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BMF draft guidance on the application of the rules on hybrid mismatch
arrangements (anti-hybrids rules)

The Federal Ministry of Finance
(BMF) has published a draft of a
BMF guidance on the prohibition
of deduction of expenses in the
case of taxation mismatches due
to hybrid mismatch arrangements
(section 4k Income Tax Act — ITA)
under the date of 13 July 2023.
The associations will be given un-
til 10 August 2023 to comment on
this draft.

In the following, the rules on hy-
brid mismatch arrangements (sec-
tion 4k ITA — anti-hybrids rules)
and its background are briefly de-
scribed and the essential contents
of the BMF draft guidance are
summarised.

1. Background

The anti-hybrids rules in Section
4k ITA are based on the EU Anti-
Tax Avoidance Directive (ATAD)
and was introduced by the ATAD
Implementation Act of 25 June
2021. The anti-hybrids rules are
generally to be applied for the first
time to expenses incurred after 31
December 2019.

The aim of the anti-hybrids rules is
to neutralise taxation mismatches
in connection with hybrid mis-
matches arrangements. To this
end, section 4k ITA contains suc-

cessive prohibitions on the deduc-
tion of business expenses (section
4k (1) to (5) ITA), which are to be
applied irrespective of a DTA and
other existing rules on the prohibi-
tion of deduction of expenses. The
scope of application is limited to
(contractual) arrangements be-
tween related persons within the
meaning of section 1 para. 2 For-
eign Transactions Tax Act —
FTTA, between a company and its
permanent establishment as well
as to structured arrangements
(section 4k (6) ITA, no participa-
tion relationship required). Pay-
ments affected by the anti-hybrids
rules must be stated separately in
the tax return.

Tax mismatches caused by hybrid
mismatch arrangements in cross-
border situations can be based on
different hybrid elements: on the
different legal classification be-
tween two countries (conflict of
qualification) of financial instru-
ments, legal entities (companies,
also permanent establishments)
and transfers. This can resultin a
tax deduction in both states (dou-
ble deduction - DD) or a deduction
in one state with simultaneous
non-taxation in the other state (de-
duction/non-inclusion - D/NI).
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2. Essential content of the
draft guidance

Overview

The BMF draft guidance contains
128 paragraphs on 52 pages. The
core of the guidance is the expla-
nations on the taxation mis-
matches rules in section 4k (1) to
(5) ITA and the resulting prohibi-
tions on deducting operating ex-
penses (marginal no. 19 to 116).
Also of practical relevance are,
among other things, the marginal
numbers on the existence of a so-
called structured arrangement
within the meaning of section 4k
para. 6 ITA (marginal no. 10 and
11), on the taxpayer's duty to co-
operate (marginal no. 120, 121)
and on the relationship of the anti-
hybrids rules to other business ex-
pense deduction prohibitions
(marginal no. 124 to 128).

Temporal application (marginal
no. 3 to 6)

The anti-hybrids rules are applica-
ble for the first time to expenses
incurred after 31 December 2019.
Expenses that were already le-
gally incurred before 1 January
2020 are only deemed to have
been incurred after 31 December
2019 if they are based on a con-
tinuing obligation and could have
been avoided without significant
disadvantages as of that date.

If there is no continuing obligation,
the anti-hybrids rules are not to be
applied even if expenses are in-
curred after 31 December 2019. In
this context, the (clarifying) state-
ments according to which deduc-
tions for depreciation are not
based on a continuing obligation,
and this is also to apply to interest
carry forwards within the meaning
of the interest limitation rule that
only have a tax effect from 1 Jan-
uary 2020 (carryforward of ex-
ceeding borrowing costs) and
therefore section 4k ITA is not to
be applied in either case are par-
ticularly important for practice
(marginal no. 3).

Furthermore, the BMF draft guid-
ance addresses the requirement
of "avoidance of expenses without
significant disadvantages" in the
case of continuing obligations
(marginal no. 5). In particular, a
termination should be associated
with significant disadvantages if
the resulting costs (e.g. prepay-
ment penalty) exceed the tax ad-
vantage from the tax mismatch.

Personal scope of application
(marginal no. 7 et seqq.)

