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To Commissioner Moscovici
+ copy to: Fiscal Attachés of Perm Reps

Dear Commissioner,

Subject: Proposed Anti-Tax Avoidance Directive
I am writing to you as Chief Executive of the European Banking Federation (EBF), which is the
voice of European banks.
The EBF is supportive of the development of new standards in the field of taxation and of the
adoption of tax measures, including anti-avoidance measures, which are designed to foster
fairer tax competition between jurisdictions globally and to simplify the international tax
system with a view to preventing double taxation and double non-taxation.
Banks are already undergoing extensive adaptations of their standards, processes and systems
to comply with an array of international and domestic regulatory changes, which aim to
increase transparency and responsibility. A coordinated and coherent implementation of the
OECD’s recommendations regarding base erosion and profit shifting (BEPS) at EU level, which
would enhance a single uniform market, is another initiative that the EBF would support. For
the reasons explained in the attached paper, the EBF, however, very much doubts that the
proposed Anti-Tax Avoidance Directive (ATAD) released by the Commission could achieve this
goal in the current stand of the drafting.
The EBF is concerned that the Commission’s proposal go way beyond the agreed measures at
OECD level and the stated objective of coordinating the implementation of these measures
within the EU. In fact, the Commission’s proposal also cover a number of areas in which the
OECD has made no recommendation at all in the first place, while certain “best practice
recommendations” laid down by the OECD have been upheld as binding standards and/or have
been conferred a more far-reaching scope in the Commission’s proposal. The EBF believes that
any deviation from, or over-implementation of, internationally agreed upon measures will put
the EU at a competitive disadvantage vis-à-vis its major trading partners, starting with the
United States.
Further, by deviating from international agreements reached at OECD level, the EU is at risk of
creating double or multiple standards undermining the consistency of the international tax
system while adding a layer of complexity and legal uncertainty for taxpayers operating in an
international context. The EBF is very concerned that double taxation will be one of the
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unintended consequences of such disparities, an outcome that would be particularly
detrimental to smaller Member States with an open economy. Given the potentially serious
implications of the Directive, the EBF is particularly concerned about the lack of impact
assessment at EU level.
In addition to these general considerations, the attached paper includes comments and
recommendations on a number of specific topics such as interest deductibility limitation, exit
tax, switch-over clause, general anti-abuse rule, Controlled Foreign Corporations rules and
hybrid mismatches.
Since this new legislation may have an important impact on the investment climate in the EU,
a thorough impact assessment should be made at EU level. The EBF also urges the Commission
and Member States to take appropriate steps to ensure a consistent implementation of the
BEPS actions on a global basis. Furthermore, we believe that the implementation of the BEPS
measures within the EU should be conditioned to an effective implementation of equivalent
measures by the EU’s major trading partners. In addition, proper mechanisms (e.g. efficient
dispute resolution systems) to prevent international double taxation resulting from the ATAD
should be implemented together with the ATAD and not separately. Finally, consistent carveouts or deeming rules applicable to financial institutions should be contemplated considering
existing regulatory requirements and business models.

