 

sophisticated ones. This is problematic, because following the logic of BEPS Action 2 it should not make 

a difference by what the D/NI result is produced. Countries that implement BEPS Action 2 will attach the 

same quality to a D/NI result caused by a debt/equity hybrid issued from the subsidiary to its 100% parent 

and a D/NI result that is imported through a lengthy chain of companies. Once taxpayers understand that 

more complex D/NI results will greatly survive, since the tax authorities practically cannot combat them, 

the outcome may be a shift from easier to more difficult tax arbitrage transactions. If that happened, BEPS 

Action 2 will not have its intended effects. It does not take away tax arbitrage transactions with HFIs, but 

only changes the way they look like. Also the European Commission should be careful in this regard. EU 

Member States who reluctantly agreed to the ATAD 2 (2017/952) could find it attractive to “unsee” the 

occurrence of a D/NI result in harder cases. Inevitably, this goes in hand with state aid issues, which cannot 

be addressed at this stage.  

Secondly, BEPS Action 2 may be too difficult for taxpayers. The problem is similar to the above. Whilst it 

is fair to assume that they will be able to understand that a debt/equity hybrid issued to the 100% parent 

company will trigger the Hybrid Financial Instruments Rule, it is everything else than sure that they will 

always know whether a certain deductible payment to a related group company does the same. The 

discussion in sec. 5.4.5., at least, suggests the contrary. Again, the legal quality of the D/NI results is equal. 

Law says that both have to be combatted. Tax authorities are meant to enforce that. The more D/NI results 

happen by accident, the more difficult this will become. The harder cases will bind resources. The fewer of 

them being available, the more accidental D/NI results may go through the authorities´ net. At some point 

a critical mass is reached. Sophisticated taxpayers (and their advisors) may start to take advantage of that. 

Knowing the tax authorities´ backlog, they will again engage in tax arbitrage transactions with HFIs. They 

may be harder to detect, but ultimately cause the same tainted D/NI result. This will further exacerbate the 

problem.  

Likely, reality will provide for a mix of the above scenarios. In this author´s view, it is fair to assume that 

BEPS Action 2 will decrease the total amount of tax arbitrage transactions with HFIs. At the same time, it 

seems clear that accidental tax arbitrage outcomes will remain, especially in the context of the Imported 
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Mismatch Rule. If the rules are to be applied correctly, they have to be addressed. For that purpose, it will 

be necessary to dedicate enough resources to the task. Whether it is worth it should be honestly evaluated.  

9.3. Countries that wish to combat tax arbitrage with HFIs through targeted linking rules 

Non EU Member States are free to decide as to whether and, if so, as to how they combat tax arbitrage with 

HFIs. Those who want to do so via targeted linking rules are addressed in this section. Such countries will 

typically perceive tax arbitrage with HFIs as a problem. This means that shutting it down, likely, brings 

more revenue, than costs.3713  

The first to be considered by such a jurisdiction is the implementation of BEPS Action 2. Doing so can 

have some advantages. The existing coordinated movement tends to make joining easier.3714 Besides, 

linking rules presuppose an understanding of foreign tax law, including anti-hybrid rules. Countries willing 

to combat tax arbitrage with HFIs via such provisions will see a benefit in applying the same rules that are 

also used elsewhere.3715 

Yet, BEPS Action 2 is inherently complex.3716 This should, however, not matter too much, if its mere 

introduction, indeed, deters tax arbitrage transactions with HFIs.3717 For that to happen it seems necessary 

that taxpayers believe that the tax authority would be able to enforce the rules. If they do not, then the 

deterring effect will not exist, or be limited to easier tax arbitrage transactions with HFIs. Countries should 

be aware that MNEs with access to sophisticated tax advice will be able to establish quite complex 

structures. The tax administration must be up to the task. 

Alternatively, the country could create its own approach to be embedded into its existing arsenal of anti-

abuse measures. The optimal design of the rule will differ among countries. Thereby, they have to ensure 

that taxpayers cannot frustrate their policy choices by circumventing the rules in an unintended way. From 

the perspective of legislative action against tax arbitrage with HFIs this does, as mentioned at many 

occasions in this thesis,3718 mostly relate to taxpayers being able to make alternative payments that cause a 

D/NI result. The form in which this occurs can differ, but ultimately it will reflect a deductible payment by 

one group company to another in consideration of something, e.g. capital, rights or services.3719 The former 

                                                
3713 On the relevant dynamics see already the discussion and references provided for in sec. 4.2.1.-4.2.2.; Note that this chapter 

may be relevant for EU countries due to it dealing with a rule that shows some conceptual similarities with the undertaxed 

payment rule of the OECD GLOBE proposal. The discussion here may, mutatis mutandis, be of help for tax policymakers 

considering the implementation of such a rule. See already sec. 1.5.  
3714 At least, it appears fair to say that joining an international consensus may be justified easier than taking unilateral action. 
3715 As discussed, with further references, in sec. 5.4.5., it could, however, happen that BEPS Action 2 will be implemented in 

slightly deviating ways. Whilst the rules are still similar, their application may become more challenging. 
3716 See especially the discussion and references provided for in sec. 5.4.5. 
3717 See already the discussion in sec. 9.2.1.  
3718 See, e.g. sec. 1.3. 
3719 See in this context also the discussion in Harris UN Proposal, supra n. 1, at ch. 1.  
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two are relatively mobile and, thus, especially suitable for the creation of D/NI results. Tax policymakers 

should have alternative transactions in mind when tackling tax arbitrage with HFIs that relies on a 

qualification conflict.  

