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         Can The Current Climate Of Hostility 
Towards The Use Of Hybrid Instru-
ments And Entities In International Tax 
Planning Be Advantageous For Some? 
 by Philippos Aristotelous and Stavros Supashis, 
Andreas Neocleous & Co LLC, Cyprus 

 Th e importance of hybrid instruments  in interna-
tional tax planning has increased dramatically over 
the  past decade and has created tremendous oppor-
tunities for both companies  and fi nancial services 
practitioners. Th eir increasing importance  and abil-
ity to create substantial tax benefi ts for taxpayers 
have  attracted the attention of governments world-
wide, who view the benefi ts  they create as artifi cial, 
and so are seeking to diminish their eff ectiveness. 

  As a fi rst step in analyzing the  issue we need to 
defi ne what is meant by a hybrid instrument or a  
hybrid entity. In summary it is an instrument or 
entity, as the case  may be, the char-
acteristics of which allow it to arbi-
trage mismatches  arising between 
various national legislative measures 
in order for  the interested parties to 
optimize their tax position. 

  Hybrid instruments are mostly used  
for fi nancing operations. Th e inter-
position of a hybrid instrument  can 
create a double benefi t, in the form 
of a tax deductible interest  expense in 
the country of residence of the payer, 

and creation of  tax-exempt income in the country 
of the recipient of the income. Th is  is due to the fact 
that certain characteristics of the instrument  cause it 
to be treated as a loan by the tax authorities of the 
country  of payment, but to be treated as an equity 
interest by the authorities  in the country in which 
the income is received, allowing the recipient  to take 
advantage of a domestic participation exemption re-
gime or  its equivalent. 

 Additionally hybrid instruments can  be utilized in 
instances of domestic withholding tax "shopping" 
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as  various source countries tend to interpose hybrid 
instruments in order  to avoid withholding taxes 
on certain items of income by re-characterizing  in-
come from, for example, dividends as interest and 
vice versa. 

 A hybrid entity is one which is treated  as tax-trans-
parent by the legislation of one country and as a 
corporate  vehicle by another. Generally countries 
do not have a uniform approach  as to how to tax 
foreign entities: some do so on the same basis as  do-
mestic entities and others adopt an opt-in opt-out 
approach which  gives the members of the company 
the ability to choose the way which  the foreign en-
tity will be taxed (US check the box system). By 

arbitraging  the diff er-
ences, tax-exempt in-
come and taxable de-
ductions can be created. 

 Th e extensive use of hy-
brids in international  tax 
planning and the resul-
tant loss of tax revenues 
has caused governments  
to take action, both col-
lectively and unilaterally, 
to rein in their  use. Th e 
latest collective initia-
tive is the Organization 
for Economic  Coopera-
tion and Development's 
("OECD") Action Plan 
to counter Base  Erosion 

and Profi t Shifting ("BEPS"), announced in July 2013. 
In many  respects this is a continuation of the Harmful 
Tax Practices initiative  of the 1990s. Th e OECD has 
published an action plan and has set ambitious  dead-
lines to achieve its goals. Th e action plan specifi cally 
addresses  the issue of hybrid instruments and the mea-
sures under consideration  include amendment of the 
OECD Model Tax Convention to deny an exemption  
of income which has previously caused a deduction at 
source out of  the taxable base of the payor and to deny 
a deduction if the corresponding  income will not be 
taxable in the hands of the recipient. 

 At a European level eff orts to counter  what the au-
thorities view as over-aggressive tax planning have 
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increased  in recent years, in response to the fall in 
tax revenues that has  resulted from the global fi -
nancial crisis. Th e European Commission  has an-
nounced that it intends to introduce amendments 
to both the  Parent-Subsidiary Directive ("P/S Di-
rective") and the European Union  Savings Direc-
tive ("EUSD") which will specifi cally address the 
issue  of hybrid instruments. 

 In 2012 the European Commission adopted  an Ac-
tion Plan which included more than 30 measures to 
combat tax  fraud and tax evasion. Th ese included 
a proposal to close loopholes  in the P/S Directive. 
Th e action plan was substantiated through a  pro-
posal to amend the P/S Directive which will deny 
the benefi ts of  the P/S directive to items of income 
which had already provided for  a deduction at the 
level of the payor (similar to the recommendations  
of the OECD). 

 Th e EUSD applies to payments of income  from EU 
paying agents (as defi ned in the EUSD) to individ-
ual tax residents  in the EU. In general the EUSD re-
quires an exchange of information  by member states 
in relation to the recipient of income. Belgium,  
Luxembourg and Austria were granted temporary 
exemption from the requirement  to exchange in-
formation and were given the option to allow tax-
payers  to choose between disclosure of interest or 
payment of a withholding  tax, currently at the rate 
of 35 percent, in place of information  exchange. As 
the defi nition of interest payments in the EUSD is 
narrow,  it has been relatively easy for paying agents 
to structure their payments  in relation to some 

products so as to avoid the payment falling within  
the defi nition of "debt claims of every kind." Th e 
new amendments  seek to extend the defi nition of 
interest so as to close these loopholes. 

 A number of countries have put in  place measures 
to address the issue of hybrid instruments unilater-
ally  through domestic law provisions such as the 
recently-introduced German  anti-hybrid rules (ap-
plicable to dividends for fi scal year 2014 onwards)  
which deny the 95 percent exemption on dividends 
received by corporate  shareholders if the dividend 
payment was treated as a tax-deductible  expense at 
the level of the foreign distributing entity. Similar 
rules  are also in place in Italy. Anti-hybrid rules can 
also be found in  certain tax treaties such as the rule 
included in article 4 of the  US-Canada treaty which 
denies treaty benefi ts to certain income, profi t  or 
gains derived through, or paid by, a "hybrid" entity. 

 It is clear that the authorities  have hybrid instru-
ments fi rmly in their sights and that a large num-
ber  of current tax structures are likely to lose their 
usefulness as the  trend gathers momentum. Th is 
will undoubtedly encourage various jurisdictions  to 
amend their domestic tax legislation so as to achieve 
similar results. 

 Most structures involving Cyprus  are not aff ected 
as its advantageous domestic tax regime does not  
depend on the use of hybrid instruments or enti-
ties. As a result businesses  using Cyprus and Cy-
prus-based structures are not likely to have to  take 
any signifi cant steps towards complying with the 
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new era of tax  planning, as far a hybrid instruments 
and entities are concerned.  Nevertheless, there are 
still challenges ahead, and Cyprus will need  to keep 

abreast of international developments in order to 
maintain  and enhance its position on the interna-
tional tax planning scene. 
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