Yours sincerely,

Wim MIJS
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EBF COMMENTS
ON THE PROPOSED ANTI-TAX AVOIDANCE DIRECTIVE
General comments
The EBF is supportive of the development of new standards in the field of taxation and of the
adoption of tax measures, including anti-avoidance measures, which are designed to foster
fairer tax competition between jurisdictions globally and to simplify the international tax
system with a view to preventing double taxation and double non-taxation.
Banks are already undergoing extensive adaptations of their standards, processes and systems
to comply with an array of international and domestic regulatory changes, which aim to
increase transparency and responsibility. These developments include the implementation of
the OECD Common Reporting Standard - transposed in European law through a revision of the
Directive on Administrative Cooperation - which already entails an important administrative
burden.
A coordinated and coherent implementation of the OECD’s recommendations regarding base
erosion and profit shifting (BEPS) at EU level, which would enhance a single uniform market, is
another initiative that the EBF would support. For the reasons explained in the present paper,
the EBF, however, very much doubts that the proposed Anti-Tax Avoidance Directive (ATAD)
released by the Commission could achieve this goal in the current stand of the drafting.
The EBF is concerned that the Commission’s proposals go way beyond the agreed measures at
OECD level and the stated objective of coordinating the implementation of these measures
within the UE. In fact, the Commission’s proposals also cover a number of areas in which the
OECD has made no recommendation at all in the first place, while certain “best practice
recommendations” laid down by the OECD have been upheld as binding standards and/or have
been conferred a more far-reaching scope in the Commission’s proposal (e.g. CFC rules and
rules on the limitation of interest deductibility).
The EBF believes that any deviation from, or over-implementation of, internationally agreed
upon measures in the short term will put the EU at a competitive disadvantage vis-à-vis its
major trading partners, starting with the United States, as there is no guarantee at this stage
that all countries that took part in the BEPS discussions will effectively introduce all minimum
standards into their legislation. The level of uncertainty regarding the latter is even higher when
it comes to the transposition into hard law of best practice recommendations issued by the
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OECD. Further, by deviating from international agreements reached at OECD level, the EU is at
risk of creating double or multiple standards undermining the consistency of the international
tax system while adding a layer of complexity and legal uncertainty for taxpayers operating in
an international context (taxpayers which would have to apply different set of rules when
operating within and outside the EU). The EBF is very concerned that double taxation will be
one of the unintended consequences of such disparities, an outcome that would be particularly
detrimental to smaller Member States with an open economy.
Therefore, the EBF urges the Commission and Member States to take appropriate steps to ensure
a consistent implementation of the BEPS actions on a global basis. Furthermore, we believe that
the implementation of the BEPS measures within the EU should be conditioned to an effective
implementation of equivalent measures by the EU’s major trading partners. Finally, proper
mechanisms (e.g. efficient dispute resolution systems) to prevent international double taxation
resulting from the ATAD should be implemented together with the ATAD and not separately.
A significant proportion of the Commission’s proposals would stretch the package beyond BEPS
recommendations and/or derive from the previously proposed Common Consolidated
Corporate Tax Base (CCCTB) (exit taxation clause, switch-over clause, GAAR, deductibility of
interests and CFC rules). We note that some of these measures, initially aimed at creating a
common corporate tax regime among Member States with a view to enhancing growth,
employment and investment within the EU, are now directed against other Member States as
well as third countries. The result will be the creation of tax barriers in certain circumstances,
an outcome that would be hardly in line with the stated objective of fostering the Internal
Market.
We are particularly concerned about the lack of impact assessment at EU level. Since this new
legislation may have an important impact on the investment climate in the EU, a thorough
analysis should be made. Absent a prior and comprehensive impact assessment of the complete
package proposed by the Commission, the EBF has doubts as to the fact that the ATAD will pass
the proportionality test under EU law pursuant to which the envisaged measures must not go
beyond ensuring the minimum necessary level of protection for the Internal Market. In this
context, the EBF is very concerned about the speed at which the Commission and Presidency
are trying to introduce this comprehensive package of repressive measures, without proper
impact assessment and sufficient time for stakeholder input.
The EBF is supportive of the goal of a globally simplified, fair and transparent tax system. It is
important that we reinforce the OECD BEPS recommendations as the globally accepted
standard that paves the way to global uniformity and simplicity. We do not think that in its
current state the ATAP achieves this. We are of the opinion that for the ATAD to gain quick
acceptance and smooth implementation, its content should be limited to a coordinated and
coherent implementation of the relevant BEPS actions by Member States, while its
implementation should be conditioned upon a concomitant adoption of equivalent measures by
the EU’s major trading partners. Any elements of the Commission’s proposal not directly related
to agreed recommendations at OECD level should be subject to separate discussions between
Member States on the merits of further tax harmonization within the EU, the former not being
on the BEPS agenda.
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Considerations regarding the banking sector
Large European banks operate in a number of jurisdictions. Many are structured through a head
office in the place of their incorporation, and then operate through branches in foreign
jurisdictions. Others are structured through separate subsidiary or affiliate companies (often
which are themselves authorised banks). Whatever the structure supporting their offshore
operations which are organised according to lines of business, it requires the necessary staff,
capital and funding in each jurisdiction to support the business operations and different
products being offered, taking into account the risk profile of the customers and/or the
regulatory needs in those jurisdictions.
Banks are strictly regulated and are accordingly required to hold capital and liabilities, and to
undertake key activities, in line with prescribed rules. Accordingly the calculation of revenues
and profits in each jurisdiction will be booked in a manner consistent with the wider regulatory
framework.
For the reasons set out above, banks are generally not carrying on the activities that give rise
to Base Erosion and Profit Shifting (BEPS) concerns. The BEPS action plan should not thwart
commercial activity, give rise to inconsistencies and/or create excessive compliance burdens.
Consistent carve-outs or deeming rules should be contemplated considering applicable
regulatory requirements and existing business models. Banks are closely monitored by
supervisors and are required to disclose information beyond that normally expected from other
public companies. Under the CRD IV, European banks are already required to provide countryby-country reporting and make it publicly available.
Additional elements for consideration regarding the specificities of the banking sector can be
found in the attached paper of the International Banking Federation.

Considerations regarding specific provisions of the ATAD
In addition to these general recommendations, we would like to comment and give advice on
a number of specific topics such as:







Interest deductibility limitation
Exit tax
Switch-over clause
General anti-abuse rule
CFC rules
Hybrid mismatches
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Interest deductibility limitation under ATA
The latest draft of the ATA Directive we have reviewed foresees a limitation of the deduction
of “exceeding borrowing costs” to an amount of 30% of the taxpayer’s earnings before interest,
tax, depreciation and amortisation (EBITDA) or up to an amount of EUR 3,000,000, whichever
is higher. “Exceeding borrowing costs” refer to deductible borrowing costs of a taxpayer that
exceed taxable interest revenues or other economically equivalent taxable revenues that the
taxpayer receives according to national law.
Concerning BEPS action 4, it is understood that discussions are taking place within the OECD. It
will certainly be worth commenting on the proposals that are currently being worked on.
The Proposal of the EC for a Directive against tax avoidance contains a limitation of deductibility
of interest. The reasoning to introduce this limitation is twofold: 1) to put an end to profit
shifting by financing entities in high-tax jurisdictions through debt borrowed from group
entities in low-tax jurisdictions, and 2) to mitigate the bias against equity financing.
Member States may exclude financial undertakings from the scope of the interest deductibility
limitation foreseen at article 4 of the draft ATAD. EBF takes the view that such exclusion should
be granted in any circumstances and not made available at the discretion of Member States.
The EBF does not believe it is appropriate to apply an interest deduction limitation to financial
institutions. Financial institutions borrow and lend as part of the core activity rather than to
engage in profit shifting to low-tax jurisdictions.
Secondly, financial institutions are subject to very strict regulation, on both European and
national level which governs the the amount and type of equity that they must hold, and the
ratio of liabilities to equity. Therefore it is absolutely excluded that they fall within the second
reasoning to introduce the interest deduction limitation.
In addition to regulatory and supervision restrictions, banks are also prevented from engaging
in profit shifting activity by transfer pricing principles which govern the interest rates that can
be charged on loans.
Use of EBITDA as a reference in financial services
For financial institutions EBITDA is unlikely to be an appropriate reference against which to
calculate the limitation. The two major components of EBITDA are profit/loss before tax and
interests.
Although banks may be expected to be net interest recipients in many cases, there will be
situations in which a bank may have net interest expense either in the short or long term.
A bank which receives high levels of interest from customers will be able to deduct interest
expenses as part of normal business. However, a bank which is paying more interest than it
receives and consequently may be making a low profit or even a loss, will not be able to fully
deduct interest costs. So during difficult financial times, a bank may be restricted from
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deducting the expenses that are associated with the core business. This limitation will have a
counter-cyclical effect that could push banks further into a loss making position in situations
where that could run counter to wider economic interests. The alternative interest deductibility
cap of EUR 3,000,000 is far from sufficient to solve this problem, since the amount of interest
paid by a bank will go far beyond this amount, given that taking out loans as an intermediate is
its core business.
It is not only the financial institution that will be subject to the limitation. Also its clients, who
take out a loan, may only deduct the interests paid at 30% of their EBITDA. This will increase
the costs of borrowing and could ultimately have a negative impact on the economy as a whole.
We would propose that interest paid to a bank by a third party should not be subject to this
limitation. Given the high corporate income tax rate applicable in some Member States,
companies in these Member States are typically financed with debt. The limitation of interest
deduction will therefore have a large impact on the effective corporate income tax rate to be
paid. A relocation of companies outside certain Member States, or even outside the EU
altogether, may be the result.
We are concerned that the introduction of a mandatory interest limitation rule within the EU
will introduce an un-level playing field vis-à-vis peer economies outside the EU since it is only a
best practice recommendation under the BEPS actions, which the Commission turns into a
minimum standard. Finally, the fact that a series of options is left at the appreciation of Member
States may jeopardize the stated objective of a coordinated and coherent implementation of
the BEPS actions within the EU and the preservation of the Single Market.
The limitation applies without distinction of the origin of the debt, save for existing third-party
loans, which benefit from a grandfathering clause in the latest draft of the ATAD we have
reviewed (the latter is certainly a step in the right direction but cannot be considered as
sufficient). For example, it is not relevant whether the interest is related to intra-group, third
party, EU or third country debt, or whether the lender is effectively taxed on such interest; no
distinction is made between interest paid to a group member or to a third party and taxes paid
abroad on the received interest are not taken into account; it is not relevant whether the
interest is effectively taxed under CFC rules. It therefore also applies to all interests paid to
financial institutions. Together with the lack of a possibility to demonstrate that the interest
expense has been incurred for a valid reason, this measure is overall too strict.
Member States may (but are not obliged to) implement the following important exception to
the interest limitation rule: taxpayers which are part of a group can fully deduct their net
interest if they can demonstrate that the ratio of their equity over their total assets is equal to
or higher than the equivalent ratio of the group (which consists of all entities which are included
in audited consolidated statements drawn up in accordance with the accounting rules that
apply in a Member State, IFRS or U.S. GAAP). A ratio that is 2 percentage points lower than that
of the group is still considered to be equal to group ratio. The EBITDA of a tax year which is not
fully absorbed by the net interest incurred by a taxpayer in that or previous tax years may be
carried forward indefinitely and will increase the relevant EBITDA of the following year.
