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On 8 August 2019, the Luxembourg government submitted Bill n° 7466 implementing 
Directive 2017/952 (ATAD 2) to the Parliament (the Bill). The Bill extends the existing 
anti-hybrid rules applicable within the European Union (EU) as introduced by Directive 
2016/1164 (ATAD 1) to cover hybrid mismatches involving non-EU countries and 
additional hybrid mismatches.  

In a nutshell, a hybrid mismatch (i.e. double deduction or deduction without inclusion) 
results from the difference in the characterisation of a financial instrument or of an entity 
in different countries. 

The Bill contains much appreciated clarifications made by the Luxembourg government 
regarding the treatment applicable in case of tax exempt investors as well as regarding the 
‘acting together’ concept. 

Most of the ATAD 2 provisions must be implemented into Luxembourg tax law before 
year-end and apply as from 1 January 2020.  

 

Scope 
ATAD 2 follows on from ATAD 1 which is applicable 

since 1 January 2019 by extending the latter’s scope 

regarding hybrid mismatches. While ATAD 1 applies to 

two categories of hybrid mismatches triggering double 

deduction or deduction without inclusion outcomes 

resulting from hybrid financial instruments and hybrid 

entities within the EU, ATAD 2 introduces new categories 

of hybrid mismatches whilst extending the scope of the 

rules to third countries. ATAD 2 also provides for new 

rules involving permanent establishments (PE), reverse 

hybrid entities, imported mismatches, hybrid transfers and 

dual residence cases.  

In addition, ATAD 2 specifies certain concepts used for 

the purposes of the anti-hybrid mismatch rules.  

The Bill, which follows the wording of ATAD 2, inter alia 

replaces the existing rules on hybrid mismatches 

introduced into Luxembourg law following ATAD 1, i.e. 

article 168ter of the income tax law (the ITL), and 

introduces a new article 168quater ITL applicable to 

Luxembourg reverse hybrid entities.  

The application of the new rules may have major impacts 

and may be complex in practice, as it is essential to gain 

insight into foreign tax systems and into the tax treatment 

of payments made under financial instruments, as well as 

payments made by and to (hybrid) entities (including for 

instance the foreign tax consequences deriving from the 

US check-the-box rules) for the application of the anti-

hybrid rules.  

By contrast, the consequences are straightforward: under 

the new anti-hybrid rules, the deduction is simply denied, 

or the payment included, at the level of the EU taxpayer in 

case of EU or foreign hybrid mismatches. 

In a nutshell, the anti-hybrid rules are applicable to a 

Luxembourg taxpayer provided that i) there is a ‘double 

deduction’ or ‘deduction without inclusion’ ii) under a 

‘structured arrangement’ or between ‘associated 

enterprises’ (or between a head office and PEs or between 

PEs), iii) which derives from the difference in the 

characterisation of a financial instrument or an entity. 

The main provisions of the Bill are briefly described 

below. 

Key provisions 
 Hybrid mismatches  

As provided for by ATAD 2, under the proposed article 

168ter ITL as amended by the Bill, a hybrid mismatch 

corresponds to the following cases involving a 

Luxembourg taxpayer (including a Luxembourg PE) or a 

Luxembourg entity: 

a. a payment under a financial instrument triggers a 

deduction without inclusion which derives from 

the characterisation of the instruments or of the 
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payment which is not included within a 

reasonable period, or 

b. a payment to a hybrid entity triggers a deduction 

without inclusion resulting from differences in 

the allocation of such payments between the 

hybrid entity and its partners, or 

c.  a payment to one or several PEs of an entity 

triggers a deduction without inclusion resulting 

from differences in the allocation of such 

payments between the head office and the PE or 

between the PEs of the same entity, or 

d. a payment triggers a deduction without inclusion 

resulting from a disregarded PE, or 

e. a payment by a hybrid entity triggers a deduction 

without inclusion resulting from the non-

recognition of such payment in the hands of the 

recipient if such payment is deducted by the 

payer from non-dual inclusion income, or 

f. a deemed payment between the head office and 

its PE or between several PEs of the same entity 

triggers a deduction without inclusion resulting 

from the non-recognition of such payment in the 

hands of the recipient if such payment is 

deducted by the payer from non-dual inclusion 

income, or 

g. a payment by a hybrid entity or by a PE triggers a 

double deduction and the payment is deducted by 

the payer from non-dual inclusion income. 

Referring to the BEPS report Action 2 (Neutralising the 

Effects of Hybrid Mismatch Arrangements), the 

commentaries to the Bill clarify that the concept of 

‘payment’ implies any amount which is capable of being 

paid (including future or contingent obligation). 

The Bill specifies that a hybrid mismatch occurs only (i) in 

case of a ‘structured arrangement’ or (ii) between 

‘associated enterprises’, between the taxpayer and an 

associated enterprise, between the head office and its PE 

or between several PEs of the same entity.  

