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On 20 June 2016, the EU
Anti-Tax Avoidance
Directive(1) (“ATAD”) has

been adopted at EU level. The
ATAD provides for anti-tax
avoidance rules in five specific
fields which are meant to be
implemented by each EU
Member State (“MS”). On 29 May
2017, the EU Council formally
adopted a compromise propo-
sal for an EU Directive
amending the
ATAD (the so-cal-
led “ATAD 2”).(2)

While the ATAD
included already
measures dealing
with hybrid mis-
matches in an EU
context, ATAD 2
replaces the rules on
hybrid mismatches and
extends their scope to transactions invol-
ving third countries. This is the first of
two articles which provide an overview
of the main provisions of the Directive
and consider how Luxembourg should
implement the latter.

Introduction

The aim of the ATAD and ATAD 2 is to imple-
ment at EU level the recommendations regard-
ing Base Erosion and Profit Shifting (“BEPS”)
made by the OECD and G20 in October 2015.
Both Directives cover all taxpayers which are
subject to corporate tax in an EU MS as well as
EU Permanent Establishments (“PEs”) of tax-
payers which are not as such in the scope of the
Directive. 

The ATAD lays down anti-tax avoidance rules in
the following fields: 
- Deductibility of interest; 
- Exit taxation;
- General anti-abuse rule (GAAR); 
- Controlled foreign company (CFC) rules and
- Hybrid mismatches in an EU context. 

In addition, ATAD 2 replaces the hybrid mis-
match rules introduced by ATAD and extends
their scope to transactions involving third coun-
tries. The measures provided in the Directives
are presented as minimum standards whereas
certain of these rules are mere recommendations
or best practices in the BEPS framework. It fol-
lows that the proposed measures go way
beyond the BEPS recommendations. 

Although the concerns expressed by the
European Commission to fight against tax
avoidance in a coordinated manner are under-
standable, the ATAD and ATAD 2 raise serious
concerns in that they further dilute national
sovereignty in tax matters and, by “goldplating”
the BEPS recommendations, will make the EU a
less attractive environment to do business.
However, given that MS have a certain leeway
when implementing the ATAD, it is essential
that Luxembourg makes the right choices so as
to remain attractive to international businesses
and investors.

Limitation to the deductibility
of interest payments

The first measure follows recommendations on
BEPS Action 4 (Interest deductions and other
financial payments) and aims to discourage
multinational groups to reduce the overall tax
base of the group by financing group entities in
high-tax jurisdictions through debt(3). Here,
ATAD provides for a fixed ratio rule as the gen-
eral rule and a group-wide rule as a carve-out
from the general rule. 

More precisely, subject to certain conditions and
limitations, exceeding borrowing costs(4) shall be
deductible only up to 30% of the tax payers’
earnings before interest, tax and amortization
(EBITDA) (fixed ratio rule) or up to an amount of
EUR 3 mio (safe harbour), whichever is higher.(5)

However, the ATAD states that MS may also
choose to introduce stricter rules. Financial insti-
tutions as well as insurance undertakings may
be excluded from these limitations.(6) Standalone
entities(7) are able to fully deduct their exceeding
borrowing costs, meaning that they are also not
subject to these limitations.

Taxpayers who can demonstrate that the ratio of
their equity over their total assets is equal to or
higher than the equivalent ratio of the group can
(under certain conditions) fully deduct their
excess borrowing costs (group-wide rule).(8)

However, the application of a group-wide rule is
an extremely complex exercise and entails many
difficult measurement issues given the signifi-
cant differences in tax and accounting principles
applicable in different countries. Even the mere
definition of interest may vary from one country
to another. This would mean that MNEs will
have to determine relevant figures for each
group company and make adjustments to
account for differences in the accounting and tax
treatment.(9)

All this elevates the compliance burden and
related costs to an unprecedented level when the
group-wide rule should be applied.
Furthermore, current year tax payments become
more problematic and unpredictable due to
groups not knowing their interest deductions
until a considerable time after reporting their
annual results to the market when their world-
wide financial statements become available.
Nevertheless, the group-wide rule does not only
present an enormous administrative burden to
taxpayers. Rather, taxpayers and tax authorities
alike will have to bind substantial resources to
administer such an intricate rule.

Carry forward provisions are available in case
the interest deduction or EBITDA is not fully
used.(10) However, the provisions provided in the
ATAD provide for 3 alternative restrictions as to
how MS may adopt carry forward (and carry
back) mechanisms. Given that such measures
merely avoid double taxation, it is not self-evi-
dent why such restrictions have been included in
the Directive.