Similarly, interest which cannot be deducted because of the EBITDA limitation may be carried
forward to subsequent years. This group ratio clause - provided for in paragraph 3 - is not
sufficient to mitigate this disadvantage, and above all, it is optional for the member states to
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introduce this in their national legislation. It is in particular damaging in member states where
there is no corporate income tax consolidation.
In addition, the condition under para 3, e) goes beyond the rationale of the proposal and should
be modified. Indeed, the condition should be limited to payments made to associated
enterprises based in low-tax jurisdictions.
Exit tax under ATA
The proposed Directive requires Member States to apply an exit tax when a taxpayer moves
assets or its tax residence out of the tax jurisdiction of a Member State. This includes
transferring assets from a head office to a permanent establishment in another Member State
or a third country as well as transferring assets from a permanent establishment to the head
office or a permanent establishment in another Member State. It also includes the transfer of
tax residence to another Member State or to a third country except for those assets, which
remain effectively connected with a permanent establishment in the original Member State;
and a transfer of a permanent establishment out of a Member State.
The Member State must tax unrealized capital gains on the assets, which are transferred, e.g.
the difference between the market value and the book value of the assets, which are
transferred. If the assets, tax residence or permanent establishment are transferred to another
Member State, that Member State must accept the market value established by the Member
State of origin as the starting value of the assets for tax purposes. In this regard, ‘market value’
is the amount for which an asset can be exchanged or mutual obligations can be settled
between willing unrelated buyers and sellers in a direct transaction.
In the case of a transfer to a Member State or to a third country that is party to the European
Economic Area (EEA) Agreement, the taxpayer must have the right to either immediately pay
the exit tax or to defer payment of the tax over at least five years and to settle the tax liability
through staggered payments.
However, the Court of Justice of the EU (CJEU) has ruled that an exit tax on unrealized gains
breaches the EU freedom of establishment if the exit tax is only due when assets are being
transferred outside of the territory of the Member State (and not in case of a national transfer):
the exit charge can only be levied when the gains are effectively realized or when the assets
leave the EU or the European Economic Area (e.g. C-38/10, Commission v. Portugal). It is
therefore uncertain that the Directive is fully compliant with the EU freedom of establishment.
Such Exit Tax is a barrier to the fundamental freedoms and does not belong in an internal
market like the EU. Moreover we doubt that it is consistent with the jurisprudence of the
European Court of Justice. Furthermore, there is no definition of ‘transfer of a temporary
nature’, which could lead to disagreement between Member States.
Switch-over clause under ATA
Member States must apply a credit system for certain types of foreign income which originate
from third countries instead of an exemption (hence the name ‘switch-over’). The foreign
income from third countries to which this switch-over clause applies includes profit
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distributions, proceeds from the disposal of shares and permanent establishment profits. The
switch-over clause applies if the entity or permanent establishment from which the income
originates is taxed at a corporate tax rate lower than 40% of the statutory corporate tax rate
that would have been charged in the Member State of the taxpayer. In that case, the foreign
income may not be exempt, but must be taxed with a deduction (credit) of the tax paid in the
third country. The deduction may not exceed the amount of tax attributable to the foreign
income. The switch-over clause does not apply to losses incurred by a permanent
establishment of a resident taxpayer situated in a third country and losses from disposals of
shares in an entity which is tax resident in a third country. The switch-over clause is not limited
to group companies; the rule can also apply to an investment in shares of an unrelated listed
company.
The switch-over clause conflicts with the starting point of the BEPS-actions. The idea of BEPS is
to levy taxes where the economic activities took place and where the value was created. By
introducing this switch-over clause, the exact opposite effect is created.
Secondly, all investments, even legitimate investments, from an EU-enterprise in low-tax
jurisdictions will be discouraged, since there will be no level playing field compared to local
companies or subsidiaries of non-EU companies.
There is no escape clause for legitimate investments, the proposal does not contain any
possible exemptions.
The proposal introduces a rule that discriminates member states with a high tax rate.
Since the switch-over clause will only enter into effect when the 40% threshold is exceeded,
the dividend received exemption and capital gain regime will remain in place in some occasions.
The application of two different regimes is an extra administrative burden for companies.
Furthermore, the decision to introduce a switch-over clause is somewhat surprising. In the
explanatory memorandum (p. 8 of the Proposal) the Commission states that there are inherent
difficulties in giving credit relief for taxes paid abroad, therefore states exempt foreign income
from taxation. Yet they are now introducing a system that obliges member states to give a
credit relief for taxed paid abroad.
If a switch-over has to be maintained in the final version of the Directive, we strongly encourage
the Commission to limit its application only to those situations where a Convention for the
avoidance of double taxation is not in place.
General Anti-Abuse Rule under ATA
The draft ATAD includes a General Anti-Abuse Rule (GAAR), which is designed to cover gaps
that may exist in a country’s specific anti-abuse rules. According to the European Commission’s
proposal, it is designed to reflect the ‘wholly artificial test’ of the Court of Justice of the EU
(CJEU), where ‘wholly artificial’ is being translated as ‘non-genuine’. An arrangement or series
of arrangements are regarded to be non-genuine to the extent that they are not put into place
for valid commercial reasons, which reflect economic reality. If the Directive is adopted, nonPage 7 of 11