For that reason, they should think about implementing a rule along the lines discussed in chapter 6, i.e. a 

provision that denies the deductibility of interest payments that are subject to no/low taxation at the level 

of the related party recipient. As already lauded there, the main advantage of such a rule is that it combats 

what ought to be combatted by a country that perceives tax arbitrage with HFIs to be a problem: the shifting 

of profits to a no/low taxed related party.3720 Countries can tailor make the provision to fit their specific 

needs.  

They can, for instance, adapt the events triggering the denial of the deduction. It is not necessary to set the 

rate at 10%. It can also be higher or lower. Given a higher rate is considered, tax policymakers should keep 

in mind that, according to some literature, tax competition may even be intensified due to BEPS.3721 

Countries may, for instance, limit their statutory CIT rates. If so, the number of transactions being 

potentially subject to the rule grows. This is not unproblematic. With more countries coming into the focus 

of the rule, also the amount of bona fide transactions being caught by it may rise. Tackling them may be 

distortive, especially if the rule foresees the full denial of the deduction.3722  

If, on the other hand, a lower rate is chosen these issues are unlikely to emerge in a comparable way. At the 

same time, however, earnings stripping will remain attractive. According to literature,3723 taxpayers trade 

off tax benefits and non-tax costs, when making tax planning decisions. A lower threshold means more 

achievable tax benefits.3724 Thus, it may give rise to more earnings stripping transactions than a higher one. 

The volume of these transactions matters for the source state´s tax base. 

Drawing a line will be difficult. Wherever it will be, it should be carefully reviewed. In this regard, one can 

think of introducing a business purpose exception. As mentioned in sec. 6.4.2.2., some of the Austrian 

                                                
3720 See similarly the proposal of de Boer & Marres, supra n. 124, at sec. 6.4. stating: “an approach which may be effective, and 

less complex, may be the introduction of a simplified mismatch rule, limiting the deductibility of related party interest to interest 

which is included in the tax base of the recipient (and if not, irrespective of the reason why it would not be included in the tax 

base)” (footnotes omitted). Also for them the effectiveness and simplicity of such a rule seems to be its striking advantage.  
3721 See, e.g. Keen Competition, supra n. 122, at sec. 3-5 and compare, e.g. further the discussion in Johannesen 2014, supra n. 

126.  
3722 See already the discussion and references provided for in sec. 6.4.4.1. 
3723 Which is referred to as the “trade-off literature”. See e.g. J. Kim et al., How Quickly Do firms Adjust to Target Levels of Tax 

Avoidance? (2015) Working Paper, available at 

https://pdfs.semanticscholar.org/50dd/268f5f9d561dcfc43b87e372211ddaee09ab.pdf (accessed 3 Jan. 2019.) under reference to 

M. Scholes, G. Wilson & M. Wolfson, Tax planning, regulatory capital planning, and financial reporting strategy for 

commercial banks, 3 Rev. Financial Stud. 4, (1990); see also D.A. Shackelford & T. Shevlin, Empirical tax research in 

accounting, 31 J. Account. Econ. 1-3 (2001).  
3724 The tax benefit lies in the differential between the applicable tax rate in the source state and the applicable tax rate in the 

recipient state. 
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literature also demanded such.3725 Whether its introduction is sensible will, again, depend on what tax rate 

is chosen to trigger the provision. If it is low,3726 then it may be prudently assumed that the transaction was 

mainly tax motivated. To be sure, that does not have to be so. Yet, transactions with tax havens usually do 

not have a compelling business purpose. With the low threshold mirroring these kind of transactions, it may 

be wiser not to starkly increase complexity by adding subjective elements to the rule.3727 If there really was 

a business reason, then the denial of the deduction does not necessarily deter the transaction, even if the full 

denial would lead to a higher taxation than what would be obtainable in a wholly domestic setting.3728 Stated 

differently, a low threshold will practically trigger the rule under adequate circumstances, i.e. when profits 

are shifted into tax havens.  

If, on the other hand, the rate is relatively high,3729 the introduction of a business purpose test could be more 

sensible. The risk of non-tainted transactions to be caught is greater in this context. A business 

purpose/genuineness test would allow taxpayers to demonstrate that their motive was not to shift profits 

into the low tax jurisdiction, but to enter into a bona fide transaction with a related party that is resident in 

such state. Some countries provide for such option. In Belgium, for instance, the deduction for payments 

into low tax jurisdictions is disallowed, unless the taxpayer can establish that the payments have been made 

as part of a genuine transaction and are not excessive.3730 The burden of proof, consequently, is on the 

taxpayer.  

