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Luxembourg Publishes Draft Law for
ATAD 2 Expanding Anti-hybrid Rules

On 8 August 2019, Luxembourg published its
draft law for the transposition of the Anti-Tax
Avoidance Directive 2017/952 focusing on
hybrid mismatches with third countries ("ATAD
2").1

ATAD 2 follows ATAD 1 in extending the anti-
hybrid mismatch provisions on hybrid
instruments to countries outside the European
Union, as well as extending the anti-hybrid rules
to apply to certain hybrid entities.

The draft Luxembourg tax law mirrors the
wording of ATAD 2 to expand hybrid
mismatches to include:

(@) a'structured arrangement’;

(b)  a hybrid payment or hybrid instrument
between 'associated enterprises';

(c) the relationship between a head office
and a permanent establishment of the
same entity (or between two or more
permanent establishments of the same
entity); and

(d) asituation of dual residency (i.e. being
subject to tax in two or more
jurisdictions).

ATAD 2 can cause transactions or
arrangements with hybrid mismatches falling in
the above categories to either deny an
otherwise taxable deduction or tax income that
otherwise would be exempt or outside the
taxable basis.

1https://www.chd.Iu/wps/portal/pubIic/AccueiI/TravaiIALaCha
mbre/Recherche/RoleDesAffaires?action=doDocpaDetails&id
=7466

A hybrid instrument is an instrument that is
treated as equity in one jurisdiction and debt in
another, and a hybrid entity is an entity that is
tax transparent in one jurisdiction and tax
opaque in another.

One of the primary aims of ATAD 2 is to deny
the tax deductibility of payments made under a
hybrid instrument.

The ATAD 2 rules may have a particular impact
on hybrid instruments such as PECs or CPECs
used by Luxembourg companies with US tax
resident shareholders or US tax resident
investors. Any structure which includes a
Luxembourg company that has issued any
PECs or CPECS (or any derivative thereof such
as 'tracking PECs' or 'IP-PECs') should be
reviewed as soon as possible in light of the
impact of ATAD 2.

'Associated enterprises' are broadly defined
and can apply to two or more entities (or an
individual and an entity) with direct or indirect
links of 50% or more of the right to vote, capital
ownership or right to profits. The threshold is
reduced to only 25% for payments under a
hybrid financial instrument.

Associated enterprises can also include
otherwise non-related parties that act together
resulting in exceeding the 50% threshold
mentioned above when combining their
respective interests. However, for investment
funds, the 'acting together' concept will
generally not apply to investors owning less
than 10% of interest (directly or indirectly) in an
investment fund.

The draft law covers in particular the following
hybrid mismatches:

¢ Deduction without inclusion: this occurs
if a Luxembourg entity makes a tax


https://www.chd.lu/wps/portal/public/Accueil/TravailALaChambre/Recherche/RoleDesAffaires?action=doDocpaDetails&id=7466
https://www.chd.lu/wps/portal/public/Accueil/TravailALaChambre/Recherche/RoleDesAffaires?action=doDocpaDetails&id=7466
https://www.chd.lu/wps/portal/public/Accueil/TravailALaChambre/Recherche/RoleDesAffaires?action=doDocpaDetails&id=7466

deductible payment that is not included in
the taxable income at the level of the payee
and in such case the deduction on the
hybrid payment may be denied for
Luxembourg tax purposes.

e Double deduction: this occurs if a
Luxembourg entity deducts the same
payment in two countries or if two
taxpayers, including a Luxembourg entity,
deduct the same payment in two different
jurisdictions and thus can result in denial of
the hybrid payment for Luxembourg tax
purposes.

e Double non-taxation or double tax
credits: this generally occurs when neither
a permanent establishment nor the head
office of a Luxembourg entity includes the
income in its taxable base or the same
income allows for a foreign tax credit to two
different taxpayers. Notably, the anti-
double exemption rule could be applicable
to Luxembourg companies that have had so
thus far had otherwise exempt permanent
establishments in treaty partner countries.

'Reverse hybrid' rules will enter into force in
2022. These rules will be potentially applicable
to Luxembourg transparent partnerships
including the SCSp. Under the reverse hybrid
rules, a Luxembourg partnership may be
considered Luxembourg tax resident for
corporate income tax purposes if one or more
associated non-resident investors holding a
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direct or indirect interest in 50% or more of the
voting rights, capital interests or rights to profit
in the Luxembourg partnership are not taxed in
either their home jurisdiction or Luxembourg.
The reverse hybrid rules exclude the application
of municipal business tax or net worth tax.

The reverse hybrid rules will generally not be
applicable to collective investment vehicles that
are widely held, have a diversified portfolio, and
are subject to investor-protection regulations,
such as UCITs, Part Il UCls, SIFs, and RAIFs.

It is expected that the provisions of the draft law
will apply to fiscal years starting as of 1 January
2020, except for the provisions concerning the
reverse hybrid mismatches which are delayed
until fiscal years ending in 2022.
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