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Canadian multinationals (MNEs) should determine whether their cross-border tax
structures may be affected by Finance’s second package of hybrid mismatch proposals.
Whereas the first package of hybrid mismatch rules generally applied to hybrid mismatches
arising from hybrid instruments, the new proposals that Finance released on January 29,
2026 expand the rules to apply to reverse hybrid arrangements, disregarded payment
arrangements, hybrid payer arrangements and imported arrangements. Together, these
packages of rules implement in Canada the recommendations in the Organization for
Economic Co-operation and Development (OECD) Base Erosion and Profit Shifting
(BEPS) Action 2 report. These new hybrid mismatch rules may affect corporations, trusts,
individuals and partnerships that make or receive cross-border payments. Finance has
indicated that it will accept comments on these draft legislative proposals by February 27,
2026.

Now that Finance has released the remaining draft legislation for the hybrid mismatch
rules, affected MNEs should consider whether these rules may apply to their current cross-
border arrangements, payments and structures. In particular, affected MNEs should
contact their KPMG tax advisers for help in examining complex and common-place
structures involving Canadian unlimited liability corporations (ULCs) or US limited liability
companies (LLCs), and in understanding the implications that the draft rules may have on
their businesses.

These proposed hybrid mismatch arrangement rules apply in respect of payments arising
on or after July 1, 2026, including payments under arrangements entered into before that
date.
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Background

Finance announced hybrid mismatch arrangement rules in the 2021 federal budget.
These rules are intended to neutralize tax benefits associated with hybrid cross-border
arrangements that otherwise result in mismatches in the tax treatment of entities or
financial instruments across jurisdictions. Generally, these mismatches can result in
more than one deduction or a deduction without a corresponding income inclusion for a
single economic expense. These rules are based on recommendations in the Action 2
Report of the Organization for Economic Co-operation and Development (OECD)/G20
Base Erosion and Profit Shifting (BEPS) project.

Finance released the first package of hybrid mismatch arrangement rules in 2022 to
address the treatment of payments under “hybrid financial instrument arrangements”,
“hybrid transfer arrangements” and “substitute payment arrangements”. Finance also
proposed new rules to restrict the deduction from taxable income of certain dividends
received from foreign affiliates. The first package of rules, which was enacted in 2023,
generally applies to payments that arise on or after July 1, 2022, including payments
under arrangements entered into before that date.

Affected arrangements

The proposed hybrid mismatch arrangement rules may apply to a payment that gives rise
to a deduction/non-inclusion mismatch or a double deduction under certain arrangements.

Reverse hybrid arrangements

Where there is a payment to a “reverse hybrid entity”, this payment may be denied a
deduction, in whole or in part, under the reverse hybrid arrangement rules. A reverse
hybrid entity is broadly defined as an entity that is treated as fiscally transparent in the
jurisdiction of formation, but as a separate entity to another jurisdiction. If this rule applies,
then to the extent that the deduction / non-inclusion amount exceeds the aggregate of any
portion of the deduction / non-inclusion amount that would be recognized by the investors
in the reverse hybrid entity (had the payment hypothetically been a direct payment to the
investors) then this amount may be considered the reverse hybrid mismatch amount.

This new rule will only apply where the payer of the amount does not deal at arm’s length
with the reverse hybrid entity, or where the amount arises in connection with a “structured
arrangement”, and only to the extent that the payment is not otherwise denied as a
deduction under the hybrid financial instrument mismatch, hybrid transfer mismatch or
substitute payment mismatch provisions.

Disregarded payment arrangements

Where a “hybrid entity” makes a payment to a recipient and that payment gives rise to a
deduction / non-inclusion amount, this deduction may be wholly or partially denied under
the disregarded payment arrangement rules. A hybrid entity is broadly defined to mean an
entity that is resident in one country but whose income, in whole or part, is considered
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income or loss of a resident of another country. In general, this rule targets deduction /
non-inclusion mismatch amounts that can arise where the hybrid entity makes a payment
that is disregarded under the laws of the recipient’s country of residence.

The amount of the denied deduction or income inclusion is generally limited to the amount
of deduction / non-inclusion amount in excess of a dual inclusion income amount and the
amounts otherwise denied under subsection 18.4(4) of the Income Tax Act (including the
rules pertaining to the hybrid financial instrument mismatch, hybrid transfer mismatch,
substitute payment mismatch or reverse hybrid mismatch) or included in income under
section 12.7 of the Act.

The provision is intended to apply only where the hybrid entity is not dealing at arm’s length
with the recipient or the arrangement is otherwise connected to a “structured arrangement”.

Hybrid payer arrangements

Where a “hybrid payer” makes a payment that creates a double deduction (i.e., the
payment is deductible in two jurisdictions), one of these deductions may be denied under
the hybrid payer arrangements rules. A hybrid payer is broadly defined to mean a payer
that is a dual resident, a hybrid entity or a multinational entity. The rules may apply to a
double deduction mismatch in several situations, including where a Canadian-resident
hybrid entity does not deal at arm’s length with an investor in the hybrid entity, or where the
payment is made under (or in connection with) a “structured arrangement” provided that no
foreign hybrid payer mismatch rules applies to at least one of the investors in the hybrid
entity. Alternatively, where a hybrid payer is a multinational entity resident in a country
other than Canada, the rules may apply to a double deduction where that country does not
apply a foreign hybrid payer mismatch rule to the payment.

This rule is intended to target all types of payments typically deductible in determining net
income, with the requisite criteria that the payment is deductible in two jurisdictions as a
result of the hybrid nature of the payer entity.

Determining the relevant amount for purposes of subsection 18.4(4) and section 12.7 of the
Act depends on whether the hybrid payer is a partnership. This determination also must
consider:

e The double deduction reasonably attributable to the amount of the payment made
by the payer for the year,

e The dual inclusion income amount or investor dual inclusion income, and

e Any portion of the payment otherwise denied for deduction under the disregarded
payment mismatch or hybrid mismatch amount.

Imported arrangements

The draft legislation also includes rules that deny deductions for payments related to
certain imported arrangements. Specifically, the rules may apply to mismatch
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arrangements which are “offshore” (meaning that there is no Canadian entity directly party
to the transaction such that the deductible / non-inclusion or double deduction mismatch is
not otherwise neutralized in Canada or under another foreign hybrid mismatch rule) and
deny a deduction in Canada in respect of a payment that is indirectly connected to the
offshore mismatch. MNEs must trace the payments made in offshore structures, assess
the operations of foreign hybrid mismatch rules in all affected jurisdictions, and identify the
linkage to any payment supporting that offshore mismatch.

Anti-avoidance rule

As with the first package of the hybrid mismatch rules, the draft legislation extends the anti-
avoidance rule to apply to transactions or series of transactions involving a payment that
gives rise to a deduction / non-inclusion mismatch involving a hybrid entity or reverse
hybrid entity and to double deduction mismatches.

KPMG observations

These new rules are complex and have broad reach, particularly with respect to the
imported arrangements. As a consequence of these proposals, MNEs will need to
identify all hybrid entities and consider whether any direct or indirect payments create
deduction/non-inclusion or double deduction mismatches, taking into account local
hybrid mismatch rules in each relevant jurisdiction. MNEs should undertake these
actions well before the July 1, 2026 effective date of the proposals as part of a more
comprehensive review of the impact of the rules, including how they relate to Pillar Two
provisions, other deduction restriction provisions, reporting obligations, deemed dividend
rules for denied interest payments, withholding tax provisions, and foreign accrual
property income rules.

We can help

Your KPMG adviser can help you assess the effect of these new developments. For more
details, contact your KPMG adviser.
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