When considering the implementation of a business purpose test, tax policymakers should note that well 

advised taxpayers might find good arguments as to the existence of a business purpose. Especially countries 

with weaker tax administrations should not underestimate that. Yet, even the best tax authority cannot 

change the fact that at some point an adequate business reason will really be present. Whilst full compliance 

with the law exists under these circumstances it will, after all, still be the taxpayer who decides where it 

wants to pay taxes. It is not impossible for MNEs to structure their affairs as to ensure genuineness. For 

sure, that incurs costs. They include, e.g. legal fees or adaptions in the real activity of the MNE, such as the 

location of key staff.3731 Nonetheless, they may be outweighed by the tax benefits obtainable through 

                                                
3725 See the sources provided for in supra n. 2629.  
3726 Say, 5% 
3727 Which is also reflected in BEPS Action 2. See sec. 5.2.2. 
3728 Say the tax rate of the recipient was 1%. If this triggers the denial of the deduction of a payment against a 25% CIT rate, the 

overall taxation is higher than what a purely domestic transaction would result in. If there was a good business reason to engage 

into the transaction, it may, but does not have to, remain.  
3729 Say, 15%. 
3730 Article 54 ITC. See in more detail, as mentioned in supra n. 2487, de Broe Prevention of Abuse, supra n. 96, at pp. 101-113 
3731 Keen Competition, supra n. 122, at sec. 3. 
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shifting the income to the low tax jurisdiction.3732 When this happens the transaction – to the detriment of 

the source state´s tax base – will be entered into.3733 A business purpose test opens this door. 

Besides, tax policymakers have to decide upon the scope of the rule. It is possible to deny the deduction 

also for other payments that are no/low taxed at the recipient level. The Belgian rule, to stay with the 

example, does not only cover interest payments, but also royalties and fees.3734 The Austrian rule of sec. 

12(1) No. 10 KStG applies, as discussed in chapter 6, to interest and royalties.3735 The broader the scope of 

the rule, the harder the replication of tax arbitrage with HFIs by means of engaging in substitute transactions 

becomes. Clearly, the strictest choice is not necessarily the best one. Tax policymakers will have to keep 

tax competition constraints in mind. They should, likewise, pay attention to the structure of a country´s 

economy and the implications of denying a deduction for the payments in question. Especially when the 

tax systems of important trading partners could trigger the rule,3736 it might (still) be wise to consider the 

introduction of a business purpose test, or to keep the scope of the rule narrow as to apply only onto more 

mobile payments such as interest.3737 These questions are not subject to this thesis, neither would the author 

be able to answer them adequately. What matters for tax policymakers, though, is to take in the broadest 

perspective possible when designing the rule.3738  

Furthermore, tax policymakers have to solve numerous technical issues. Some have already been discussed 

in chapter 6. They should not be repeated here.3739 An important question that remains is the interaction of 

a rule that denies the deductibility of a payment in case of no/low taxation at the level of the related party 

recipient with CFC rules.3740 Take, as a simple example, a parent company that makes deductible interest 

payments to its no/low taxed subsidiary.3741 The application of both rules would lead to juridical double 

taxation:3742 The former directly denies the deduction due to the existence of low taxation.3743 The latter re-

includes the income at the level of the payer.3744 One could argue that this outcome is unproblematic, given 

                                                
3732 Compare also the literature referred to in supra n. 3723 and see also the discussion in Scholes et al., supra n. 3, at ch. 6.  
3733 See, in essence, id.  
3734 See supra n. 3730.  
3735 See the discussion and references provided for in sec. 6.1.-6.3. 
3736 As mentioned above, it is not implausible to expect statutory CIT rates to decrease in the future.  
3737 One may, for instance, question whether the inclusion of service payments is sensible given the deduction for all of them 

would be denied with respect to a related party resident in the respective country. 
3738 See already sec. 1.5. 
3739 Countries have, for instance, to decide as to how they want to deal with situations where the nominal, but not the effective, 

tax rate is below the threshold. See in more detail the discussion and references provided for in sec. 6.4.2.2. and especially supra 

n. 2643. See also the discussion and references provided for in sec. 6.4.5. 
3740 With respect to Austria, see D. Blum, Hinzurechnungsbesteuerung und Abzugsverbot: Kumulative Anwendung 

überschießend?, 28 SWI 12 (2018).  
3741 See id., at p. 587. 
3742 See id. 
3743 See id., at pp. 588-589. 
3744 Id., at p. 589. In other words, the parent company would, first, be taxed because of the deduction being denied. Secondly, it 

would be taxed because of the CFC inclusion. 
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the scheme is made especially unattractive.3745 On the other hand, the parallel application of the rules goes 

(way) beyond what each of them is intended to reach.3746 It does not only deter the taxpayer from entering 

into the transaction – the neutralisation of the tax outcome would be enough for that. Rather, it also punishes 

the taxpayer. Tax policymakers should be clear in how they want to solve this issue.3747 The author, at least, 

does not see a reason to go further than what is required. 

The decision to combat under-taxation resulting from qualification conflicts is sometimes accompanied by 

demands to combat also over-taxation resulting from qualification conflicts.3748 It is not clear to this author, 

why this should be required. Whilst it is true that legislative action against tax arbitrage with HFIs via 

linking rules helps to increase the coherence of the tax system, it does not ensure the coherent taxation of 

financial instruments as such.3749 The latter would require a harmonisation of the relevant tax law, which is 

something different. In other words, it is the task of targeted rules against tax arbitrage with HFIs, to tackle 

a certain taxpayers´ behaviour, namely the exploitation of qualification conflicts for their benefit. Taxpayers 

capable of doing so, will usually also be able to plan around qualification conflicts that harm them.3750 

Helping those suffering over-taxation by “neutralising” the result in the same way as D/NI outcomes, may 

provide for tax planning opportunities. Taxpayers that were engaged in tax arbitrage strategies would be 

able to take advantage of dividends becoming deductible if they were taxed as interest at the recipient level. 

