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Mismatch Arrangements

Ladies and Gentlemen:

EY appreciates the opportunity to submit these comments to the OECD on the Discussion Drafts on
Neutralizing the Effects of Hybrid Mismatch Arrangements dated 19 March 2014.

The Discussion Drafts set forth ambitious proposals for domestic law and treaty provisions with respect to the
tax treatment of specified hybrid transactions and arrangements. We recognize the importance of considering
and addressing tax policy concerns associated with certain cross-border transactions and arrangements that
give rise to disparate tax treatment under the domestic tax laws of the two or more countries involved.
However, we would note that the proposal advanced by the OECD in the Discussion Drafts would seem to
have broader implications for tax sovereignty that deserve careful consideration. The proposal is a construct of
domestic laws that would condition the local tax treatment of a particular arrangement based on the tax
treatment of the other side of the arrangement in another country. While tax treaty provisions often are
negotiated based on the applicable domestic law tax treatment in the treaty partner, what the OECD is
advocating here is a system of domestic laws that would operate unilaterally and automatically but would be
conditioned on tax policy choices made in another country.

We urge the OECD to act cautiously so as to ensure that its proposals to address hybrid mismatch
arrangements are appropriately integrated with the relevant domestic law rules of countries and with the
proposals for domestic law and tax treaty changes that are being developed in connection with other aspects
of the OECD’s Action Plan for Addressing Base Erosion and Profit Shifting.

Implications of the Complexity of the Proposed Approach for Addressing Hybrid Mismatch
Arrangements

The Discussion Drafts set forth a proposed construct for the treatment of hybrid transactions and arrangements
that is exceedingly complex. The construct involves a set of primary and secondary rules and defensive
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responses, with different rules for each of the several categories of hybrid arrangements that are covered.
This construct seems more complicated than any domestic law regime of any country in place today.
Moreover, this construct envisions the global adoption of rules that must then mesh very precisely across the
two or more countries involved in any particular transaction or arrangement.

It does not seem possible that countries could adopt and interpret this construct in a completely consistent
way. Indeed, the proposal leaves key concepts and definitions open with the idea that these details are to be
filled in by each country. Moreover, each country would need to incorporate the proposed construct for the
treatment of hybrid arrangements into its existing domestic law, including what in some cases are significant
rules on hybrids that are already in place. While some countries might choose to replace their existing rules
with respect to hybrid arrangements with this new OECD regime, it seems likely that many countries would
instead layer the new regime on top of their existing rules.

Countries also would have to address a whole range of collateral consequences associated with the treatment
of hybrid arrangements. This would require the meshing of the proposed regime for hybrids with many
elements of each country’s domestic law tax rules for financial transactions. Examples of some of the kinds of
collateral consequences that would have to be addressed under each country’s own tax system include:

The impact on the debt-equity analysis of other debt;

The implications under earnings stripping rules;

Characterization as equity for other tax purposes;

The implications under rules regarding multiple classes of stock;

Withholding tax treatment;

Foreign exchange gain or loss consequences such as amount and timing; and

Foreign tax credit implications.

In addition, presumably each country would need to adapt the proposed construct for hybrids to its own overall
customs and practices with respect to the tax law. This would include matters like preferences for detailed and
specific rules versus more conceptual approaches and availability of rulings or other advance clearance
procedures.

In considering the OECD'’s proposed approach for the treatment of hybrid mismatch arrangements, it must be
acknowledged that what would result almost certainly would not be coordinated country to country as is
intended in the abstract. This means that advancement of the proposal necessarily would involve substantial
uncertainty and significant risk of double taxation. These implications should be taken into account as
alternatives are considered, including the potential for addressing the tax policy concerns with respect to hybrid
arrangements under the proposals under development in connection with other action areas in the OECD’s
BEPS Action Plan.

Importance of Interaction with Work under Other BEPS Actions
There is significant overlap between this Action 2 on addressing hybrid mismatch arrangements and several
other aspects of the OECD’s BEPS Action Plan. The overlap is perhaps most pronounced in the case of

Action 4 on limiting interest deductibility. Other action areas where there is real potential for overlap include
Action 3 on strengthening CFC rules, Action 5 on harmful tax practices, and Action 6 on addressing treaty
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abuse. The work on Action 6 and some of the work on Action 5 is being done simultaneously with the work on
hybrids, but the work on Actions 3 and 4 will not begin in earnest until after recommendations with respect to
hybrids are delivered and recommendations in those areas are not expected to be delivered until a year after
the delivery of the hybrids recommendations.

