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“The United States of America is the most powerful nation on
Earth.” What does this mean for the future of CV/BV-
structures?
Jan van de Steek (University of Amsterdam and Loyens & Loeff) · Thursday, January 21st, 2016

In his last State of the Union speech on January 13, 2016 Obama put it quite clear: “The United
States of America is the most powerful nation on Earth. Period. It’s not even close.”

With this statement Obama obviously addressed the position of the United States in terms of
military capacity and its position in the world economy. However, the question arises whether the
United States under Obama – or its successor (Trump?) – will show its power by shutting down
international tax loopholes. Because if it doesn’t, other countries, especially the Member States of
the European Union, seem suddenly eager to tax the so-called “stateless income”. Will the most
powerful nation on Earth let this happen…?

Reverse hybrids

It is all about the so-called reverse hybrid entities in international tax structures.[1. In international
tax practice this loophole is called a “reverse hybrid” because in contrast to many other loopholes
the hybrid entity is the receiver of the payments. In other hybrid mismatch structures the hybrid
entity is mostly the entity making the payment.] For decades, many U.S.-based multinational
companies investing in Europe use these structures. An example is the Dutch CV/BV-structure. In
a simplified way, the basics of these structures can be illustrated as follows:
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The EU company may deduct payments paid to the hybrid entity resulting in a lower EU tax base.
These payments include interest, royalties, rents and payments for services. The payments are not
currently taxed at the level of the hybrid entity receiving it or at the level of the U.S. parent
company. The result is often called a D/NI-outcome (where “D” stands for Deduction and “NI”
stands for No Income).

The underlying cause of the D/NI-outcome is a mismatch between tax systems. From the
perspective of the EU Member State the hybrid entity is tax transparent, while from an U.S.
perspective the hybrid entity is non-transparent. This makes an EU Member State think that the
payments are directly paid to the U.S. parent company and are taxed under the U.S. tax system.
However, the U.S. is not taxing anything because it believes the payments are received by a
taxable entity outside the U.S. No need to say the income ends up being “stateless”.

Recommendations OECD

Undoubtedly, the solutions recommended by the OECD to counteract this mismatch in tax
outcome are very exciting from a tax policy perspective.[2. See the final report on BEPS Action 2:
Neutralising the Effects of Hybrid Mismatch Arrangements, OECD, 2015.] It is suggested first that
the U.S. should include the payment in the ordinary income of the U.S. parent company despite of
the fact that the hybrid entity receives it. This would require a radical change in U.S. off shore
taxation, for instance an amendment of the U.S. rules on taxation of Controlled Foreign Companies
(CFC-legislation).

Subject to a number of conditions the OECD suggests a second-best option. If the U.S. will not
include the payment in the ordinary income of the U.S. parent, the EU Member State can proceed
to tax the hybrid entity as if it was an ordinary resident taxpayer.

The final and lowest ranked option suggested by the OECD is to skip the deduction at the level of
the EU company making the payment to the hybrid entity.

Tip of the iceberg

With these three options on the table, U.S. based firms with subsidiaries in the EU have no clue yet
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what is going to happen. Are they really about to lose a widespread possibility to generate stateless
income in the future? Policymakers in the U.S. and EU don’t seem to have made any choice yet.

However, recently a tip of the iceberg has become visible. From the draft proposal of the EU
Directive against base erosion and profit shifting (“Anti-BEPS Directive”) it can be derived that
EU Member States shall treat a hybrid entity no longer as tax transparent to the extent its income
e n d s  u p  b e i n g  s t a t e l e s s . [ 3 .  S e e
http://data.consilium.europa.eu/doc/document/ST-14544-2015-INIT/en/pdf (art. 12, par. 2).] This
solution shows similarities with the second-best option recommended by the OECD and intends to
include the hybrid entity as a taxable company under the tax laws of the EU Member States.[4.
This intention seems to fail in any case in which the hybrid entity is not established under the laws
of a EU Member State and has its effective place of management outside the EU.]

U.S. power play?

Now the EU has put its cards on the table, the million-dollar question is whether taxation of the
hybrid entities by EU Member States will ever become reality.

It seems hard to imagine the U.S. would accept EU Member States to put a higher tax burden on
U.S. firms just because of counteracting some technical hybrid mismatch in tax outcome. From an
international tax law perspective the income of the hybrid entity is not generated in the EU
whatsoever.[5. This because of the fact that the payments from the EU company to the hybrid
entity are priced at arm’s length.] Moreover, the U.S. Treasury could end up paying the price
because the additional taxation at EU level seems eligible for a foreign tax credit in the U.S. (if the
hybrid entity would repatriate the income to the U.S. parent company).

Given that this first move by the EU indicates it is planning to tax the hybrid entity, I expect one of
two following scenarios to happen.

Under the first scenario the U.S. will act fully in line with the OECD recommendations and amend
its CFC-legislation by taxing the payment received by the hybrid entity at the level of the U.S.
parent (as ordinary income). In this scenario the EU claim to tax the income will automatically be
withdrawn.

Under the second scenario the U.S. isn’t going to change its CFC-legislation but will use its power
to protect U.S. interest anyway. Recent concerns expressed by U.S. Senate Finance Committee
Members about the consequences of EU state aid claims addressed to U.S. firms, show an
i n c r e a s e d  a l e r t n e s s . [ 6 .  S e e
http://www.finance.senate.gov/chairmans-news/finance-committee-members-push-for-fairness-in-
eu-state-aid-investigations-.] That’s why I can’t rule out the possibility that power play of the
“most powerful nation on Earth” can lead to a widespread hybrid mismatch to remain in
international taxation forever.

________________________
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please subscribe here.

Kluwer International Tax Law

The 2022 Future Ready Lawyer survey showed that 78% of lawyers think that the emphasis for
2023 needs to be on improved efficiency and productivity. Kluwer International Tax Law is an
intuitive research platform for Tax Professionals leveraging Wolters Kluwer’s top international
content and practical tools to provide answers. You can easily access the tool from every preferred
location. Are you, as a Tax professional, ready for the future?

Learn how Kluwer International Tax Law can support you.
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