It is, therefore, more sensible to regard combatting over- and under-taxation resulting from qualification 

conflicts as two different projects, unless one is prepared to address the root of the problem: diverging tax 

laws around the world.  

Arguably, the weakness of a rule denying the deduction of interest payments that are no/low taxed at the 

level of the related party recipient lies in its relatively poor prevention of tainted results being imported. 

For the sake of illustration consider the following example: An operating company in State A makes interest 

payments to a related party resident in (high tax) State B, which makes a deductible payment to a related 

party resident in State C.3751 Assume that the latter transaction leads to a D/NI result, either because State 

                                                
3745 Compare id. 
3746 Compare id. 
3747 On the interpretation of the relevant Austrian law, see id. Note that the Austrian situation may be different to that of a country 

that implements CFC rules and a provision denying the deduction of payments made to no/low taxed recipients at the same time. 

As discussed with further references in sec. 6.2-6.3., Austria has already had Sec. 12(1) No. 10 KStG in place, before Arts. 7-8 

ATAD (2016/1164) demanded the introduction of CFC rules. 
3748 See, e.g. Kahlenberg & Kopec Hybrid Mismatch Arrangements, supra n. 102, at sec. 4.4, who state: “In order to achieve the 

required tax coherence, the addressed hybrid mismatches should not only be limited to double non-taxation events, but also apply 

to situations that result in double inclusion outcomes. The latter refers particularly to situations where a financial instrument is 

characterized as tax equity in the payor’s jurisdiction, while being treated as tax debt in the payee’s jurisdiction.”; compare also 

the discussion in Kofler & Kofler, supra n. 1, at sec. 3.1.; as well as in Parada Double Non-Taxation, supra n. 120, at pp. 316-

319. 
3749 Compare also Cooper Thoughts, supra n. 1, at sec. 1 and 2.3.4.  
3750 Compare in this regard also Roin Taxation without Coordination, supra n. 157, at p. 70. 
3751 With respect to the Austrian sec. 12(1) No. 10 KStG, see the sources provided for in supra n. 2671. 
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C is a tax haven, or because there is a qualification conflict between State B and State C. Tax policymakers 

will have to think about how to deal with such a case. Thereby, they should consider the following:  

Routing the payments through State B could have happened for the sake of avoiding the application of the 

State A rule that denies the deductibility of interest payments subject to no/low taxation at the level of the 

related party recipient. Leaving such behaviour uncombatted would weaken the provision considerably. A 

taxpayer only has to add the right jurisdiction in the middle and will achieve precisely the result that State 

A intended to tackle. When the possibility to reach a D/NI result between State B and State C causes a 

deductible payment to be made in State A, then the latter has a clear reason to deny the deduction. After 

all, it is not different from a transaction that was directly effected between State A and State C.3752 Things 

are different, though, if there was no connection between the payments. Under such circumstances, the 

payment from State A to State B was not made to replicate a direct payment to State C, but remains a 

payment from State A to State B. As such, it would have been entered into regardless of the existence of 

the transaction between State B and State C. Thus, it should have a business purpose. It is questionable, 

whether a tax motivated transaction between two other states should interfere with the deductibility of such 

an expense.3753 This is especially to be kept in mind, when the scope of the rule goes beyond interest to 

cover also royalty and service payments.3754 Based on the discussion held above, there are two general ways 

to approach this problem.  

The first one is to borrow from the logic included in the Imported Mismatch Rule.3755 The latter provision 

aims to “prevent taxpayers from entering into structured arrangements or arrangements with group 

members that shift the effect of an offshore hybrid mismatch into the domestic jurisdiction […].”3756 It seems 

to be based on (at least) two implicit assumptions.3757 First, the scope of the rule is an adequate proxy for a 

tainted motive to exist.3758 This justifies renouncing on a business purpose test. The so reached greater 

simplicity of the rule is regarded to outweigh the distortions caused by it being applied onto unintended 

imported mismatch payments.3759 Secondly, it seems to assume that in its presence, MNEs will be motivated 

                                                
3752 In case of which the rule would – per assumption made here – have applied.  
3753 If the proposal of Fleming, Peroni & Shay Earnings Stripping, supra n. 130 was followed, the result may be different. Yet, as 

discussed in sec. 1.5., whilst their logic underlies the second inter taxpayer equity concern worked out in sec. 4.2.1., it will not be 

used as a normative baseline throughout the thesis. That would be at odds with its practical focus. 
3754 As mentioned in sec. 5.3.1.3., the Imported Mismatch Rule of BEPS Action 2 can lead to the denial of the deduction for any 

payment that is deductible at the level of the payer and included into the ordinary income at the level of the receiver. This 

includes, e.g. also rents, service fees and royalty payments. 
3755 See in more detail sec. 5.2.2., 5.3.1.3. 
3756 OECD Action 2, supra n. 13, at para. 234. 
3757 These are the author´s interpretations resulting from him asking himself when the Imported Mismatch Rule would, 