 Associated enterprises 

The concept of ‘associated enterprises’ is now expressly 

defined for the purposes of the anti-hybrid rules by the 

proposed article 168ter ITL as follows:  

1. an entity in which the taxpayer holds, directly or 

indirectly, an interest representing at least 50% of 

the voting rights, or 50% of the capital or is 

entitled to receive at least 50% of the entity’s 

profits, 

2. an individual or entity which holds, directly or 

indirectly, an interest representing at least 50% of 

the voting rights, or 50% of the capital of the 

taxpayer or is entitled to receive at least 50% of 

the taxpayer’s profits, 

3. an entity which belongs to the same consolidated 

group for financial accounting purposes as the 

taxpayer, 

4. an enterprise in which the taxpayer has a 

significant influence in the management or an 

enterprise that has a significant influence in the 

management of the taxpayer. 

With respect to hybrid mismatches related to financial 

instruments, the above minimum percentage of 50% is 

decreased to 25% (i.e. the threshold applicable to hybrid 

financial instruments remains unchanged). 

The ‘associated enterprises’ definition also includes the 

concept of persons ‘acting together’ which is clarified by 

the Bill. Under the proposed article 168ter ITL, as required 

under ATAD 2, the ownership or voting rights of 

individuals or entities acting together are aggregated to 

compute the threshold applicable to the ‘associated 

enterprises’. However, the Bill indicates that an investor in 

an investment fund who holds directly or indirectly less 

than 10% of the interest in the investment fund and who is 

entitled to receive less than 10% of the fund’s profits is 

presumed not to act together with the other investors in 

the same investment fund (since the investors have in 

principle no effective control over the investments realised 

by the fund) unless proved otherwise (de minimis rule). As a 

consequence, any investor holding less than 10% in an 

investment fund should not be regarded as an ‘associated 

enterprise’ of the fund and of any underlying entities. The 

commentaries add that ‘investment funds’ for this purpose 

include any collective investment undertakings which raise 

capital from a number of investors, with a view to invest 

this capital in accordance with a defined investment policy 

for the benefit of those investors. 

 Double deduction 

Under the Bill, a double deduction occurs when the same 

payment (including expenses or losses) is deducted for tax 

purposes in two different countries: the source country of 

the payment (country of the payer) and in another country 

(country of the investor).  
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For instance, a double deduction may occur when a 

payment is made by a hybrid entity which is a taxable 

company in its country of residence but regarded as a tax 

transparent entity in the country of residence of its 

shareholders. In such a case, the payment could be tax-

deductible at the level of the paying company as well as at 

the level of the shareholders as a result of the tax 

transparent status of the entity under the laws of the 

country of residence of the shareholders.  

Under the Bill, when a hybrid mismatch results in a double 

deduction for the same payment, expenses or losses, the 

deduction is first denied at the level of the investor. If this 

is not the case (e.g. investor resident in a non-EU country 

where no domestic anti-hybrid rules apply), the deduction 

is denied at the level of the payer.  

To avoid any double taxation issues, the Bill provides that 

the payment remains deductible from dual-inclusion 

income realised during the year and, in any case, the 

deduction remains available when dual-inclusion income is 

realised subsequently.  

 Deduction without inclusion 

A deduction without inclusion implies that a payment is 

tax deductible at the level of the payer but not included in 

the taxable income of the recipient as a result of the 

difference in the characterisation of a financial instrument 

or in the characterisation of an entity or PE. 

For instance, a deduction without inclusion occurs when: 

- a financial instrument is treated as a debt instrument at 

the level of the payer which is thus allowed to deduct 

interest under the instrument, but the instrument is treated 

as a capital contribution at the level of the recipient which 

declares the interest as exempt dividends for tax purposes, 

or 

- a company which is a tax-resident of its country of 

incorporation pays deductible royalties and/or interest to 

its foreign shareholder which does not recognise the 

payments because the paying company is seen as a tax-

transparent entity under the laws of the country of 

residence of the shareholder. 

In the above mentioned scenario, an amount is deducted 

by a taxpayer without a corresponding inclusion for tax 

purposes at the level of the foreign recipient as a result of 

the difference between the characterisation of the financial 

instrument respectively, the entity.  

The commentaries to the Bill indicate that no mismatch 

outcome (i.e. deduction without inclusion) should occur 

where the recipient is exempt from tax in its country of 

residence. 

Specif ic aspects regarding hybrid f inancial instruments 

As regards hybrid financial instruments, the Bill follows 

ATAD 2 and provides that a payment is regarded as 

‘included within a reasonable period’ when the payment is 

included by the recipient either i) within a 12-month 

period following the end of the payer’s tax period during 

which the payment is deducted by the payer, or ii) the 

terms of the payment are at arm’s length and would be 

accepted between third parties and it is reasonable to 

expect that the payment will be included in a subsequent 

tax year.  

For the purposes of the hybrid financial instruments rule, 

the Bill indicates that a payment is not regarded as 

included if it benefits from any advantageous tax 

treatment, e.g. exemption, reduction of tax rate, tax credit 

or tax refund (except for withholding tax) as a result of the 

qualification in the hands of the recipient. According to 

the commentaries to the Bill a tax relief which is only 

linked to the tax status of the recipient, such as an exempt 

investment fund or sovereign fund, or to a specific tax 

regime should not trigger a hybrid mismatch. Finally, the 

commentaries to the Bill specify that, in case of a tax relief, 

a hybrid mismatch occurs up to the amount which is 

under-taxed. 