The scope of application is gener-
ally limited to (contractual) ar-
rangements between related per-
sons within the meaning of section
1 (2) FTTA or between a company
and its permanent establishment
(section 4k (6) sentence 1, vari-
ants 1 and 2 ITA).

If there is a structured arrange-
ment, however, the anti-hybrids
rules are also applicable to situa-
tions between third parties (sec-
tion 4k (6) sentence 1, variant 3
ITA). This fact leads to application
problems in practice. According to
the first variant of section 4k (6)
sentence 3 ITA, a structured ar-
rangement is to be assumed if the
tax advantage was fully or partially
included in the terms of the con-
tractual agreements. According to
the draft guidance, this can take
place, for example, in the form
that an additional payment or a
higher payment is agreed than
would have been or will be agreed
under comparable conditions with-
out taxation inconsistency. A case
of structured arrangement also ex-
ists, for example, if a remunera-
tion adjustment is subject to the
condition precedent of the realisa-
tion of a tax advantage from a hy-
brid mismatch arrangement. In
particular, when hybrid financial
instruments are used, the tax ad-
vantage accruing to the creditor
can also be passed on to the
debtor via lower interest rates
than those that are customary for
third parties.
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Furthermore, a structured ar-
rangement pursuant to the second
variant of section 4k (6) sentence
3 ITA exists if the terms of the
contractual agreements or the cir-
cumstances underlying the con-
tractual agreements indicate that
the parties involved in the ar-
rangement could expect the tax
advantage. In this regard, the
BMF clarifies that it is irrelevant in
this respect whether the taxpayer
actually has knowledge of the cre-
ation of the tax advantage or his
participation in a structured ar-
rangement.

Taxation mismatch: Hybrid finan-
cial instruments (section 4k (1)
ITA) (margin no. 19 to 36)

Section 4k (1) sentence 1 ITA pro-
vides for a prohibition of deduction
for expenses which, due to the
use of a hybrid financial instru-
ment ("divergent tax qualifica-
tion"), lead to a non-taxation or
low taxation of the corresponding
income abroad (D/NI mismatch)
because of the different classifica-
tion of the financial instrument on
the part of the remuneration
debtor and the remuneration re-
cipient as equity or debt or in the
case of hybrid transfers ("diver-
gent allocation"). Hybrid financial
instruments could be, in particular,
convertible bonds, hybrid loans,
silent participations, profit-sharing
rights and participating loans. An
attribution of beneficial ownership
of capital assets that deviates
from German tax law could lead to
a hybrid transfer, e.g. in the con-
text of securities lending or so-
called repo transactions (marginal
no. 19).

The term “expenses” for the use
of capital assets (in particular in-
terest and comparable payments
for the borrowing of capital assets)
is not to be limited to payments,
but is to include all reductions in
income across periods (marginal
no. 21).
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Example: hybrid financial in-
struments (marginal no. 24): X-
corporation (State of domicile =
Germany) issues a convertible
bond at a price of 5,000 to its for-
eign parent company M Co. As a
result, X regularly makes pay-
ments of 100 to M Co, each of
which is to be qualified as interest
expense in Germany. At M Co, on
the other hand, the corresponding
income is regarded as investment
income of X (conflict of qualifica-
tion) and tax exempt. The ex-
penses of X are not deductible as
business expenses according to
section 4k (1) sentence 1 ITA in
the amount of 100 each, since the
income corresponding to the inter-
est expense is not taxed at M Co.

Of practical relevance is the cla-
rifying statement on the "causality"
of the hybrid element for the
prohibition of deduction of opera-
ting expenses, according to which
the anti-hybrids rules are not to be
applied if, in addition to the qualifi-
cation or attribution mismatch,
other causes outside the scope of
the anti-hybrids rules arise for a
non-taxation or low taxation of the
income corresponding to the ex-
penses (e.g. personal tax exemp-
tion of the creditor) (marginal no.
26). If various hybrid elements are
causal for the taxation mismatch,
this must be eliminated in accor-
dance with the order of the para-
graphs of section 4k ITA (marginal
no. 26).