genuine arrangements or a series thereof carried out for the essential purpose of obtaining a
tax advantage that defeats the object or purpose of the otherwise applicable tax provisions,
must be ignored for the purpose of calculating the corporate tax liability. The tax liability must
be calculated by reference to economic substance in accordance with national law. The GAAR
must be applied in the same way in domestic, intra-EU and third country situations.
It is important that this GAAR is consistently interpreted and applied by Member States. In
particular, it should be made clear that it will be for the local tax authorities to prove that a
specific arrangement is non- genuine.
We note a recent proposal for amendment to the initial wording of the GAAR tabled by the
Presidency targeting “arrangements or series of arrangements which, having been put into
place for the main purpose of or one of the main purposes of obtaining a tax advantage that
defeats the objects or purpose of the applicable law, are not genuine having regard to all
relevant facts and circumstances”. While we appreciate that the primary purpose of these
proposed amendments is to ensure consistency with similar provisions in the Parent-Subsidiary
Directive, we are concerned that the proposed wording is very wide in its scope (in any case
much wider than the initial wording proposed by the Commission) and is thus particularly prone
to diverging interpretations from one Member State to another. Finally and most crucially, we
have serious doubts as to the fact that the said wording would be in line with relevant case law
of the European Court of Justice (Halifax plc, C-255/902), which focuses on transactions
designed solely to obtain a tax advantage. The proposed amendment to the wording of the
GAAR goes well beyond this criterion and therefore may significantly impede legal certainty
across the EU.
It is useful to consider the example of countries which have enacted general anti-avoidance
rules already.
In the case of the United Kingdom, it is notable that the introduction of the general antiavoidance rule was the result of years of consultations which included an independent report
into the introduction of the rule, and lengthy consultation with industry and tax payers. This
long period of engagement was required to ensure that the rules were consistent with the
wider legal framework in the UK, were clearly understood by all parties and had safeguards to
ensure that parties were not unfairly penalized.
The UK experience highlights in particular, that there is a risk that the introduction of a GAAR
increases uncertainty for tax payers compared to specific tax rules, particularly where the
general anti-avoidance rule allows tax authorities to look back and challenge decisions made
by companies. It is therefore important that the introduction of a GAAR establishes appropriate
safeguards for taxpayers.
Controlled foreign company rules
The draft ATAD foresees an obligation for Member States to apply controlled foreign company
(CFC) rules to taxpayers with controlled subsidiaries in low-tax jurisdictions with a certain
amount of mobile passive income. The CFC rules attribute non-distributed income of the lowtaxed controlled foreign subsidiary to its parent company by including it in the tax base of the
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parent. A subsidiary is ‘controlled’ if the taxpayer, together with its associated enterprises as
defined under the applicable corporate tax system, holds a direct or indirect participation of at
least 50% of the voting rights or owns more than 50% of capital or is entitled to receive more
than 50% of the profits of that entity. The subsidiary is located in a low-tax jurisdiction if under
the general regime profits are subject to an effective corporate tax rate lower than 40% (or
50%) of the effective tax rate that would have been charged under the applicable corporate tax
system in the Member State of the taxpayer. Furthermore, the CFC rules only apply if more
than 50% of the income accruing to the entity falls within any of the following categories: (1)
interest; (2) royalties; (3) dividends and income from disposal of shares; (4) income from
insurance; or (5) income from services rendered to the taxpayer or its associated enterprises.
This provision only applies to financial undertakings if more than 50% of the income in these
categories comes from transactions with the taxpayer or its associated enterprises. The CFC
rules do not apply if the subsidiary’s principal class of shares is regularly traded on one or more
recognised stock exchanges.
The foreign income to be included in the tax base must be calculated in accordance with the
rules of the corporate tax law of the resident state of the taxpayer and in proportion to the
entitlement of the taxpayer to receive profits of the subsidiary. The income must be included
in the tax year in which the tax year of the subsidiary ends. Losses of the subsidiary are not
included in the tax base, but are carried forward. To avoid double taxation, the amount which
was previously taxed under the CFC rules must be deducted from the tax base when calculating
tax due on distributed profits or upon the disposal of the participation.
The CFC rules apply to both third country and EU CFCs. However, for CFCs in the EU and EEA
countries these rules only apply if the establishment of the entity is wholly artificial or to the
extent that the entity engages, in the course of its activity, in non-genuine arrangements which
have been put in place for the essential purpose of obtaining a tax advantage. The attribution
of controlled company income must be calculated in accordance with the arm’s length
principle.
Financial undertakings which are tax resident in the EU or the EEA and EU and EEA permanent
establishments of financial undertakings were initially excluded from the scope of the proposed
CFC rules. We, however, note that the latest proposal tabled by the Presidency foresees to
remove this carve-out on the ground that “it would anyway be unlikely that a financial
undertaking would be wholly artificial”. The EBF strongly believes that this carve-out should be
maintained in order to avoid increasing legal uncertainty and putting an undue burden on
financial undertakings, which, as per the Presidency’s own words and having regards to the
regulatory framework applicable to the said undertakings, are unlikely to be “wholly artificial”.
In addition, as with the imposition of an exit tax, it is not clear that the imposition of controlled
foreign company rules within the EU is consistent with the fundamental freedoms of the EU.
CFC-regulation is only a ‘best practice’ under the BEPS-actions. By imposing this kind of
regulation upon Member States, they will be put at a disadvantage towards other countries
that don’t introduce this rule into their national legislation.
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The CFC-regulation conflicts with the starting point of the BEPS-actions, being that taxes should
be levied where the economic activities took place and where the value was created. By
introducing this CFC-regulation, the exact opposite effect is created.
There is no possibility to provide any counter-proof, nor a possibility to give a credit relief for
taxes paid abroad.
No distinction is made between direct and indirect subsidiaries. Therefore, when a subsidiary
is held by a chain of entities in different member states, each member state would be
competent to levy taxes under the CFC-regulation. This will lead to double taxation.
There is no definition of ‘effective corporate tax rate’. It is unclear what will be the impact of
specific favorable tax regimes, such as the royalty deduction. Furthermore an effective
corporate tax rate can be influenced by tax items such as the creation or withdrawal of taxable
reserves or prior year tax adjustments that are not necessarily linked to the tax year concerned.
Use of effective tax rate
Moreover, the use of the ‘effective corporate tax rate’ for CFC-regulation creates a gap with
the switch-over clause where the ‘statutory corporate tax rate’ is used. It is likely that in some
cases the 40% (or 50%) threshold is reached for the CFC-regulation but not for the switch-over
clause.
On top of that we believe that the ‘effective corporate tax rate’ test introduces significant
practical issues. Firstly, every year an analysis of the effective tax rate of each subsidiary must
be made and compared to the effective tax rate of the each entity in a Member State, which,
together with the additional complexity of reestablishing the taxable basis under the rules of
the parent company’s jurisdiction, is a significant increase of the administrative burden and a
source of additional uncertainties. Secondly, the effective tax rate is only known upon receipt
of the tax assessment, long after the financial year has ended and is likely to vary year-to-year.
For these reasons we strongly encourage the Commission to use the ‘statutory tax rate’ for the
CFC-regulation.
Hybrids under ATA
The measure on hybrids provides that when two Member States give a different legal
characterization to the same taxpayer (hybrid entity) or payment (hybrid instrument) and this
leads to either a situation where a deduction of the same payment, expenses or losses occurs
in both Member States or to a deduction in one Member State but not an inclusion in the tax
base of the other Member State, the legal characterization given to the hybrid entity or to the
hybrid instrument by the source state in which the payment is made or the expenses are
incurred or losses are suffered, must be followed by the other Member State.
This provision seems to be in conflict with EU law and to be discrimination of foreign
enterprises. Indeed, according to this provision, a cost may be non-deductible due to its
qualification in another member state, while the same cost would be deductible in a national
context.
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This provision may have a detrimental impact on stock lending and repo transactions.
Interaction with third parties
The ATA does not contain an exclusion for transactions with third parties. Banks will typically
engage in a number of commercial transactions which are at greater risk of different
characterisation cross-border as a result of their complexity.
However, a bank would not know what the tax treatment of a transaction would be in the hands
of a third party and whether that may be different from the treatment in the banks own books.
We would suggest that there should be an exemption from the hybrid mismatches for
payments which applies to transactions between third parties.
Exception for regulatory capital
Regulated banks are required to hold a certain level of regulatory capital to protect depositors.
Capital is permanent or long-dated funding with the ability to absorb losses in times of stress.
Regulators require banks to hold capital in three forms: Common Equity Tier 1 Capital (CET1),
Additional Tier 1 Capital (AT1, also called hybrid Tier 1 Capital) and Tier 2 Capital.
Each form is narrowly prescribed by the regulators, with little ability of the banks to change the
form if the instruments are to comply.
The most relevant form for present purposes is AT1. AT1 comprises high quality capital that
provides: (a) a permanent and unrestricted commitment of funds, (b) is freely available to
absorb losses, (c) ranks behind the claims of depositors and other more senior creditors in the
event of winding up and (d) provides for fully discretionary capital distributions.
AT1 may be issued in the form of equity (for example, preferred shares) or in the form of debt
(for example, subordinated, perpetual or converting debt), and will have both debt and equitylike features.
AT1 instruments are required to be issued for regulatory reasons that are not driven by tax
considerations.
A dedicated exception is needed for widely held or traded regulatory capital instruments issued
by banks. Such an exception would be consistent with the recommendations published by the
OECD.
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IBFed Policy Paper
BASE EROSION and PROFIT SHIFTING (BEPS)
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Executive summary







