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Executive summary

Hybrid mismatch arrangements exploit differences in the tax treatment of an entity or
instrument under the laws of two or more tax jurisdictions to achieve double
non-taxation, including long-term deferral. These types of arrangements are widespread and
result in a substantial erosion of the taxable bases of the countries concerned. They have an
overall negative impact on competition, efficiency, transparency and fairness.

With a view to increasing the coherence of corporate income taxation at the international
level, the OECD/G20 BEPS Project called for recommendations regarding the design of
domestic rules and the development of model treaty provisions that would neutralise the tax
effects of hybrid mismatch arrangements. This report sets out those recommendations: Part 1
contains recommendations for changes to domestic law and Part II sets out recommended
changes to the OECD Model Tax Convention. Once translated into domestic and treaty law,
these recommendations will neutralise hybrid mismatches, by putting an end to multiple
deductions for a single expense, deductions without corresponding taxation or the generation
of multiple foreign tax credits for one amount of foreign tax paid. By neutralising the
mismatch in tax outcomes, the rules will prevent these arrangements from being used as a tool
for BEPS without adversely impacting cross-border trade and investment.

This report supersedes the interim report Neutralising the Effect of Hybrid Mismatch
Arrangements (OECD, 2014) that was released as part of the first set of BEPS deliverables in
September 2014. Compared to that report, the recommendations in Part I have been
supplemented with further guidance and practical examples to explain the operation of the
rules in further detail. Further work has also been undertaken on asset transfer transactions
(such as stock-lending and repo transactions), imported hybrid mismatches, and the treatment
of a payment that is included as income under a controlled foreign company (CFC) regime.
The consensus achieved on these issues is reflected in the report. As indicated in the
September 2014 report, countries remain free in their policy choices as to whether the hybrid
mismatch rules should be applied to mismatches that arise under intra-group hybrid regulatory
capital. Where one country chooses not to apply the rules to neutralise a hybrid mismatch in
respect of a particular hybrid regulatory capital instrument, this does not affect another
country’s policy choice of whether to apply the rules in respect of the particular instrument.

Part I

Part I of the report sets out recommendations for rules to address mismatches in tax
outcomes where they arise in respect of payments made under a hybrid financial instrument
or payments made to or by a hybrid entity. It also recommends rules to address indirect
mismatches that arise when the effects of a hybrid mismatch arrangement are imported into a
third jurisdiction. The recommendations take the form of linking rules that align the tax
treatment of an instrument or entity with the tax treatment in the counterparty jurisdiction but
otherwise do not disturb the commercial outcomes. The rules apply automatically and there is
a rule order in the form of a primary rule and a secondary or defensive rule. This prevents
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