We believe that some of the issues with respect to hybrids could be dealt with more naturally under these other
Actions. The work on Action 4 will focus on issues with respect to leverage and financing. In order to address
those issues in a comprehensive way, hybrid financing arrangements should be included within the scope of
that project. Moreover, addressing hybrid arrangements as part of that work would be necessary to ensure
that the recommended approach with respect to the treatment of leverage takes into account all aspects of a
business’s leverage profile. Alternatively, addressing hybrid financing arrangements separately only under
Action 2 would seem to be a piecemeal approach. And addressing such arrangements under both Actions
without appropriate coordination would adversely affect the recommended approaches under each of these
Actions.

Ideally, work on these other Actions would be completed first, before turning attention to the work on hybrid
mismatch arrangements. The other Actions are simpler than Action 2 in the sense that the focus is on the
country’s domestic law rules only or, in the case of Action 6 on addressing treaty abuse, is on bilateral
agreements between two countries. This would seem to be easier to manage than the proposed construct with
respect to hybrid mismatch arrangements, which is centered on each country’s domestic law rules but requires
specific and granular coordination of another country or countries’ domestic law rules with the rules of the first
country.

If the work in these other areas were to be completed first, the OECD could then assess the extent to which
issues with respect to hybrids remain. Any remaining issues could be dealt with using hybrid specific rules in a
more targeted way. Approaching it from the other direction, which would require that the subsequent work on
interest deductibility, CFC rules and harmful tax practices be designed around the proposed hybrid regime,
would be difficult and would seem to risk making those rules more complex than otherwise would be
necessary.

Giving primary focus to the work under Action 4 on interest deductibility also would facilitate a more
comprehensive approach for addressing inconsistencies between countries’ tax treatment of financial
transactions. The proposed construct for hybrid mismatch arrangements is aimed at addressing asymmetries
in tax treatment that result in what the OECD views as double non-taxation. However, in the interests of
fairness and equal treatment, the OECD similarly should address asymmetries in tax treatment that result in
double taxation. Thus, where a thin capitalization regime or other limitation on interest deductibility causes
interest expense to be non-deductible in one country, there should be a corresponding adjustment of the
income inclusion in the other country. This would help to reduce instances of effective double taxation,
although it is not expected that such coordination rules would completely eliminate the potential for double
taxation in this area. We urge the OECD to include in its work on Action 4 and the deductibility of interest
consideration of approaches for accomplishing a coordinated and symmetrical approach to the treatment of
leverage and interest expense. The ability to develop balanced and symmetrical rules regarding the
appropriate location of debt and the associated interest expense is a further reason to favor interest
deductibility rules overall as the first defense against hybrid mismatch arrangements and to look to hybrid
specific rules under Action 2 only as a backstop where necessary to address hybrid arrangements that are not
fully captured in such leverage rules.
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We would recommend that the implementation work with respect to the proposed construct on hybrid
mismatch arrangements be deferred until the work on developing recommendations with respect to these other
Actions is completed. This would allow for appropriate coordination of the recommendations, including what is
likely to be a significant narrowing of the required reach of the rules on hybrids due to many of such
arrangements being directly addressed through the rules on leverage that will be recommended for example.
In order to avoid exacerbating complexity and increasing both uncertainty and the risk of double taxation,
coordination of the solutions in all these Action areas will be critically important.

Need for Narrow Approach

The complexity of the proposed hybrid mismatch arrangement approach and the need for coordination with the
work on other Actions, most particularly the recommendations for limiting interest deductibility being developed
under Action 4, provide significant support for use of the “bottom up” approach set forth in the Discussion
Drafts. The reach of the proposed treatment of hybrids should be narrowly targeted, with only specified
categories of hybrid mismatch arrangements covered. This would allow time to consider the implications in
practice of the proposed approach. It also would allow time to evaluate the impact that the work done under
the other Actions has on the continued use of such arrangements and to determine the extent to which hybrid-
specific rules are needed once the rules developed in other areas of the Action Plan have been put in place.

The initial scope of rules addressing hybrid mismatch arrangements should focus on related party transactions.
Moreover, for this purpose, the scope of the “related party” concept should be limited to situations involving a
control relationship. Therefore, the threshold for related party status should be set at more than 50% rather
than at the 10% level proposed in the Discussion Drafts. We further believe that the use of the concept of
“acting in concert”, which is subjective and can be highly contentious, is not advisable in this context where
clarity and certainty of scope is essential.