“Non-taxation" is said to exist in-
sofar as the income correspond-
ing to the expenses is not in-
cluded in a tax assessment basis
(including CFC taxation). The ac-
tual inclusion is decisive. Taxation
at a tax rate of zero per cent (inso-
far as the other requirements of
section 4k para. 1 ITA are met),
the factual tax exemption of the in-
come corresponding to the ex-
penses as well as the (propor-
tional) waiver of the levying of a
foreign tax is defined as non-taxa-
tion. Taxation in a specific coun-
try, e.g. in the country of the direct

creditor of the income correspond-
ing to the expenses, is not neces-
sary. Actual taxation of the income
corresponding to the expenses in
another country or by a legal en-
tity not directly involved in the
transaction is also sufficient in
principle. Consequently, in the
case of partnerships as direct
beneficiaries of the income, the
taxation of the partners of the
partnership must also be exam-
ined. (marginal no. 27). A domes-
tic withholding tax deduction is
sufficient (no non-taxation), pro-
vided the withholding tax is not re-
funded in full (definitive burden
(marginal no. 29).

“Lower taxation" is said to exist if
the income is subject to a lower
effective tax burden abroad than
that which would result if the capi-
tal assets were qualified or at-
tributed in accordance with Ger-
man law. The extent of the lower
taxation is the result of the differ-
ence between the actual taxation
of the income abroad and the hy-
pothetical taxation of the income
abroad in the case of a qualifica-
tion or attribution of the capital as-
sets corresponding to German
law. The German level of taxation
of corresponding income should
not be relevant as a standard of
comparison (marginal no. 30).

Taxation mismatch: Deviating tax

treatment of the taxpayer (section

4k para. 2 ITA) (marginal no. 37 to
60)

Section 4k (2) sentence 1 ITA pro-
vides for a prohibition of deduction
for expenses in the case of deviat-
ing tax treatment of a taxpayer (le-
gal entity) and for fictitious ex-
penses in the case of deviating
tax assessment of debt relation-
ships to be assumed between a
company and its permanent es-
tablishment (section 1 (4) sen-
tence 1, no. 2 FTTA), insofar as
D/NI incongruities arise from this.

According to the draft guidance,
the concept of expenses within
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the meaning of section 4k (2) sen-
tence 1 ITA includes expenses of
all kinds and is not limited to pay-
ments, but includes all income
changes across periods. Ex-
penses in this sense are, for ex-
ample, interest, royalties, rental
fees and service fees as well as,
in the case of economic goods,
expenses for acquisition or pro-
duction (e.g. purchase price), de-
preciation amounts and the write-
off of the book value, e.g. in the
case of sale (marginal no. 38, 39).

In particular, expenses of taxpay-
ers who are regarded as non-
transparent for tax purposes in
Germany and who are regarded
as transparent entities abroad (hy-
brid entities), which can also be
the case if they are included in a
foreign group taxation system, are
covered by the provision (marginal
no. 42). The draft guidance also
explicitly mentions the "check-the-
box procedure" that frequently oc-
curs in practice with US inbound
structures (marginal no. 43).

Example (based on marginal
no. 50): A German corporation
pays annual interest of 400 to its
US-based parent company. It con-
siders the interest payments as
operating expenses. The corre-
sponding income is not subject to
taxation in the US because the
German corporation is seen as fis-
cally transparent for US tax pur-
poses and the service relationship
between the German corporation
and its parent is therefore not rec-
ognised. The operating expenses
of the German corporation are
therefore not deductible in the
amount of 400 according to sec-
tion 4k para. 2 sentence 1 ITA.

According to the draft guidance, a
"causality" between the non-taxa-
tion and the hybridity is also re-
quired for this taxation mismatch.
An existing conflict of qualification
should not be exclusively causal
for the non-taxation of the income,
insofar as the income would not
have been taxed abroad, e.g. due
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to its lack of taxability, factual tax
exemption or the personal tax ex-
emption of the creditor (marginal

no. 48).

Pursuant to section 4k (2) sen-
tence 3 ITA, sentence 1 does not
apply if the expenses are demon-
strably offset by income from the
same taxpayer that is taken into
account twice. The same taxpayer
is the one to whom the deduction
prohibition of section 4k (2) sen-
tence 1 ITA applies. It is important
to note that the taxpayer's income,
which is taken into account twice,
does not have to have any eco-
nomic connection with the ex-
penses covered by section 4k (2)
sentence 1 ITA (marginal no. 53).
However, "double counting” of in-
come covered by section 4k (2)
sentence 3 ITA presupposes that
the income is subject to actual
taxation both for the taxpayer in
Germany and in the country of the
creditor. Insofar as the double-
counted income exceeds the
harmful expenses in a taxation pe-
riod, this income can be taken into
account in a previous taxation pe-
riod (retroactive event). However,
it should not be possible to carry
forward "unused" income.