conceptually, not work.  
3758 Similarly: Cooper Thoughts, supra n. 1, at sec. 2.3.4. 
3759 The latter is a strong assumption of the author. It is supported in OECD Action 2, supra n. 13, at para. 234 by stating: “The 

key objective of imported mismatch rule is to maintain the integrity of the other hybrid mismatch rules by removing any incentive 

for multinational groups to enter into hybrid mismatch arrangements”. Compare also id., at para. 281 As to distortions, see 

already sec. 5.4.4.2. 
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to make sure that no D/NI results occur in intra-group transactions. Otherwise, they would endanger the 

deductibility of real business expenses.3760 With these assumptions in mind, it is consequent to deny the 

deduction for all relevant deductible payments that are off-set against the hybrid deduction.3761  

Applying this logic in the context of a rule that denies the deductibility for interest payments that are no/low 

taxed at the level of the related party recipient does, however, not seem very feasible. Foremost this is so 

as the tainted result, i.e. the deduction that is not matched by a certain minimum level of taxation, is even 

broader than what is included in BEPS Action 2. A rule that denies the deductibility for interest payments 

that are no/low taxed at the level of the recipient does not only apply in presence of qualification conflicts, 

but also in presence of the taxpayer´s status or circumstances leading to the no/low taxation.3762 To be 

immune against importing arrangements, the rule would have to be triggered if the tainted result is, e.g. 

imported through a lengthy chain of corporations and, notably, with respect to any deductible payment that 

is made from State A to State B.3763 States that do not want to implement BEPS Action 2 are unlikely to be 

willing to go for an even more difficult rule. Besides, with the scope of the rule being so broad, it is very 

likely to apply on payments between State A and State B that have nothing to do with the tainted outcome 

occurring elsewhere in the group. One can, of course, hope that MNEs solve the issue themselves, by 

ensuring that no intra-group interest payment is taxed below the triggering rate. Whether this is justified is 

a different question.  

The second, and better, option is to rely on a GAAR. If it can also look at a series of transactions – which 

GAARs usually do – it may deny the deduction for the payment from A to B, when it is connected to the 

tainted payment made from B to C.3764 This is tax motivated and in frustration of the object and purpose of 

the law, namely the prevention of income being shifted via interest payments to no/low taxed related 

parties.3765 For sure, reality may be more difficult. There may be more levels in between and information 

may not be obtainable easily. However, a GAAR still provides for a legal basis to catch what ought to be 

caught, namely transactions that aim to circumvent the main rule.3766 Notably, things may be less clear 

when a rule denying the deductibility of interest payments in case of low taxation at the recipient level itself 

contains a beneficial ownership requirement.3767 In such case, one could try to argue that it would be against 

object and purpose of the law to apply the GAAR on such transactions, because of the provision explicitly 

                                                
3760 See in more detail sec. 5.3.1.3. 
3761 See in more detail sec. 5.2.2. and 5.3.1.3. 
3762 This includes no/low taxation due to the recipient being, e.g. tax-exempt or resident in a tax haven.  
3763 Unless another country neutralises the tainted result.  
3764 See in more detail the discussion and references provided for in sec. 8.2.1., 8.3.1. 
3765 Compare id.  
3766 Those arguing in favour of the “Innentheorie” (compare sec. 6.3) would see this differently and reach the same result by 

referring to the purpose of the law. 
3767 Such as the Austrian Sec. 12(1) No. 10 KStG. See already sec. 6.3. 
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referring to the taxation of the beneficial owner of the interest income.3768 If that was possible, it would be 

sufficient to add substance to the company in State B. Tax policymakers should be careful in this regard.  

To sum up, a rule that denies the deduction for no/low taxed interest payments made to related party 

recipients is a powerful tool as it directly addresses the result reachable through (i) tax arbitrage with HFIs 

relying on a qualification conflict, (ii) substitute transactions made with financial instruments to a no/low 

taxed recipient and potentially (iii) other substitute payments, if added to the scope of the rule. Being a 

linking rule, it requires a certain level of sophistication aside the tax authorities and taxpayers.3769 Its 

effectiveness should also be considered from a tax competition point of view. Yet, in designing the rule, 

tax policymakers can – to a fair extent – take this into account.3770 

9.4. Countries that do not intend to combat tax arbitrage with HFIs through targeted rules 

A substantial amount of countries may not be willing to introduce linking rules to combat tax arbitrage with 

HFIs. Based on the discussion held above,3771 it is fair to assume that this is typical for developing countries. 