The Regulatory and Commercial Environment has a large influence on banking groups.
Banks book profits in jurisdictions where key functions are undertaken. This normally results
in income being booked in the location where customer facing.
Banks are generally not carrying on the activities that give rise to Base Erosion and Profit
Shifting (BEPS) concerns and therefore should not constitute a natural focus of the BEPS
action plan. This particularly applies to the treatment of hybrid regulatory capital and
allocation of interest deductions. Consistent carve-outs or deeming rules should be
contemplated considering applicable regulatory requirements and existing business models.
The BEPS action plan should not thwart commercial activity, give rise to inconsistencies
and/or create excessive compliance burdens.
Globally consistent application of any rule changes is critical.

Background
Banks are Different from other MNEs
Banks are different to multinationals operating in other industries, because of:
 regulations that apply to them; and
 nature of activities undertaken and operating structures adopted.
Regulation
A regulatory environment already exists for banks which constrain the allocation of capital, funding
and income. Banks are subject to banking regulations at both an international and domestic level.
This acts as an effective method of limiting debt and excessive leverage within large banking groups.
International – Basel
The international banking sector is highly regulated with continuously evolving standards, set by an
acknowledged standard setting organisation within the Bank for International Settlements. These
are commonly known as the “BASEL” standards.
The Basel committee is the primary global standard-setter for the prudential regulation of banks and
provides a forum for cooperation on banking supervisory matters. It provides a series of regulatory
frameworks, most recently through the Basel III measures.
Basel III is a comprehensive set of reform measures, developed to strengthen the regulation,
supervision and practices of banks worldwide with the purpose of enhancing financial stability in the
banking sector.
It aims to:





improve the banking sector's ability to absorb shocks arising from financial and economic
stress, whatever the source;
improve risk management and governance; and
strengthen banks' transparency and disclosures.

It does this by:
 bank-level, or micro-prudential, regulation, which helps raise the resilience of individual
banking institutions to periods of stress; and
 targeting macro prudential, system wide risks that can build up across the banking sector as
well as the pro-cyclical amplification of these risks over time.
These two approaches to supervision are complementary as greater resilience at the individual bank
level reduces the risk of system wide shocks.
Domestic
The national banking sector is highly regulated by the domestic banking regulator. Almost without
exception, the domestic regulator will implement banking rules in its domestic environment based
on the Basel standards with adjustments to best address national specific issues. Within the
European Union, the Basel III agreement is being consistently applied by the 28 Member States
through the CRD IV package, which provides a uniform set of prudential rules for banks, building
societies and investment firms under the supervision of the European Banking Authority.
A table of the domestic banking regulators for a sample of representative jurisdictions is contained
at Appendix 1 attached.
The standards set by Basel and the domestic banking regulators dictate that international banks
meet required standards and thresholds.
International banks are also required to disclose information beyond that normally expected from
other public companies, and are closely monitored by the domestic regulator.
Banking Regulations
Some examples of how banks are tightly regulated are as follows.
Banks Are Required to Hold Minimum Levels of Capital
Banks operate with minimum levels of total regulatory capital. Banking regulators determine
prudential capital requirements (PCRs) for banks. The minimum PCRs that a banking group should
maintain are as follows (expressed as a % of total risk weighted assets held by the banking group):
a) Common Equity Tier 1 (CET1) Capital of 4.5%.
CET1 comprises ‘tangible’ equity such as shareholders’ common equity retained and current
year earnings, and accumulated reserves. It is the primary defence against insolvency and
bank failure.
b) Tier 1 Capital ratio of 6.0%
Tier 1 Capital comprises CET1 and Additional Tier 1 (AT1) capital. AT1 primarily refers to
other forms of equity capital, such as preference shares, as well as some kinds of debt
instruments with similar characteristics. Under the Basel framework, AT1 capital must be
available to absorb the losses of a troubled institution before it becomes non-viable.
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c) Total Capital ratio of 8.0%
Total capital comprises CET1, AT1 and Tier 2 capital. Tier 2 capital includes subordinated
debt that has a ‘bail-in’ clause, meaning it can be converted to equity or written off should a
set trigger condition be met. Tier 2 Capital includes other components of capital that, to
varying degrees, fall short of the quality of Tier 1 Capital but nonetheless contribute to the
overall strength of a banking group and its capacity to absorb losses.
The banking group must maintain risk-based capital ratios above its PCRs at all times.
In fact, banking groups generally hold capital in excess of these minimum PCRS, by incorporating
required buffers particular to their circumstances. Buffers are held for capital conservation and
countercyclical reasons. These buffers can be used in times of stress and as losses are incurred. For
example, it might be required to hold a capital conservation buffer of 2.5% in addition to a
countercyclical buffer of up to 2.5% and a systemic risk buffer of up to 5%.
Additionally, where banks are part of broader groups which include both regulated and nonregulated entities, specific capital requirements are also prescribed for the overall group.
A combination of the domestic regulatory and tax (or regulatory) rules ensures that capital can only
be held in jurisdictions that require that funding and/or level of capital for regulatory purposes.
Currently, in most countries, the cost of servicing CET1 and Tier 1 is not deductible, whilst only the
cost of servicing Tier 2 capital would be. Potential anti-hybrid rules are subject of domestic focus
following the OECD final report on Action Item 2. Any such rules are expected to specifically exclude
regulatory capital hybrid instruments, although differences may arise between jurisdictions.
Banks have Prudential Limits on Intra-Group Exposure
Banking regulators seek to ensure that debt is not disproportionately re-allocated to particular
entities by intra-group transactions. The regulators mandate that a bank:
 monitor, manage and control potential contagion risk between the banking group and other
members of a conglomerate group of which the bank is part;
 meet minimum requirements with respect to dealings with related entities and certain
related matters; and
 comply with the prudential limits on intra-group exposures.
Broadly, international banks must not have unlimited exposure to related entities either in aggregate
or at an individual entity level. Banks must limit their exposure to related entities to a level similar
to that approved for dealings between unrelated entities. This is particularly so in the case of
conglomerate groups where regulated and non-regulated entities can together form part of the
group. The whole group must be sufficiently capitalised such that obligations are not adversely
impacted by risks emanating from non-regulated entities in the group.
Banks Are Required to Hold Minimum Amount of High Quality Liquid Assets
Regulators require banks to maintain sufficient liquidity (at all times) to meets its obligations as they
fall due and hold minimum level of high quality liquid assets (HQLAs) to survive a severe liquidity
stress.