Certain payments made by a financial trader under 

financial instrument transfers are excluded from the scope 

of the rule under certain conditions. In accordance with 

the option available under ATAD 2, pursuant to the Bill, a 

temporary exclusion is also applicable to the banking 

industry until 2022 for intra-group financial instruments 

with specific features which are issued with the purpose of 

meeting the loss-absorbing capacity requirements. 

In the event of a deduction without inclusion deriving 

from a hybrid financial instrument or a hybrid entity, the 

Bill provides that the deduction is first denied in 

Luxembourg when the payer is a resident of Luxembourg. 

Where the foreign taxpayer is allowed to deduct the 

payment which is not recognised by the Luxembourg 

recipient, a corresponding income is included in the net 

taxable profits of the Luxembourg recipient, but only 

where the deduction without inclusion derives from a 

hybrid financial instrument (see hybrid mismatches case a. 

above), or from a payment made by a hybrid entity due to 

the non-recognition of such payment (see hybrid 

mismatches case e. above).  
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 Additional anti-hybrid measures 

Specific measures to neutralise hybrid mismatches are also 

foreseen in the case of: 

a) Imported mismatches  

The Bill provides for a rule against imported mismatches, 

i.e. the hybrid mismatch occurs in third countries but is 

financed, directly or indirectly, through a Luxembourg 

company. In such a case, the tax deductibility of the 

payment is denied at the level of the Luxembourg 

company, assuming no tax adjustment is realised in one of 

the foreign countries involved. 

b) Disregarded PE 

Income realised through a foreign disregarded PE which is 

tax-exempt in Luxembourg pursuant to a double taxation 

treaty concluded between Luxembourg and an EU 

Member State is added to the taxable income of the 

Luxembourg taxpayer.  

c) Double/multiple residence  

Any payment made by a Luxembourg taxpayer which is 

also treated as a resident of another country (or several 

other countries) is no longer deductible for Luxembourg 

tax purposes except where the other countries involved are 

EU Member States with which Luxembourg has signed a 

double taxation treaty and the taxpayer is regarded as a 

resident of Luxembourg under such treaty. 

d) Hybrid transfers triggering multiple tax credits 

In case of an arrangement implemented to transfer a 

financial instrument (such as a REPO), the tax credit for 

foreign withholding tax available in Luxembourg is limited 

to the portion of the net income taxable in Luxembourg 

which is linked to the payment made under the 

arrangement. Under the Bill, the exceeding part of the tax 

credit cannot be deducted from the taxable base of the 

Luxembourg taxpayer. 

 Luxembourg reverse hybrid entities  

In accordance with article 9a of ATAD 2, the Bill contains 

specific provisions for ‘reverse hybrid entities’ under a new 

article 168quater ITL which will apply as from 1 January 

2022.  

A reverse hybrid entity is an entity treated as tax 

transparent in its country of incorporation but seen as 

non-transparent (i.e. taxable company) in the country of 

residence of its partners. The use of a reverse hybrid entity 

may trigger non-taxation of the payments made by a 

taxpayer to that entity at the level of the entity itself as well 

as at the level of its partners, as long as no distribution is 

realised by the entity to the partners.  

To avoid this mismatch, the Bill provides that a reverse 

hybrid entity established in Luxembourg will be treated for 

Luxembourg corporate income tax purposes as a 

Luxembourg resident taxpayer under certain 

circumstances. In such a case, its income will be subject to 

the Luxembourg corporate income tax assuming such 

income is not taxed in Luxembourg or in any other 

country.  

The new rule is applicable only where the Luxembourg 

entity is regarded as a taxable company at the level of its 

direct and indirect associated enterprise(s) (as defined 

under the proposed article 168 ter ITL) holding at least 

50% of the voting rights or capital of the Luxembourg 

entity or are entitled to receive at least 50% of the entity’s 

profits.  

Furthermore, collective investment funds (such as SIFs 

and other AIFs) are expressly excluded from the scope of 

the rule, provided that the investment fund is widely held, 

holds a diversified portfolio of securities and is subject to 

investor-protection regulation in its country of 

establishment. 

 Burden of proof 

Upon request of the Luxembourg tax authorities, the 

Luxembourg taxpayer must provide the tax authorities 

with any relevant documentation (e.g. tax returns, foreign 

tax certificates) to demonstrate that the anti-hybrid rules 

are not applicable in the present case and that no tax 

adjustment is required for anti-hybrid rules purposes.  

Implementation  
The Bill should now be reviewed by the Luxembourg 

Parliament and the Council of State with a view of being 

adopted before year-end since Member States must 

implement the provisions of ATAD 2 by 31 December 

2019 and apply them as from 1 January 2020 except for 

the Luxembourg reverse hybrid entity rule, which must be 

implemented before 31 December 2021 and apply from 

fiscal year 2022 onwards. 

. 
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