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Preface

This study concerns hybrid financial instruments with an emphasis on international
tax law issues arising in the context of issuance of and investment in such innovative
financial instruments (IFIs) from a practical as well as a theoretical perspective.

The study has taken quite some time since the launch in early 2007, where I had
the privilege of being a visiting scholar at Stanford Law School. Since then, I have not
been able to allocate my full attention to the study due to other less academic duties,
which explain the longevity of the writing process. Consequently, I have published
some of the interim results along the way as articles in tax law periodicals.

Throughout the duration of the study, I have obtained generous and kind support
for the project. The Deloitte Foundation and Deloitte, Copenhagen (my previous
employer) have been enormously generous in their financial support to the project.
This allowed me to spend some dedicated time to conduct the research, while having
the privilege of working with the issues at hand in practice and also benefitting from the
valuable knowledge and experience of skilled colleagues from all over the world. The
study has moreover received financial support from the Nordic Tax Research Council
(in 2007 and 2012), from Studiefonden of FSR (The Study Foundation of the Danish
Association of State Authorized Public Accountants) and the Nasdaq OMX Foundation.
[ would like to express my sincere gratitude to all the sponsors for the valuable and
much appreciated support.

I would also like to express my gratitude to Professor Jeff Strnad (Charles A.
Beardsley Professor of Law at Stanford Law School) for sponsoring me, and conse-
quently allowing me the opportunity to be a visiting scholar at Stanford Law School.

Gratitude is also extended to professor emeritus Aage Michelsen, University of
Aarhus, for the curtsey of providing me with his valuable input regarding the early draft
plan for the study.

I would like to send a word of gratitude to the invaluable colleagues at CORIT
Advisory (in particular Katja Dyppel Weber, Peter Koerver Schmidt and Michael Tell),
with whom I have been so fortunate to be able to discuss tax law issues for several
years. Last but not least let me express my gratitude and love to my family (Cathrine,
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Elias, Cecilie and Filippa), who have travelled with me on longer research stays during
the study.
All errors and misunderstandings remain my sole responsibility.”

Jakob Bundgaard
Kongens Lyngby, May 2016

* This book is # 6 in the CORIT Academic Books Series
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Bulletin for International Taxation
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Common Consolidated Corporate Tax Base
Compulsory Convertible Bond

Capital Export Neutrality

Controlled Foreign Company / Controlled Financial Com-
pany

Capital Import Neutrality
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Convertable Preferred Equity Certificate
Capital Requirement Directive

xXvii



List of Abbreviations

CTA
D/NI
DARPS
DD
DECS

DFI
DKK
EBIT
EBITDA

ECAPS
ECJ
ECTR
EEA
EEC
EPS
EStG
ET
GAAP
GAAR
GewStG
GmbH

HFI1
HMRC
HYDO
IAS
IBFD
IFRS
INE
[10C
IOE
IRC
IRD
IRR
IRS
ISTR

Corporate Tax Act

Deduction / No inclusion

Dutch Auction Rate Preferred Stock
Double Deduction

Dividend Enhanced Convertible Stock / Debt Exchange-
able for Common Stock

Derivatives and Financial Instruments
Danish Kroner
Earnings Before Interests and Tax

Earnings Before Interests, Taxes, Depreciations and Am-
ortization

Enhanced Capital Advantaged Preferred Securities
European Court of Justice

EC Tax review

European Economic Area

European Economic Community

Earnings Per Share

Einkommensteuergesetz / Income Tax Act
European Taxation

Generally Accepted Accounting Principles
General Anti-Avoidance Rule
Gewerbesteuergesetz / German Trade Tax Act
Gesellschaft mit beschrankter Haftung / German Com-
pany with Limited Liability

Hybrid Financial Instrument

Her Majesty’s Revenue and Customs

High Yields Discount Obligation

International Accounting Standards
International Bureau of Fiscal Documentation
International Financial Reporting Standards
Interest on Net Equity

