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Hybrid mismatches  

The following key changes have been made to the new anti-hybrid rules: 

• The rules have been extended to eliminate the tax advantage arising from the use of 
mismatches involving permanent establishments (PEs); 

• A new anti-avoidance provision has been introduced to counteract arrangements where the 
main purpose or one of the main purposes of the arrangement is to obtain a relevant tax 
advantage by avoiding the new anti-hybrid rules.  

• When determining whether an arrangement gives rise to a deduction/non-inclusion 
mismatch under Chapters 3, 4, 5, and 7, it is necessary to make a number of assumptions 
in respect of the payee in order to determine whether it is the hybrid element of the 
arrangement that gives rise to the deduction non-inclusion mismatch.  

Summary of legislation 

The new anti-hybrid rules will apply in six broad scenarios: 

1. Payments made under hybrid financial instruments or transfers (such as a repo or stock loan), as 
well as by and to hybrid entities (including reverse hybrids), that are tax deductible for the payer, but 
are not fully included in the ordinary income of the payee (including under a controlled foreign company 
(CFC) regime of an investor jurisdiction) – in these cases, where the payer is within the charge to UK 
corporation tax, the payer’s UK tax deduction will be reduced by an amount equal to the mismatch. 
Where the payee is within the charge to corporation tax and it is reasonable to suppose that the 
mismatch has not been fully counteracted under the UK’s anti-hybrid rules or equivalent rules in another 
jurisdiction, an amount equal to the mismatch will be treated as income arising to the payee chargeable 
under Section 979 CTA 2009. In order to tax income treated as arising to a UK limited liability 
partnership (LLP), where it is a reverse hybrid, the normal rules that treat an LLP as transparent for UK 
tax purposes will be disapplied. (Please see draft Chapters 3, 4, 5 and 7 in Schedule 10 of the Finance 
Bill.) 

2. Transfers of money or money’s worth by a PE that are deductible for a company under the laws of 
the PE jurisdiction but not fully included in the ordinary income of the company under the laws of the 
parent jurisdiction – in this case, where the UK is the PE jurisdiction, the excessive PE deduction will 
be reduced by an amount equal to the mismatch, unless it is deducted from dual inclusion income. 
Where the UK is the parent jurisdiction and it is reasonable to suppose that the mismatch has not been 
fully counteracted under the UK’s anti-hybrid rules or equivalent rules in another jurisdiction, an amount 
equal to the mismatch will be treated as income arising to the company under Section 979 CTA 2009, 
unless it is deducted from dual inclusion income. (Please see draft Chapter 6.) 

3. Payments made to a multinational company (a company regarded as carrying on business in another 
territory through a PE), that are tax deductible for the payer, but are not fully included in the ordinary 
income of the multinational company – in these cases, where the payer is within the charge to UK 
corporation tax, the payer’s UK tax deduction will be reduced by an amount equal to the mismatch. 
Where the UK is the parent jurisdiction, the multinational company is within the charge to corporation 
tax and it is reasonable to suppose that the mismatch has not been fully counteracted under the UK’s 
anti-hybrid rules or equivalent rules in another jurisdiction, an amount equal to the mismatch will be 
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treated as income arising to the payee chargeable under Section 979 CTA 2009. (Please see draft 
Chapter 8.) 

4. Payments made by hybrid entities that are tax deductible for the hybrid entity and also the investor 
in the hybrid entity – in this case, where the investor is within the charge to UK corporation tax, its UK 
tax deduction will be denied, unless it is deducted from dual inclusion income. Where the hybrid entity 
is within the charge to corporation tax and it is reasonable to suppose that the mismatch has not been 
fully counteracted under rules equivalent to the anti-hybrid rules in the investor jurisdiction, the hybrid 
entity’s UK tax deduction will be denied, unless it is deducted from dual inclusion income. (Please see 
draft Chapter 9.) 