Taxation mismatch: Different allo-
cation or attribution of income
(section 4k (3) ITA) (marginal no.
61to 70)

Section 4k (3) ITA provides for a
prohibition of deduction for ex-
penses insofar as the income cor-
responding to the expenses is not
subject to actual taxation in any
country due to their tax allocation
or attribution deviating from Ger-
man law (D/NI mismatch). The
draft guidance clarifies that sec-
tion 4k (3) ITA covers in particular
expenses to so-called reverse hy-
brid entities (marginal no. 61). As
a rule, these are fiscally transpar-
ent in their country of domicile,
while they are considered non-
transparent for tax purposes in the
country of their (indirect) share-
holders (marginal no. 15).

Example (based on marginal
no. 63): The domestic D corpora-
tion pays interest in the amount of
100 to its foreign parent company
A Co. Since State A regards A Co
as a transparent company (with-
out a permanent establishment in
State A) and State B (the State of
domicile of the shareholder of A
Co, which does not know any
CFC taxation) regards A Co as a
non-transparent company, the in-
terest payment to A Co is not ac-
tually subject to taxation in any
State.

Taxation mismatch: double deduc-
tion of expenses (section 4k (4)
ITA) (marginal no. 71 to 90)

Section 4k (4) ITA neutralises tax-
ation mismatches resulting from
the double deduction of expenses
(DD mismatches). The draft guid-
ance explains that section 4k (4)
ITA, in contrast to paragraphs 1 to
3, does not require a hybrid ele-
ment. The draft guidance does not
contain an example of Section 4k
(4) ITA.

Expenses which are in principle
deductible abroad, but which are
not actually deductible, e.g. be-
cause of the application of other
deduction prohibitions, are not to
be considered as taken into ac-
count abroad (marginal no. 74).
On the other hand, the increase of
a loss that is in principle compen-
sable for tax purposes or the con-
sideration of expenses in the con-
text of CFC taxation should also
be (harmful) consideration within
the meaning of the regulation.

With a view to the application of
foreign group taxation systems,
the draft states that, irrespective
of the technique used - i.e. offset-
ting of income or full consolidation
- expenses may be taken into ac-
count twice (marginal no. 75).

Finally, the draft guidance con-
tains explanations on the excep-
tion from the prohibition of deduc-
tion (sentence 4) for persons with
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unlimited tax liability with income
to which the tax credit or deduc-
tion method applies (e.g. foreign
permanent establishment income)
- no prohibition of deduction inso-
far as both expenses and income
are taken into account twice (mar-
ginal no. 87ff.). However, the pro-
hibition of deduction remains ap-
plicable insofar as these expenses
also reduce (other) foreign income
that is not subject to domestic tax-
ation (re-exception). According to
the BMF, income of other legal
entities as well as any other for-
eign country must also be taken
into account. Foreign group taxa-
tion systems are mentioned as an
example of the re-exception. The
entry into a foreign loss carry-for-
ward of a permanent establish-
ment is not harmful in itself, but at
the time of the actual utilisation of
the loss it must be examined
whether income is reduced that is
not subject to domestic taxation.

Taxation mismatch: Imported mis-
matches (section 4k (5) ITA) (mar-
ginal no. 91 to 116)

The prohibition of deduction under
section 4k (5) ITA concerns taxa-
tion mismatches in which Ger-
many is not directly involved, but
which are shifted to Germany via
one or more transactions (so-
called imported mismatches). The
regulation is to be applied subordi-
nate to the other deduction prohi-
bitions (paragraphs 1 to 4). The
tax mismatches covered occur be-
tween other countries that do not
eliminate them (marginal no. 91).