Interest over Capital

Interest on Equity Capital

Internal Revenue Code

Interest-Royalty Directive

Internal Rate of Return

Internal Revenue Service

International Strategic Tax Review

Xviii



List of Abbreviations

J
JARAF
Jjcp
JStG
KgaA

KGL
KStG

L. Rev
LL
LYONs
MIPS
MRPS
NFI
NID
OID
ORA
PERCS
PHONES
PIE

PLI
PPL,
PRIDES

PSD
R&R
RCN
REPOS
RPS
RWA
SDO
SEL

SL

SpO
SR-Skat:
SU

TAM
Tax Planning Int’l

Juristen

Journal of Applied Research in Accounting and Finance
Juros sobre o Capital Proprio

Jahressteuergesetz / German Annual Tax Act

Kommanditgesellschaft auf Aktien / German Partnership
limited by shares

Kursgevinstloven / Danish Capital Gains Act
Korpes Schaftstevergesetz / German Corporation Tax Act
Law Review

Ligningsloven /Danish Tax Assessment Act
Liquid Yield Option Notes

Monthly Income Preferred Securities

Mandatory Redeemable Preference Shares

New Financial Instrument

Notional Interest Deduction

Original Issue Discount

Obligations Reimbursable en Actions

Preferred Equity Redemption Convertible Stock
Participating Hybrid Option Notes

Payable in Debt

Practicing Law Institute

Profit Participating Loan

Preferred Redeemable Increased Dividend Equity Securi-
ties

Parent-Subsidiary Directive

Revision og Regnskab

Reverse Convertible Note

Repurchase Agreement

Redeemable Preference Shares

Risk-Weighted Asset

Searligt Daekkede Obligationer / Covered Bonds
Selskabsskatteloven / Danish Corporation Tax Act
Statsskatteloven / Danish State Tax Act
Skattepolitisk Orientering

Skatteinformation fra de statsautoriserede revisorer
Skat udland

Technical Advice Memorandum

Tax Planning International

XixX



List of Abbreviations

TFEU
TfR
TfS
TNI
UfR
WTIJ

Treaty on the Functioning of the European Union
Tidsskrift for rettsvitenskap

Tidsskrift for skatter og afgifter

Tax Notes International

Ugeskrift for Ratsvaesnet

World Tax Journal

XX



Table of Contents

Preface

List of Abbreviations

PART |

Setting the Scene

CHAPTER 1
Introduction

1 Defining Hybrid Financial Instruments
2. The Topic: Relevance and Background
2.1, Financial Innovation
2.2.  Tax Law Issues Raised by Hybrid Financial Instruments
3. Objective of the Study
4. Delimitation and Omissions
5 Methodology
6. Previous Studies
7. Outline of the Study
CHAPTER 2
Non-tax Framework and Drivers
1. Overview
28 Basic Characteristics of Debt, Equity and Hybrid Financial Instruments
3. Legal Framework
4 Drivers Behind the Use and Design of Hybrid Financial Instruments

4.1. Lower Financing Costs and Tax Benefits

4.2.  Financial Accounting Treatment

4.3.  Ensuring Creditworthiness: Credit Ratings

4.4. Financial Sector Considerations: Innovative Tier 1 Capital

XV

Xvii

— 0 AR W W

—_

17
18
20

21
21
22
25
26
27
28
31
33



Table of Contents

4.5.  Other Benefits and Areas of Use
5 Interim Conclusions

CHAPTER 3
Basic Principles Determining the Taxation of Debt, Equity and Hybrid
Financial Instruments
8 Relevance of the Debt/Equity Distinction in International Tax Law
2. Comparative Overview of Classification Consequences

2.1.  Global Overview

2.2. Tax Treatment of an Equity Issuer

2.3. Tax Treatment of an Equity Investor

2.4. Tax Treatment of a Debt Issuer

2.5. Tax Treatment of a Debt Investor
3. Interim Conclusions

Part 11

General Tax Framework Applicable to the Classification of Hybrid Financial

Instruments

CHAPTER 4
Domestic Criteria Applied to the Classification of Hybrid Financial
[nstruments
1. Global Overview
2 Principles Applied for the Classification of Hybrid Financial
Instruments in United States Federal Tax Law
2.1.  In General
2.2 Specific Statutory Authority in IRC § 385
2.3.  Administrative Guidance: “The Modern Period”
2.4.  The Debt/Equity Multifactor Distinction as Determined by
Case Law
2.4.1. In General
2.4.2. Maturity Date
2.4.3. Remedies for Default
244. Subordination
2.4.5. Certainty of Return