Thereby, two factors appear to be of special relevance. First, tax arbitrage with HFIs seems to be perceived 

as a problem of low importance in these countries.3772 Secondly, the tax administrations of developing 

countries may not be in the position to adequately enforce linking rules against tax arbitrage with HFIs.3773  

The missing willingness to take targeted action against tax arbitrage with HFIs makes necessary a search 

for rules that solve, or alleviate, the issue as a by-product. Metaphorically speaking, the rule should kill two 

birds with the same stone. Thereby, the bird tax policymakers actually targeted at is not tax arbitrage with 

HFIs. The hitting of it is, nonetheless, welcomed.3774  

Chapter 7 already provided for such an approach. Comprehensive WHT is not introduced merely in order 

to tackle tax arbitrage with HFIs.3775 Still, it applies (also) on outgoing interest payments and, thus, makes 

tax arbitrage with HFIs less attractive.3776 Countries will implement comprehensive WHT if the sum of its 

benefits outweigh the sum of its costs. The latter can, as worked out in sec. 7.4., be rather high – especially 

                                                
3768 Compare already the discussion in supra n. 2672. 
3769 See, not least, the discussion and references provided for in sec. 6.4.5.  
3770 I.e. the rule can be structured with a view to be simple and to apply narrowly. Alternatively, it may have a more sophisticated 

design and apply to a wider range of payments. As discussed above, the triggering events, the (in)existence of a business purpose 

test and its potential application beyond interest payments may be of relevance in this context  
3771 See especially the discussion and references provided for in sec. 7.1, sec. 3.2.1.3.2.3 and sec. 3.2.3. 
3772 See in more detail the discussion and references provided for in sec. 7.1 and sec. 3.2.1.3.2.3. 
3773 See the discussion and references provided for in sec. 7.1, sec. 3.2.1.3.2.3, sec. 3.2.3, as well as in sec. 5.4.5, 6.4.5. and 7.4.5.  
3774 As mentioned in sec. 9.1., countries that want to tolerate tax arbitrage with HFIs are not addressed in this section.  
3775 See the discussion and references provided for in sec. 7.1 and 7.2.1. 
3776 See id. 
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when the negative effects of gross taxation are not mitigated.3777 Some countries may, thus, refrain from 

introducing such rules. Besides, a broad tax treaty network may be an obstacle as well.3778  

An obvious alternative to comprehensive WHT are general interest limitation rules. They do not explicitly 

address tax arbitrage with HFIs either. Still, they can alleviate the scale of the problem considerably.3779 

Instead of being used as a complementary to targeted action against tax arbitrage with HFIs,3780 it is also 

possible to rely on such provisions alone.  

General interest limitation rules can take different forms, whereby two primary concepts exist.3781 Interest 

expenses are either denied because the debt/equity ratio of an enterprise is too high.3782 Alternatively, they 

are denied due to them exceeding a certain ratio of a financial measurement – e.g. the EBITDA.3783 The 

precise design of such rules varies.3784 They can also be used alone, or in combination.3785 In addition, also 

other concepts, such as WHT,3786 recharacterisation from debt into equity3787 and transfer pricing provisions 

limiting the amount of interest expense have to be considered.3788  

Relying on general interest limitation rules in combatting tax arbitrage with HFIs is a good choice, when 

the overall benefits of doing so outweigh its overall costs – notably, including opportunity cost.3789 For it 

to be the optimal choice, the taking of further targeted action would cost more than it brings.3790 Naturally, 

it is anything but easy do to this balancing exercise. When drafting the rules, tax policymakers have to 

consider much more than what is discussed in this thesis.3791 After all, general interest limitation rules have 

implications that go far beyond tax arbitrage with HFIs. The specifics of a country´s economy and the 

                                                
3777 See, e.g. the discussion and references provided for in secs. 7.4.2.2., 7.4.3.1., 7.4.3.2. and 7.4.4.2. 
3778 Unless, it is prepared and able to override tax treaties. See already the discussion and references provided for in sec. 4.5.3. 

and 7.5.; compare in this context also Harris UN Proposal, supra n. 1, at sec. 4.3. 
3779 See especially sec. 5.2.1-5.2.3., 5.3.1-5.3.2. and 5.3.4. 
3780 As happened in the OECD/G20 BEPS project. See id. Note, besides, also demands in literature, such as: de Boer & Marres, 

supra n. 124, at sec. 6.4; or C. Burnett, Intra-Group Debt at the Crossroads: Stand-Alone versus Worldwide Approach, 6 World 

Tax J. 1, sec. 6.6. (2014), Journals IBFD. The latter author proposes in id., at sec. 6.1.: “a worldwide debt-to-capital ratio interest 

limitation rule: one which denies interest deductions on debt where its proportion to the company’s assets exceeds the proportion 

that the group’s worldwide third-party debt bears to its worldwide third-party assets”. 
3781 See Barnes, supra n. 597, at sec. 3.1.  
3782 See, e.g. the discussion in id., at sec. 3.1.1. 
3783 See, e.g. the discussion in id., at sec. 3.1.2.  
3784 See for a brief overview id., at sec. 3.1. 
3785 Compare id.  
3786 See broadly the discussion and references provided for in ch. 7.  
3787 See broadly the discussion and references provided for in ch. 8. 
3788 See Ault & Arnold Overview, supra n. 896, at sec. 3.2.5., who also name the allocation of worldwide interest expense in this 

context; see also OECD Action 4, supra n. 1483, at para. 11, where six groups of interest limitation rules are identified. 
3789 On the concept of opportunity cost see, e.g. Mankiw & Taylor, supra n. 848, at ch. 1.,who define it as “whatever must be 

given up to obtain some item“; on the opportunity cost of taking action against BEPS in developing countries see also Collier & 