3

Under the Liquidity Coverage Ratio (LCR) imposed by the Regulators, Banks are required to maintain
an adequate level of unencumbered HQLAs to meet their liquidity needs for a 30 calendar day
period under severe stress scenario.
The LCR must be >100%, and the test is represented by:
Stock HQLAs
Total net cash outflows over next 30 calendar days

> 100%

Under the Basel LCR framework, banks are expected to be able to meet their liquidity needs in each
currency and maintain HQLA to support their liquidity needs by currency. The Regulators require
international banks, in calculating the LCR, to take into account restrictions on the ability to transfer
liquids across borders. The Regulators generally only allows liquid assets held offshore to be
included in the Group LCR to the extent they match the outflows in that jurisdiction, with surplus
liquids held offshore only able to be included in the Group LCR in limited circumstances. These
requirements have the effect of requiring international banks to hold liquid assets in the jurisdiction
where the funding is raised.
Banks are Required to Maintain an Appropriate Net Stable Funding Ratio
The net stable funding ratio (NSFR) requires banks to maintain sufficient stable funding to fund its
assets and off-balance sheet activities. This is intended to reduce the likelihood that disruptions to
the Bank’s regular funding source will cause liquidity issues, increase the risk of its failure and
potentially lead to broader systemic stress. The NSFR limits overreliance on short-term wholesale
funding, encourages better assessment of funding risk across all on- and off-balance sheet items,
and promotes funding stability.
Banks Are Subject to Additional Monitoring Requirements by Domestic Regulators
In addition to the global regulatory principles, many of the local banking authorities regulate flows
between head office and foreign branches/subsidiaries. For example, regulators often impose their
own limits on the amount of funds that can be transferred between branches/subsidiaries in their
jurisdiction to head office. Large lumpy lows from head office to branches are queried and pressure
put on banks to reduce such transactions. Local regulators want the local balance sheet to be stable
and predictable, with limitations on the ability of funds to be transferred to head office, especially in
a crisis.
Specific Jurisdictions
Whilst largely based upon the Basel framework, regulatory rules can differ with regard to specific
domestic rules implemented by authorities.
Appendix 2 highlights some of these.
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Other Regulations
Tax
The OECD provides guidance on the appropriate tax treatment for international issues, and the
treatment for banks has been a feature of its reports. For example, in 2010 the OECD produced its
landmark report on Attribution of Profits to Permanent Establishments, which contained particular
guidance to banks on the treatment of their branches and on global trading activities.
The OECD has also released particular BEPS recommendations in the BEPS final reports. Some of the
recommendations impacting banks include those related to transfer pricing, hybrid instruments, and
interest deductibility although it is noted that special consideration is required for banks in many
instances.
Double tax treaties also prescribe the tax treatment of certain international activities undertaken by
banks.
Local tax authorities also closely regulate international banks. There are often specific tax rules in
the domestic law dealing with certain banking activities, and some international banks have entered
into co-operative compliance arrangements and/or codes of practice with tax authorities. These
provide for greater disclosure to the authorities by the banks of its operations.
In addition to international banking activities being regulated/impacted by the OECD, double tax
treaties and the local tax authorities, activities may also be impacted at the EU level (via EU
Directives, for example). Furthermore, banks are already subject to burdensome banking levies in
many jurisdictions.
Specific Accounting Rules and Specific Accounting Schemes
Banks are subjected to specific accounting rules and specific accounting schemes that differ from
those that apply to ‘traditional’ enterprises. Therefore, certain (tax) measures that apply to all
corporate income taxpayers and which are based on calculations made with input from the
corporate accounts have a different impact on banks.
Impact of the Regulatory Environment for Banks
There has long been a recognition that the nature of business undertaken by banks warrant special
consideration when developing both domestic and international tax rules. This is reflected in
decades of work undertaken by the OECD (including in its current BEPS proposals).
The regulatory environment which surrounds the banking industry already constrains the behaviour
of banks in ways which obviate many of the BEPS risks.
A combination of the regulatory requirements, business needs and clear transfer pricing rules mean
that there are limits on the deductions that international banks are able to claim for its funding and
regulatory capital. Similarly, international banks are not able to simply allocate income to low tax
jurisdictions. Rather, income attributed to a particular jurisdiction needs to be supported by a
robust and independent analysis.
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Nature of Activities Undertaken and Operating structure
The nature of activities undertaken by banks and their operating structures means they should not
be a natural focus of the BEPS agenda.
Structure of banks
International banks operate in a number of jurisdictions. Most banks are structured through a head
office in the place of its incorporation, and then through branches in foreign jurisdictions. Others
are structured through separate subsidiary companies supporting their foreign operations.
Generally international banks organise their foreign operations according to lines of business, and
require the necessary staff, capital and funding in each jurisdiction to support the business
operations in that jurisdiction.
Regulatory considerations are the key driver impacting bank structures. For example, local country
regulatory requirements can impact the decision to carry on a business through a branch or
subsidiary. Additionally, the nature of the business activities and industry in which a bank operates,
and the associated regulation, can impact the structure (e.g. operation of a funds management
business through a subsidiary company).
Funding
Banks are funded by a mixture of debt and equity.
A bank will generally obtain debt funding from depositors and wholesale funding from the market.
The bank’s wholesale funding will be carried out by its Treasury function, and will usually take place
in the jurisdiction that needs funding. An international bank’s foreign branch/subsidiary may raise
its own funding, or may borrow from other offshore branches/subsidiaries at market rates.
Banks are required to issue equity (in the form of issued capital and hybrid instruments) to maintain
minimum levels of capital. A banks’ capital raisings are generally centralised, and then disbursed to
foreign branches and and/or subsidiaries to support different products being offered, the risk profile
of the customers and/or the regulatory needs in those jurisdictions. Lumpy allocations of that
capital are not abnormal.
The recent OECD BEPS final report on Action item 4 focussed on interest deductibility acknowledged
the particular nature of the financial services industry and banks which does not make the
recommendations for Action 4 directly applicable.
Core Business
Giving out loans is the core business of a bank, while for other enterprises it is only a side activity.
Thus, measures or restrictions regarding lending activities hit banks in their core activity. Such
measures cannot apply to banks in the same way as they apply to traditional enterprises, without
any adjustments.
Banks Governance Frameworks
Banks establish a number of committees to monitor risk of non-compliance and reputational risk,
and require their staff to comply with a multitude of policies to guard against such risks.
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Banks usually adopt three lines of defence approach to risk management, which reflects a culture
that risk management is everyone’s responsibility. The first line of defence is the divisional business
unit, and requires them to identify, evaluate and manage risk that they originate within approved
risk appetite and policies. The second line of defence is a separate risk and compliance function that
establishes frameworks, policies and processes which it uses for managing and monitoring of the
risk. The third line of defence is Group Audit function which independently tests and evaluates the
risk and control functions, and reports separately to the Board.
Therefore, the international banks also have well developed and robust governance frameworks
which mitigate tax risks (including the types raised in the BEPS debate).
This typically includes an internal tax risk management framework. Depending on the jurisdictions in
which the banks operate, they often also have a co-operative compliance arrangement and/or work
under a code of practice with the tax authorities. International banks also have robust transfer
pricing documents that deal with cross border international transactions, and may have those
policies signed off by the relevant tax authorities under Advanced Pricing Arrangements.
Additionally, new rules related to country-by-country reporting require banks to comply within each
respective country in which they operate. We believe that the existing transfer pricing rules are
well placed to deal with any perceived misallocations within a global banking group.
There has, at times, been a perceived need by governments to restructure banks that are “too-bigto-fail” in a domestic or even European context which have placed even greater pressure on banks.
This can manifest itself in enforced ring-fencing of lines of operations which impacts overall bank
structure (e.g. separation of retail and wholesale banking businesses, or business lines such as
insurance and funds management).
In many jurisdictions, in particular within the European Union, banks are already required to disclose
annually, a breakdown of taxes paid in each jurisdiction where they have an establishment. These
requirements anticipate the reporting requirements foreseen under BEPS action 13 and come on the
top of the adoption of transparent practices by international banks, including the voluntary
disclosure of their public information on their tax policies and tax liabilities.
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Appendix 1
Banking regulators
Jurisdiction