2.4.6. Participation in Corporate Gains

2.4.7. Participation in Both Corporate Gains and Corporate
Losses

2.4.8. Participation in Control

2.49. Label Applied by Parties

2.4.10.  Pro Rata Holding of Stock and Debt: Identity between

Shareholder(s) and Creditor(s)
2.4.11.  Thin Capitalization or Capacity to Repay
2.4.12. Intent to Create Creditor-Debtor Relationship

Vi

39

41
41
44
44
44
45
49
54
57

59

61
61

66
66
67
70

72
72
76
79
80
81
82

83
84

85
86
87



Table of Contents

2.5.  Historic and Current Trends in the Development of Hybrid
Financial Instruments in the United States
2.6.  The Debt-Equity Distinction in the Light of Financial Innovation
2.7.  Tax Reform Proposals Regarding Debt-Equity Treatment and Other
Legislative Actions Affecting the Use of Hybrid Financial
Instruments
2.8.  Policy Proposals in Legal Commentary
3. Principles Applied for the Classification of Hybrid Financial Instruments
in German Tax Law
4, Principles Applied for the Classification of Hybrid Financial Instruments

2.4.13.  Hypothetical Third Party Loans
2.4.14.  History of Relationship

2.4.15.  Use of Funds

2.4.16.  Foreign Classification

in Danish Tax Law

4.1.  In General

4.2.  Debt Classification
4.2.1. The Concept of Debt and Claims
4.2.2. The Notion of “Interest”

4.3. Equity Classification
4.3.1. The Notion of “Equity”
4.3.2. What is a “Shareholder”?

4.4. Case Law Regarding the Debt-Equity Distinction
4.4.1. In General
4.4.2. The Debt-Equity Distinction in Case Law Regarding

Partnerships
4.4.3. The Debt-Equity Distinction in Case Law Regarding
Corporations

4.5.  Principles Applicable to the Classification of Hybrid Financial
Instruments

4.6.  Reclassification of Hybrid Financial Instruments: Legal Authority
and Requirements
4.6.1. General Observations on Recharacterization
4.6.2. Reclassification of Debt to Equity
4.6.3. Reclassification of Repayment of Debt as Dividends
4.6.4. Reclassification of Equity to Debt

5 Interim Conclusions
CHAPTER 5

Classification of Hybrid Financial Instruments According to Tax Treaties
Ls Introduction

2: The Concept of Dividends: Article 10(3) OECD

3. The Concept of Interest: Article 11(3) OECD

vii

87
88
88
88

89
93

94
97

97

103
103
105
105
107
109
109
110
112
112

112

118

120

124
124
129
132
133
136

137
137
138
143



Table of Contents

4. Distinguishing Dividend and Interest Income: The Relevant Tie Breaking
Factor?

4.1.  General Remarks

4.2, The Corporate Rights Test

4.3.  The Debt Claim Test

Capital Gains: Article 13(4) OECD

Other Income: Article 21(1) OECD

Classification Conflicts

Tax Arbitrage and Tax Treaties

Interim Conclusions

©® N !

CHAPTER 6
General Principles for the Classification and Taxation of Hybrid Financial
Instruments Derived from European Union Law
1. Hybrid Financial Instruments and Primary European Union Law
1.1.  Introduction
1.2.  Issues Arising from Primary European Union Law in the Context
of Hybrid Financial Instruments
1.3.  Scope: Identifying the Applicable Freedom

1.4.  The Existence of a Discriminatory or Restrictive Domestic Measure
1.5.  Justifications: The Existence of Legitimate Grounds
1.5.1. In General
1.5.2. Loss of Revenue
1.5.3. Level of Taxation and Prevention of Harmful Tax
Competition
1.5.4. Ensure the Effectiveness of Fiscal Supervision
15,5 Coherence of the Tax System
1.5.6, Balanced Allocation of the Power to Impose Taxes
1.5.7. The Objective to Prevent Double Use of Losses
1.5.8. Prevention of Tax Abuse

1.6.  Proportionality
1.7. Influence of the Treaty on the Functioning of the European
Union on Member States’ Approaches to Classification and