Example (marginal no. 95): The
domestic D corporation pays inter-
est in the amount of 100 to its for-
eign parent corporation A Co. The
resulting interest income of A Co
in the amount of 100 is subject to
taxation in State A. A Co, in turn,
makes payments of 50 on the ba-
sis of a hybrid financial instrument
to its parent company B Co, which
is resident in the foreign state B.
The expenses of A Co are deduct-
ible in state A as interest. State B,
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on the other hand, qualifies the in-
come of B Co as a tax-exempt
profit distribution. State A and
State B do not eliminate the re-
sulting tax mismatch. The deduc-
tion of the expenses of A Co in the
amount of 50 would have to be
denied in State A if section 4k (1)
ITA were applied accordingly, be-
cause the income of B Co (income
resulting indirectly from the ex-
penses of D corporation) is not
taxed. The taxation mismatch is
imported to Germany via the chain
of relationships of the companies,
so that the prohibition of deduction
for the expenses of D corporation
according to section 4k (5) sen-
tence 1 ITA is applied to this ex-
tent (maximum 50).

The draft guidance states that in
the case of multi-level business
relationships, there must be a
chain of relationships between the
German taxpayer and the legal
entity bearing the harmful ex-
penses, but not a uniform eco-
nomic connection between the re-
spective expenses. The economic
reason for the expenses does not
have to be maintained throughout
the entire supply chain, e.g. inter-
est expenses on the one hand
and licence expenses on the other
(marginal no. 97).

According to the draft guidance,
the examination of the regulation
on imported mismatches is exten-
sive. Under certain circumstances,
it must be examined across the
entire shareholding structure
whether the prohibitions on de-
ducting operating expenses in
paragraphs 1 to 4, or if their condi-
tions are not met, also the regula-
tion in paragraph 5, would hypo-
thetically have to be applied. The
effects of a hypothetical applica-
tion of the paragraphs - including
the respective exemptions and the
grandfathering provision in the
temporal application - must be ex-
amined in isolation in accordance
with the legal assessment of the
respective foreign country (mar-
ginal no. 103f.).

If the tax advantage is also im-
ported into another state, e.g. in
the case of different service
chains via different legal entities,
the prohibition of deduction of op-
erating expenses for imported
mismatches is in principle applica-
ble in Germany and the other
country in parallel. In order to
avoid an excessive prohibition of
deduction, however, the deduction
in Germany should only be denied
on a pro rata basis (marginal no.
115f.).

Obligation to provide evidence
and to cooperate (marginal no.
117 to 123)

The general principles shall apply
to the distribution of the burden of
proof: Burden of proof on the tax
administration for tax-increasing
facts (especially the existence of
the conditions of paragraphs 1 to
5) and on the taxpayer for tax-re-
ducing facts (especially for all ex-
emptions and the grandfathering
provision) (marginal no. 117, 119,
122). In addition, the taxpayer is
subject to increased obligations to
cooperate and provide evidence
for foreign matters (marginal no.
120). Documents from the ac-
counting of the legal entities in-
volved, information from the for-
eign tax authorities (on the
individual case) as well as the
submission of foreign tax assess-
ment notices, tax rulings or confir-
mations of the (non-)exercise of a
foreign option may be required
(marginal no. 121).

Relationship to other regulations
(marginal no. 124 to 128)

In practice, the question often
arises as to the relationship be-
tween the anti-hybrids rules and
other business expense deduction
prohibitions. If one of the relevant
business expense deduction pro-
hibitions is more extensive than
another, the business expense
deduction is excluded to the ex-
tent of the legal consequence of
the more extensive deduction pro-
hibition. A deduction prohibition is
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more extensive if it excludes the
business expenses from deduc-
tion to a greater extent than other
deduction prohibitions that are
generally applicable. Definitive de-
duction prohibitions are also more
far-reaching than temporary de-
duction prohibitions (marginal no.
124).

Therefore, the prohibition of de-
ductions according to section 4k
ITA, for example, always has pri-
ority over the interest limitation
rules (section 4h ITA), as the latter
only provides for a temporary pro-
hibition of deduction of operating
expenses.

3. Outlook

The associations have until 10 Au-
gust 2023 to comment on the
draft. The publication of a final
version of the application decree
is therefore not expected before
September 2023.

* % %

Please do not hesitate to speak to
your direct contact at KPMG AG
Wirtschaftsprifungsgesellschaft if
you have any questions.
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