Riedel, supra n. 74, at sec. 2, 3 and 5.; compare further the discussion and references provided for in sec. 3.2.1.3.2.3; on the 

effects of general interest limitation rules on real investment see Buettner, Overesch & Wamser, supra n. 125; Merlo, Riedel & 

Wamser, supra n. 126, as already mentioned in sec. 1.5.  
3790 I.e. the marginal costs would exceed the marginal benefits.  
3791 Interested readers may be referred to, e.g. M.C. Durst, Assisting Developing Countries in Taxation after the OECD’s BEPS 

Reports: A Suggested Approach for the Donor Community, ICTD WP No. 71, sec. 2.2. (2017). 
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existing tax system will have, among others, be taken into account.3792 The author lacks capacity to elaborate 

on these issues in the detail necessary for tax policymakers to make a decision. He, nonetheless, aims to 

provide for some loose considerations that may be taken into account in this context. 

First and foremost, when the protection of the tax base is at stake, the introduction of an earnings stripping 

rule is the better choice.3793 Therewith, the issue of base erosion is directly addressed.3794 Thin capitalization 

rules, on the other hand, only provide for indirect protection.3795 They limit the amount of debt underlying 

deductible interest payments.3796 However, they do not take account of the interest rate as such.3797 This is 

problematic, because from the perspective of protecting the tax base, it does make difference whether 

applicable rate is 2% or 15%.3798 

Regardless of what type of interest limitation rule is chosen, it is always wise to strive for some form of 

coordination with peer countries.3799 Tax competition pressures, of course, exist.3800 Acting together can be 

cheaper than acting alone, unless too few join.3801 In latter case, the harmful dynamics discussed in sec. 

7.4.3.2. may kick in. Tax policymakers may stay out under-inclusive agreements, but at the same time aim 

towards increasing inclusion.3802 With a sufficient amount of countries joining, it may be sensible to join as 

well.3803 Yet, it may also be tempting to defect.3804 The author can only call for tax policymakers´ attention 

in this regard. As mentioned, negotiating and implementing an agreement demands a supra national 

monitoring framework, as well as powerful institutions to enforce it.3805 They are not available 

everywhere.3806 It is up to the creativity of the actors to find an adequate commitment device.3807 It may lie 

in the interest of all.3808  

What concerns the administrability of the rule, it seems fair to say that thin capitalization rules induce – 

overall – more of a burden. This is not necessarily caused by the rule itself. Essentially, it only requires a 

                                                
3792 Readers may want to consider the elaborations of: Barnes, supra n. 597, or OECD Action 4, supra n. 1483, at paras. 85-114. 
3793 See also Barnes, supra n. 597, at sec. 3.1.3.2. 
3794 Id. 
3795 Id. 
3796 See id., at sec. 3.1.3.1. 
3797 Id. 
3798 Compare id; critically also: OECD Action 4, supra n. 1483, at para. 17 and within the example provided for in id., at para. 

225-230.  
3799 See already the discussion and references provided for in, e.g. secs. 3.2.1.3.2.2., 4.2.2., 7.4.3.1. and 7.4.3.2. 
3800 Compare further, e.g. Collier & Riedel, supra n. 74, at sec. 2-3. 
3801 See the discussion and references provided for in, e.g. sec. 7.4.3.2. 
3802 See the discussion and references provided for in id. 
3803 See the discussion and references provided for in id. 
3804 See the discussion and references provided for in id. 
3805 See the discussion and references provided for in id.  
3806 See the discussion and references provided for in id.. 
3807 See the discussion in Keen Competition, supra n. 122, at sec. 2, who states: “Resolving that, so as to secure the full benefits 

of coordination, then requires some form of commitment device.” After which he submits that “[…] some punitive measures 

against defectors may also help sustain agreements.” 
3808 See, again, id., who notes that “[t]he prospect of punishment can, [in case of broadly similar countries], be to everyone’s 

advantage.” 
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balance sheet.3809 However, the application of transfer pricing rules is inevitable to avoid taxpayers getting 

too high interest payments from the accepted amount of debt.3810 In reality, this is difficult3811 – especially 

in developing countries.3812 With respect to earnings stripping rules, the starting point is different. The arm´s 

length amount of the interest rate is not obsolete in this context. Yet, it does not matter too much. When a 

country decided to disallow the deduction of net interest expense in excess of an interest/EBITDA ratio of, 

say, 15%, then – provocatively speaking – let them violate the arm´s length standard. It will anyway remain 

15% of the EBITDA that is deductible. How easy tax planners reach this allowance is not of increased 

relevance, at least not in relation to the costs that are necessary to establish whether an interest payment is 

at arm´s length. That does not mean that auditing activity should be renounced on in this setting. Taxpayers 

may well succeed in frustrating the rules, especially in the presence of de-minims thresholds.3813 This should 

be combatted. Besides, already some targeted auditing may cause sufficient insecurity for taxpayers so that 

they refrain from pushing it too far. Also this effect may be exploited. But ultimately it may well be justified 

not to dedicate excessive resources to challenge the way the taxpayer reached the 15%. Most likely, they 

can be put into a more productive use elsewhere.3814  

For sure, the quality of the transaction is not irrelevant. There is a case for allowing a deduction for bona 

fide transactions, whilst denying it for artificial tax arbitrage transactions with HFIs.3815 However, when tax 

policymakers want to go for this distinction, they will have to add two elements to the earnings stripping 

rule.  