Taxation of Hybrid Financial Instruments
1.7: 1 General Considerations on Classification Methods
1.7.2. Double Taxation and European Union Law
1.7.3. Per se Classification of Financial Instruments
1.7.4. Reclassification on the Basis of Substance over Form
Approaches
1:2.5., Interim Conclusions
2. Secondary European Union Law: Classification of the Yield on Hybrid

Financial Instruments According to Corporate Tax Law Directives
2.1.  Background, Aim and Structure

viii

146
146
147
150
153
154
154
155
156

159
159
159

160
161
163
164
164
165

165
166
166
166
167
167
170

170
171
171
175

178
180

180
180



Table of Contents

2.2. Hybrid Debt Instruments (Equity-Like Debt Instruments) 182
2.2.1. The Notion of Interest and Debt According to the
Interest-Royalty Directive: Positive Demarcation 182
2.2.2 Exclusion of Certain Hybrid Financial Instruments:
Negative Demarcation 183
2.3.  Hybrid Equity Instruments (Debt-Like Equity Instruments) 187
2.3.1. The Notions of Dividends and Equity: “Distributions of
Profits” According to the Parent-Subsidiary Directive 187
2.3.2. Community Law Expression with an (Almost)
Autonomous Meaning 188
2.3.3. Content of the Notion of “Distribution of Profits” 190
a) General Interpretation in Commentary 190
b) Interpretation of the Parent-Subsidiary

Directive by the European Court of Justice 192

c) Different Meaning in Articles 4 and 5 of the
Parent-Subsidiary Directive? 193
2.3.4. Scope of the Parent-Subsidiary Directive with Respect to
Hybrid Financial Instruments 194
a) General Observations 194
b) Legal Basis to Include Yield from Hybrid
Financial Instruments under the
Parent-Subsidiary Directive 195
c) Application of the Parent-Subsidiary
Directive on Reclassified Interest Payments 196
d) Yield on Instruments Excluded from the
Scope of the Interest-Royalty Directive 201
2.3.5. Are Classification Inconsistencies Allowed? 202
2.3.6. Does the Parent-Subsidiary Directive Allow
Reclassification of Dividends? 204
2.4.  Fulfillment of the Holding Requirement by Hybrid Financial
Instruments 206
2.5.  Applicability of the European Union Arbitration Convention 211
2.6.  Interim Conclusions 212
CHAPTER 7
Cross-Border Tax Arbitrage and Hybrid Financial Instruments 215
i Definition and Stating the Problem 215
2. OECD Recommendations for the Design of Domestic Rules: BEPS
Action No. 2 221
3. Domestic Responses Towards Cross-Border Tax Arbitrage by Use of
Hybrid Financial Instruments 224
4. Cross-Border Tax Arbitrage and European Union Law 233



Table of Contents

4.1. Do the European Union Corporate Tax Directives Hinder Member
States from Curbing Cross-Border Tax Arbitrage?

4.2. Does Tax Arbitrage Constitute Fraud or Abuse under the
Directives?

4.3.  Rejection of Directive Benefits due to Different Classification
and/or Deductibility in the Source State

4.4. 2014 Amendments to the European Union Parent-Subsidiary

Directive
4.5. The European Union Anti Tax Avoidance Directive
5. European Union Law Conformity of Coordination Rules

5.1.  In General
5.2.  Scope of Treaty on the Functioning of the European Union
5.3.  The Existence of a Discriminatory or Restrictive Domestic

Measure
5.3:1. In General
5.3.2. Restrictions Caused by Linking Rules Disallowing

Participation Exemption: State of Origin Rules
5:3:3: Restrictions Caused by Linking Rules Disallowing
Interest Deduction: Host State Rules
5.4.  Justifications: The Existence of Legitimate Grounds
5.4.1. In General

5.4.2. Loss of Revenue
5.4.3. Level of Taxation and Prevention of Harmful Tax
Competition
5.4.4. Ensure the Effectiveness of Fiscal Supervision
5.4.5. Coherence of the Tax System
5.4.0. Balanced Allocation of the Power to Impose Taxes
5.4.7. The Objective to Prevent Double Use of Losses
5.4.8. Prevention of Tax Abuse
5.5.  Proportionality
6. Interim Conclusions