5. Payments made by dual resident companies or multinational companies that are deductible for UK 
corporation tax purposes and also for the purposes of a non-UK tax – in this case, where the company 
is a dual resident company or the UK is the parent jurisdiction, the company will not be able to obtain 
a UK tax deduction for the payment, unless it is deducted from dual inclusion income. Where the UK 
is the PE jurisdiction and it is reasonable to suppose that the mismatch has not been fully counteracted 
under the UK’s anti-hybrid rules or equivalent rules in another jurisdiction, the company will not be able 
to obtain a UK tax deduction for the payment, unless it is deducted from dual inclusion income. (Please 
see draft Chapter 10.) 

6. Payments that are deductible for UK corporation tax purposes which form part of a wider series of 
arrangements that also includes a hybrid mismatch arrangement as described in scenarios 1-5 above – 
in this case, the payer will be denied a UK corporation tax deduction for the payment. This will prevent 
the effect of a hybrid mismatch arrangement being ‘imported’ into the UK (for example, through an 
ordinary loan), but only to the extent that the hybrid mismatch has not been counteracted under other 
parts of the UK’s anti-hybrid rules or equivalent rules in another jurisdiction. (Please see draft Chapter 
11.) 

In each of these situations (apart from scenarios 2 and 5 above), the new rules will apply either where 
the parties to the arrangement are members of the same control group or where they are related 
persons and, additionally, where the payment is made under a structured arrangement (i.e. one which 
is designed to secure the hybrid mismatch or where the mismatch is priced into the terms of the 
arrangement). ‘Control groups’, ‘related persons’ and ‘structured arrangement’ are specifically defined 
terms for the purposes of this draft legislation. 

A new anti-avoidance provision has been introduced to counteract arrangements where the main 
purpose or one of the main purposes of the arrangement is to obtain a relevant tax advantage by 
avoiding the new anti-hybrid rules in the UK or equivalent rules in another jurisdiction. However, 
arrangements should not be caught where the obtaining of the relevant tax advantage can reasonably 
be regarded as consistent with the principles on which the new rules are based. For the purposes of 
determining the principles and policy objectives, companies can refer to the OECD Final report on 
Neutralising the Effects of Hybrid Mismatch Arrangements published on 5 October 2015.  

For the purposes of scenario 1 above, it is necessary to determine whether it is the hybrid element of 
the arrangement (for example, the terms of the financial instrument) which gives rise to the 
deduction/non-inclusion mismatch. Therefore, the rules require a number of assumptions to be made 
in respect of the payee, for example it is necessary to assume that where the payee benefits from an 
exclusion, immunity, exemption or relief, such benefits do not apply. Also, an amount will be 
considered to be included in ordinary income of a payee if it is included as income in a period of the 
payee which begins within 12 months of the end of the period of the payer in which the deduction is 
claimed, or in a later period if the taxpayer can provide evidence to justify the timing difference. 
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The new rules will replace the existing arbitrage rules and, unlike those rules, will be self-assessment 
provisions and apply automatically if the relevant conditions are satisfied. 

Timing 

The new anti-hybrid rules will apply, in relation to scenarios 1 and 6 above, to payments made on or 
after 1 January 2017 and, in relation to scenarios 2, 3, 4 and 5 above, for accounting periods beginning 
on or after 1 January 2017 (with an accounting period straddling that date treated as two separate 
periods). 

Our view 

The new rules are generally in line with the OECD’s recommendations under BEPS Action 2, although 
there do appear to be some differences. In addition, in line with the recommendations set out in the 
EU anti-BEPS directive released on 28 January 2016, the rules have been extended to eliminate the 
tax advantage arising from the use of mismatches involving permanent establishments. 

The draft legislation excludes banks’ and insurers’ regulatory capital instruments, but the Government 
intends to use regulations to apply the anti-hybrid rules, or modified rules, to such instruments at a 
future date once it has had time to consider the issues and options in this area. 

The Government also acknowledges concerns that have been expressed on the impact of the new 
rules on capital market transactions, but notes that the rules on hybrid transfers only apply to related 
parties and structured arrangements, such that ordinary commercial transactions between 
unconnected parties will be excluded. There is also a targeted exclusion for financial traders. 
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