In considering any extension of the proposed rules to cover certain arrangements between third parties, it is
our view that the concept of a “structured transaction” is not one that can be readily defined at the OECD level.
Rather, this is more naturally a concept to be determined consistent with each country’s domestic law.
Therefore, we urge the OECD to leave the treatment of hybrid arrangements between unrelated parties to be
addressed in countries’ domestic law. Any new rules in this area should be implemented on a prospective
basis and should be clear and targeted so as to minimize disruptions to the capital markets.

This initial narrow coverage of the recommended construct for hybrid mismatch arrangements could be
expanded, contracted or adjusted as appropriate, after the OECD and member countries assess the
experience gained and evaluate the new landscape with respect to hybrid arrangements in light of the
domestic law and tax treaty changes implemented in connection with the work under other Actions.

Need for Coordination with Domestic Law Anti-Abuse Rules

The OECD’s proposed construct with respect to the treatment of hybrid mismatch arrangements starts from the
base of the relevant countries’ domestic law treatment of the arrangement in question. Even with the narrow
approach we recommend, it is necessary that the treatment of a hybrid transaction or arrangement in one
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country is known and fixed in order to determine the treatment that should be applied in the other country. Any
uncertainty or change in the treatment in the first country could mean that the treatment in the second country
does not lead to the intended overall result. Indeed, the result could be unintended double taxation if one
country’s treatment is changed and the other country’s treatment cannot be changed because of statute of
limitations issues or lack of coordination or other reasons.

Because the key to the OECD'’s proposed construct on hybrid arrangements is coordination of the treatment of
the arrangement in two or more countries, domestic law GAAR provisions should be made inapplicable to
hybrid arrangements that are covered by such construct. The construct is based on a system of primary and
responsive actions. After-the-fact application of a domestic law GAAR in one country would have implications
for the appropriate responsive action, but it may well be too late for the tax treatment of the arrangement to be
changed in the country that is in the responsive posture. Therefore, a rule protecting against application of
domestic law GAAR provisions should be an integral part of the proposed approach on hybrids.

The applicability of domestic law GAAR provisions also must be addressed in the context of transition. With
the implementation of the OECD’s proposed approach to hybrid arrangements, taxpayers may well choose to
refinance existing financial arrangements rather than to keep in place a hybrid arrangement that is targeted
under the new regime. A taxpayer may refinance a disfavored hybrid instrument into a straight debt instrument
for example. In this regard, one of the intended results of the proposed hybrid construct is to discourage use of
such instruments in favor of other instruments that do not have hybrid characteristics. A transaction that is
undertaken to replace a disfavored hybrid instrument with another form of financing should be protected
against any potential challenge that could be brought under a domestic law GAAR based solely on the fact that
the refinancing is driven by the enactment of new rules on the tax treatment of hybrid arrangements.
Therefore, a rule protecting such refinancings against application of domestic law GAAR provisions also should
be an integral part of the recommended construct for treatment of hybrid mismatch arrangements.

Need for Coordination with Other Aspects of Domestic Law

Just as it is essential that the proposed approach for the treatment of hybrid mismatch arrangements be
coordinated with the domestic tax law of the affected countries, it also is critically important to ensure that the
new construct does not interfere with other regulatory regimes at a domestic or multilateral level. As noted in
the Discussion Drafts, a key focus in this regard is ensuring that any new rules with respect to the treatment of
hybrids do not apply in a manner that undercuts the regulatory capital requirements applicable to regulated
financial services businesses. The ability of a global financial institution to use new forms of capital as
mandated by the regulators and to bring in capital from the market only at the top holding company level as
favored by the regulators and then to push the capital down to the group entity where it is needed should not
be impeded by recommended changes in the tax treatment of hybrid arrangements.

Therefore, we encourage the OECD to continue to work with the financial services industry and with the
relevant industry regulators so that the interaction of the recommended approach for the tax treatment of
hybrid mismatch arrangements and the applicable regulatory capital rules does not lead to inappropriate and
unequal results across financial institutions with different global profiles.
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If you have questions or would like further information regarding any of the points discussed above, please
contact Barbara Angus (barbara.angus@ey.com), Jim Tobin (james.tobin@ey.com), or me
(alex.postma@ey.com).

Yours sincerely
On behalf of EY

(4

Alex Postma
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