ParT 111
Classification and Treatment of Specific Hybrid Financial Instruments

CHAPTER 8
General Considerations

CHAPTER 9
Equity-Flavored Debt Instruments
1. Perpetual Debt and Super Maturity Debt
1.1.  Introduction
1.2.  Economic and Legal Framework
L:2:1. In General

245

251
255
255
255

256
257
258
259
260
262
268
268

271

273

279
279
279
280
280



Table of Contents

38}

1.2.2, Regulatory Framework
1:2:3. Financial Accounting Framework
1.3.  Classification and Treatment According to Domestic Tax Law
1.3.1. Comparative Overview
1.3.:2, United States Federal Tax Law
1.3.3. German Tax Law

1.3.4. Danish Tax Law
1.4. Treatment According to European Union Corporate Tax Directives
1.5. Treatment According to Tax Treaties
1.6. Interim Conclusions
Convertible Debt Instruments
2.1. Introduction
2.2.  Financial and Contractual Construction

2.2.1. Optional Convertible Bonds: Financial and Contractual
Construction
2:2:2. Mandatory Convertibles and Reverse Convertibles
2.2.3. Contingent Convertible Instruments
2.2.4. Warrant Loans and Option Loans (Bond cum Warrant)
2.3.  The Financial Decision on Investing in and Issuing Convertible
Bonds
2.4.  Domestic Tax Treatment of Optional Convertible Debt Instruments
2.4.1. Comparative Overview
2.4.2. United States Federal Tax Law
2.43. German Tax Law
2.4.4. Danish Tax Law
a) Introduction
b) Interaction with Company Law
c) On the Substance Requirement
d) Integration or Bifurcation?
e) Tax Treatment of the Investor
f) Tax Treatment of the Issuer

2.5. Domestic Tax Treatment of Mandatory Convertible Bonds and
Reverse Convertibles

2:5:1: Comparative Overview
2.5.2. Federal United States Tax Law
2.5.3. German Tax Law

2.5.4. Danish Tax Law
2.6.  Contingent Convertibles

261, Comparative Overview
2.6:2: Federal United States Tax law
2.6.3. German Tax Law

2.6.4. Danish Tax Law
2.7.  Warrant Loans
2.7.1. Comparative Overview

Xi

281
284
284
284
285
289
290
297
300
302
303
303
303

303
306
309
310

311
313
313
315
316
317
317
319
321
321
322
323

325
325
326
326
327
329
329
330
331
331
332
332



Table of Contents

2.7.2. Federal United States Tax Law
2.7.3, German Tax Law
2:2:4 Danish Tax Law

2.8.  Treatment According to European Union Corporate Tax Directives
2.8.1. Optional Convertibles
2:8:2, Mandatory Convertibles
2.8.3. Contingent Convertibles
2.8.4. Warrant Loans
2.9. Treatment According to Tax Treaties
2.91. Optional Convertibles
2.9.2. Mandatory Convertibles
2:9:3; Contingent Convertibles
2.94. Warrant Loans
2.10. Interim Conclusions
3. Profit Participating Loans: Contingent Interest and/or Principal
3.1.  Introduction
3.2.  Structure and Economic Characteristics of Profit Participating
Loans
3.3.  Financial Rationales
3.4. Domestic Tax Law Classification of Profit Participating Loans
3.4.1. Comparative Overview
3.4.2. Federal United States Tax Law
3.4.3. German Tax Law
3.4.4. Danish Tax Law
a) Introduction
b) Classification of the Instrument
c) One or More Instruments
d) Classification of Yield on Profit Participating
Loans: Interest, Capital Losses or?
e) On the Computation of the Debtor’s Losses
f) Optional Use of the Mark-to-Market
Principle
g) Tax Treatment of the Creditor
h) Danish Withholding Tax on Cross-Border
Profit Participating Loan-Yield?
i) Convertible Profit Participating Loans
3.5. Treatment According to European Union Corporate Tax Directives
3.6.  Treatment According to Tax Treaties
3.7.  Interim Conclusions
CHAPTER 10
Debt-Flavored Equity Instruments
1. In General
2. Financial Construction

xii

332
333
333
335
335
337
337
337
338
338
339
340
340
341
342
342

344
345
346
346
346
347
348
348
349
351

369
369
370