Banking Regulators

Australia
Brazil
Canada
China
European Union

Australian Prudential Regulation Authority
Banco Central do Brasil
Office of the Superintendent of Financial Institutions
China Banking Regulatory Commission
European Banking Authority, European Central Bank, European
Commission
French Prudential Supervisory Authority
Federal Financial Supervisory Authority
Hong Kong Monetary Authority
Reserve Bank of India
Financial Services Agency
Financial Supervisory Service, Financial Services Commission
Commission de Surveillance du Secteur Financier
Financial Markets Authority
Central Bank of Russia
Monetary Authority of Singapore
Banco de España
Swiss Financial Market Supervisory Authority
South African Reserve Bank, National Credit Regulator
Prudential Regulation Authority, Bank of England
The Federal Reserve, Office of the Comptroller of the
Currency (OCC)

France
Germany
Hong Kong
India
Japan
Korea
Luxembourg
New Zealand
Russia
Singapore
Spain
Switzerland
South Africa
UK
US

8

Appendix 2
Banking Regulations – specific jurisdictional issues
European Union
In the case of the European Union a single resolution and supervision mechanism is now in place
which should be completed by a harmonised deposit guarantee fund. Therefore the European banks
now follow, from a prudential point of view, a unique set of rules. Also, many regulatory initiatives
are currently discussed (e.g. BCBS SA & Capital Floors, IRRBB, CVA, TLAC & European MREL, IRFS9) at
the European Union level which in the end will significantly increase the level of capital required
from banks.
South Africa
South Africa issued Directive 5/2013 which outlines the minimum capital requirements for banks
operating in South Africa based on the Basel III framework, and take effect from 1 January 2013. The
South African minimum capital requirements align with the Basel III framework and are set out in
Appendix A of the Directive, and also contain various capital add-ons relating to systematic risk and
bank specific individual capital requirements. A minimum capital requirement for domestically
systematically important banks is being implemented from 1 January 2016.
Switzerland
In 2012 the Swiss Federal Council revised the Liquidity and Capital Adequacy Ordinances for banks.
The Ordinances together with the Circulars of the Swiss Financial Market Supervisory Authority
(FINMA) align the Swiss minimum capital requirements with the Basel III framework, which applies
for all banks operating in Switzerland. In addition to this, on 21 October 2015 the Federal Council has
defined new capital adequacy standards for systemically important banks. The total risk-weighted
minimal capital requirements have been increased from currently 19% to 28.6% from the year 2019
onwards. The Federal Council has also taken other measures to reinforce the current "too big to
fail"
regime
and
hence
the
resilience
of
these
banks.
(See
also:
www.finma.ch/en/news/2015/10/mm-tbtf-20151021/)
Canada
The Canadian domestic regulator, the Office of the Superintendent of Financial Institutions (OSFI),
has traditionally ensured that Canadian banks are early adopters of Basel rules, including accelerated
time lines to achieve compliance with higher capital levels. Although there are no Globally
Systemically Important Banks (G-SIBs) in Canada, OSFI requires all Domestic Systemically Important
Banks (D-SIBs) to hold an additional 1% of capital as a ‘too-big-to-fail’ buffer, and they must also
comply with many G-SIB and all EDTF disclosure requirements. All Canadian banks comply with the
corporate governance framework established by OSFI, which requires Board oversight of the risk
appetite framework, including tax and compliance risk.
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United States
U.S. Banks are subject to strict requirements for capital levels established by the Federal Reserve. In
addition, the U.S. has multiple Regulations applicable to operations outside of the country and to
transactions between operating units of a banking organisation. With respect to operations outside
of the U.S., generally, a bank must file a notice for consideration by regulators before proceeding
with the activities. The activities are expected to be related to defined banking operations and are
subject to various limitations and ongoing supervision by U.S. regulators and as applicable, the
regulators in the jurisdiction of operation. The Regulations that establish principles for recording
and settling transactions between operating units require arms-length and fair market values to be
used. These transactions are also subject to examination by the applicable Regulators.
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