First, they have to exclude from the rule, transactions that ought to be excluded. This is not impossible, but 

requires their identification. For that reason, a business purpose test may be added. Another option may be 

the reliance on a group ratio rule as included in BEPS Action 4.3816 Readers will, albeit, know that both 

rules are difficult to administer.3817 The marginal costs of introducing them may, but do not have to, 

                                                
3809 Which, of course, also incorporates its own challenges and questions. See on this Barnes, supra n. 597, at sec. 3.1.3.1. 
3810 See the problem described above. It makes a difference whether the interest on a loan is 2% or 15%. Compare also the 

discussion in id. 
3811 See the recent guidance provided for in OECD BEPS 8 – 10 Financial Transactions, supra n. 1756. Interested readers are 

referred to, e.g. Petruzzi, supra n. 386, at ch. 2-3; For critique on the arm´s length principle see, e.g. the sources provided for in 

supra n. 130. 
3812 Compare on the issue, e.g. the sources provided for in supra n. 3655.  
3813 Taxpayers may split up their activity to stay below the respective thresholds.  
3814 Inspired by: J. Slemrod, Sexing Up Tax Administration, 1 Journal of Tax Administration 1, p. 17 (2015) who states that under 

optimal tax system considerations the enforcement budget of tax administrations should be set in a way that the marginal social 

cost equals the marginal social benefit. It is important to underline that the marginal social benefit is different from revenue. The 

latter constitutes a mere transfer. The marginal social benefit of closely auditing financial transactions is low, if a taxpayer can 

reach the maximum interest deduction level relatively simply. The marginal social costs are, however, very high, especially when 

considering the opportunity cost of doing so.  
3815 See, not least, the discussion with respect to the second inter taxpayer equity concern as held, with further references, in sec. 

4.2.1. See also the discussions in Barnes, supra n. 597, at secs. 3.3-3.4. 
3816 See sec. 5.3.2.2. for a brief description of the group ratio rule included in BEPS Action 4. See also the references provided for 

in supra n. 1712.  
3817 With respect to the group ratio rule see, e.g. Barnes, supra n. 597, at sec. 3.1.3.7.  
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outweigh its benefits. Tax policymakers will be able to do this balancing exercise with a view to their 

country´s specifics.  

Secondly, they have to disallow the deduction for tainted transactions. When tax arbitrage with HFIs (and 

substitute payments to no/low taxed recipients) give rise for separate concerns then they have to be 

specifically addressed.3818 As underlined in chapter 4, there are a wealth of reasons in support of such a 

belief. Yet, again, when the marginal costs of taking action towards this end are not met by the marginal 

benefits achievable by it, then doing nothing is the better choice. This question would hardly come up, if 

the mere existence of linking rules was sufficient to effectively combat tax arbitrage with HFIs.3819 

Arguably, the costs would be very low in this regard. However, this does not seem to be very likely for 

developing countries, as they have to be able to credibly enforce the rules.3820 Building up this creditability 

is, of course, possible. Still the opportunity costs attached to this may be very high.3821 In this context, tax 

policymakers should also not ignore that legislative action against tax arbitrage with HFIs is taken in many 

developed countries.3822 This has – as mentioned – the welcome side effect of other countries´ rules 

addressing the issue.3823 Direct tax arbitrage transactions with related parties that are resident in such 

jurisdictions should not be possible anymore.3824 Due to BEPS Action 2 being implemented, they would 

have to include the deductible payment into the ordinary income.3825  

Consequently, whilst a further differentiation upon the nature and quality of the underlying transaction may 

be highly desirable – it might not be worth it. The benefits foregone by not explicitly combatting tax 

arbitrage with HFIs that rely on a qualification conflict (and substitute payments to no/low taxed recipients), 

may be modest in comparison to what would be achievable by putting the same resources in combatting, 

say, the informal economy.3826 Once the lower hanging fruits are picked, this may change.3827 But up to this 

point, developing countries may find it attractive to simply limit the scale of the problem through an 

earnings stripping rule and not to care about rest.   

 

                                                
3818 Those sharing this view are referred to sec. 9.3.  
3819 See already the discussion and references provided for in sec. 9.3. In this case, the marginal cost of implementing them would 

be rather low and, potentially, be outweighed by the benefits attached to tax arbitrage with HFIs disappearing.  
3820 See the discussion and references provided for in sec. 9.3.  
3821 The opportunity cost of combatting tax arbitrage with HFIs through targeted rules amount the benefits not earned by 

addressing other tax related problems.  
3822 See the the discussion and references provided for in sec. 5.1. 
3823 Compare already the discussion and references provided for in sec. 5.4.3.1. or also 8.4.3.1. 
3824 See sec. 5.3.1.1. and 5.3.1.2. This concerns also structured arrangements. See sec. 5.3.1.1. 
3825 See id. 
3826 Compare the discussion in supra n. 3789, 3814 and see also the discussion and references provided for in sec. 3.2.1.3.2.3.; in 

a broader context and in a similar direction compare also Collier & Riedel, supra n. 74, at sec. 5.1.  
3827 See in more detail the discussion and references provided for in sec. 3.2.1.3.2.3. 
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