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I. Introduction
When discussing the scope of work covered under anti-abuse measures of the 2008 Work Package, the Group agreed "that anti - abuse examination should also include (…) mismatches, in particular hybrid entities and profit participating loans" (10200/1/09, FISC 69, par. 22). On 19 December 2011 the Council approved the Code Group's Work Package 2011 as set out in the Annex to doc. 17081/1/11 REV 1 FISC 144 and asked the Group to start working on this Work Package during the Danish Presidency (18398/11 FISC 167). The work Package 2011 under point (1) states that the Group will proceed its work on mismatches referring to the above cited paragraph.
In its meeting of 7 February 2012, the Group discussed and agreed Roomdoc #7 by the Chair on possible ways forward and working procedures on the different topics of the Work Package 2011. The Commission was invited to produce a background paper on other mismatches for further discussion in the Group. 
This paper aims at structuring future discussions on mismatches by categorising them. The OECD in recent years has also done considerable work in this area, as illustrated most recently by the March 2012 report "Hybrid Mismatch Arrangements: tax policy and compliance issues"
. Triggered by the methodology applied by the OECD, categorisation can be done on the basis of the type of arrangement or on the basis of the effects produced by the mismatch arrangement. This paper subsequently suggests various possibilities for taking the work forward in this area. In order to ensure a consistent approach, this paper will deal with all mismatches in general, noting the solution already agreed by the Code Group on the specific mismatch in case of a PPL.
The members of the Code Group are advised to examine the public consultation recently published by the Commission on factual examples and possible ways to tackle double non-taxation. The consultation refers to several issues in which double non-taxation could occur. The issues 1 to 3 cover areas that are the same or similar as the ones discussed in this document. The consultation document is available on the designated website of the Commission: http://ec.europa.eu/taxation_customs/common/consultations/tax/2012_double_non_taxation_en.htm.
II. Types of mismatches

2.1 Categorised by type of arrangement
1. Hybrid instruments
Hybrid instruments include all sorts of cross border contracts which are treated differently for tax purposes at the respective end of the contract, typically as a debt by one MS and as equity by the other MS. An example of this type is the Profit Participating Loan granted from LU to BE that formed the basis of the Group's discussion on PPLs. 

2. Hybrid entities

An entity is referred to as a hybrid entity in case of a difference in the entity qualification by two MS. Most likely this will concern an entity (typically a form of partnership) that is treated as transparent by one MS and as opaque by another. If the entity is treated as opaque in its MS of residence and as transparent in the MS of its shareholders/partners, it is commonly referred to as a hybrid entity. In the opposite situation in which the entity is treated as transparent in its MS of residence and as opaque in the MS of its shareholders/partners, it is commonly referred to as a reverse hybrid entity.
3. Hybrid PE's

The sub-category whereby the activities of a resident of MS 1 in another MS2 qualify as a PE under the legislation of one MS but not under the legislation of the other, is referred to as hybrid PE's. Similarly to hybrid entities, if the branch is recognised as a PE in the MS where it is present but not in the MS of its headquarters, it will be referred to as a hybrid PE. In the reverse situation in which the branch is not recognised as a PE in the MS where it is present and recognised as a PE in the MS of its headquarters, it will be referred to as a reverse hybrid PE.
4. Hybrid transfers

Hybrid transfers concern cross border arrangements involving assets which are treated as the transfer of (economic) ownership of the asset for one of the parties involved but not for the other, which generally only recognises a financial arrangement (loan) with the asset serving as collateral. This typically concerns cross border leasing arrangements.
2.2 Categorised by their effect
An alternative way of categorising mismatch arrangements is by the tax effect they achieve. In that regard, and following the OECD classification, one can distinguish three types of tax benefits. 
1. Deduction in MS 1, no taxation in MS 2 (or vice versa)
The first is a mismatch in the treatment of cross border payments. Various hybrid arrangements are set up to achieve a combination of a deduction of such payments in the source state with a full or partial exemption in the MS of the recipient of such payments. A well known example of this type is the PPL arrangement that was extensively discussed in the Group. A similar effect can also be achieved via the use of hybrid entities: A company making a payment to its foreign parent is treated as opaque in its MS of residence and consequently the payment will be deductible in that State. If the company is treated as transparent in the MS of the parent, however, that MS will effectively not see any payment and therefore not tax it. 
A third example would be the transfer of goodwill or IPR from MS 1 to MS 2, which is disregarded in MS 1 but recognised in MS 2. In that case, MS 1 would not levy any tax on the capital gain "realised" upon the transfer of the asset, whereas the asset is capitalised and amortised in MS 2, thus triggering tax deductible deductions.
2. Double deduction / double non-taxation
The second sorts of effects are arrangements which seek to achieve the deduction of the same expense in two MS, the use of the same loss in two MS or the simultaneous exemption of the same income in two MS. A textbook example of such an arrangement via the use of a hybrid entity is an acquisition structure, whereby a parent company in MS 1 establishes a hybrid entity in MS 2 which obtains debt financing to acquire a target company in MS 2. The hybrid entity and the target subsequently apply for group taxation in MS 2. As a result, the third party interest will be deductible in both MS 1 and in MS 2. 
Figure 1: Double dip acquisition structure
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An example of a double non-taxation arrangement is the use of a reverse hybrid PE. Suppose an affiliated company makes a payment to a branch in MS 2 of a company resident in MS 1. MS 2 does not consider the branch to constitute a PE and therefore will not tax the payment, whereas MS 1 will treat the payment as income of a PE in MS 2 and provide for an exemption of the PE income.
3. Tax credit generators
The third effect produced by use of mismatch arrangements in an international context is the artificial creation of foreign tax credits. The type of hybrid arrangement typically used for this is a hybrid transfer. However, this effect seems less relevant in an EU context as MS generally offer the exemption method for the avoidance of double taxation.
III. Organisation of the Code Group's work on mismatches

The future work of the Code of Conduct Group in this area could logically consist of two parts: (i) the gathering of information with a view to identifying the problem, and (ii) finding and agreeing to a solution. 
(i) The first part would include both the identification of concrete mismatch schemes actually in place involving your MS or observed in relation to other MS and of policy responses applied by MS. MS would be asked to contribute on the basis of a questionnaire provided by COM. The categorisation outlined in paragraph 2 above could be used to structure the consolidated replies of the MS. 
The replies should provide more insight into the types of arrangements most frequently used in practice and tax revenues involved. If MS were abe to give an opinion on whether mismatch arrangements are equally present in all MS or whether some MS are more frequently used for some mismatch arrangements than others, this would be useful.

(ii) The second part would imply addressing the problem. The information collected in step 1 concerning the size, scope, frequency and nature of the problem should help in that respect. The Group could discuss the unilateral policy responses adopted by MS to address specific mismatch arrangements with a view to assessing their potential application by other MS. The Group could also aim for a multilateral approach based on either developing common definitions or on mutual recognition, to ensure a consistent qualification and treatment of instruments, entities and branches in a cross border EU setting.

	1. Without prejudice to the solution already agreed on PPLs, do MS agree that the work on other areas of mismatches can best be taken forward by a general structured approach as proposed in this document? 
2. Do MS agree that the twofold categorisation of mismatch arrangements by type and by effect outlined in this paper is helpful in structuring the discussion? Do MS favour a different categorisation? Are MS aware of different types or different effects?

3. Do MS agree that the collection of information on the basis of a COM questionnaire as proposed in this document will provide concrete and valuable input? 
4. Do MS agree with the two step approach, starting with collecting information and data on mismatch arrangements followed by a discussion on possible solutions? 

5. Do MS favour an alternative approach to this issue?
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