When interest expenses are not deductible, dou-
ble taxation will likely arise as the lender should
be taxable on the corresponding income. Even
the proposed carry-forward mechanisms would
not eliminate the problem of double taxation as
companies may never be in a position to use the
amounts carried forward. This can be a real prob-
lem for companies in financial difficulty as it may
require them to pay corporate tax on non-existent
profits, adding to their financial difficulty.

Moreover, how a business finances its operations
is an important business decision that depends
on a range of factors. While the deductibility of
interest expenses is one factor to be considered,
the decision as to whether a company should be
financed by equity or debt is generally not tax
driven and there are a number of good commer-
cial reasons why intra-group loans can be prefer-
able to a contribution of equity (legal require-
ments, regulatory constraints, foreign currency
implications, business considerations, etc.). 

As regards timing, the Directive provides that
MS should implement the rule by 1 January
2019. Nevertheless, MS which have national tar-
geted rules for preventing base erosion and prof-
it shifting which are equally effective to the inter-
est limitation rule set out in the ATAD may
implement this provision at the latest until 1
January 2024.

Luxembourg tax law provides already for a
number of targeted rules that limit the
deductibility of interest payments. For example,
the 85:15 debt-to-equity ratio applicable to hold-
ing activities and the financing of real estate situ-
ated in Luxembourg (which is based on admin-
istrative practice). 

According to this rule, participations and
Luxembourg real estate may be financed with a
maximum of 85% of shareholder loans bearing
interest at arm’s length.(11) Furthermore, interest
expenses incurred in relation to tax exempt
income is not deductible.(12) Likewise, interest
expenses that exceed the arm’s length interest

rate are not deductible.(13) As such, the exist-
ing limitations to the deductibility of

interest expenses should suffice to
avoid situations of abuses.

Luxembourg companies perform-
ing financing activities should,
however, not be impacted by the
limitation since it is only the part
of the borrowing costs which
exceeds interest or other taxable

revenues from financial assets
which will be subject to the limita-

tion.(14) Therefore, these companies
will still be taxable on an arm’s length

margin.

The fact that these rules are not
minimum standards at

global level means that
many non-EU coun-
tries will decide not to
implement them. This
puts the EU, including

Luxembourg, at a com-
petitive disadvantage
and does not contribute
to the creation of a “level

playing field”. 

The implementation of the
proposed limitation to the deductibility of inter-
est by Luxembourg might be harmful to the
country’s position as a location of choice for the
structuring of cross-border investments in and
through Europe. In this regard, it will also be
important to monitor how other European MS
will implement this rule.

It is interesting to note that on 14 October 2015,
the German Federal Tax Court
(“Bundesfinanzhof”) decided on the German
earning stripping rules which are fairly similar to
the rule in the Directive.(15) In this case law, the
German Federal Tax Court concludes that the
German earning stripping rules are not in line
with the German constitution as it violates fun-
damental tax principles, in particular, the princi-
ple that expenses incurred in relation to taxable
income should be tax deductible (“objektives
Nettoprinzip”) and the ability to pay principle
(“Leistungsfähigkeitsprinzip”). The German
Federal Tax Court explicitly mentioned that
these violations cannot be justified with the argu-
ment that a rule should avoid abuse. 

Since the Luxembourg legal and tax system are
based on the same fundamental principles as the
German system, it is likely that the proposed
earning stripping rule would raise similar con-
cerns in Luxembourg. Nonetheless, one will
need to wait for the final decision of the German
Constitutional Court before being able to draw a
conclusion for Luxembourg.

In order to remain competitive within the EU,
Luxembourg should adopt all options provided
by ATAD to not unnecessarily extent the scope of
the interest limitation rule:
- Excluding financial undertakings, including
among others credit institutions or investment
firms, alternative investment funds within the
meaning of the AIFM Directive, UCITS, insur-
ance companies and reinsurance companies and
clarify which Luxembourg vehicles (e.g. SICAR,
RAIF) fall under these definitions and thus are
not subject to the limitation;
- Excluding loans used to fund a long-term pub-
lic infrastructure project where the project opera-
tor, borrowing costs, assets and income are all in
the Union;
- Excluding loans which were concluded before
17 June 2016.

When defining what is to be considered as
income equivalent to interest income,
Luxembourg will have to make sure that the def-
inition is not too restrictive, mirroring the broad
definition of borrowing costs.

Luxembourg will further have to select a carry
forward rule. Here, alternative 3 providing for a
carry forward of exceeding borrowing costs
(without limitation in time) and a carry forward
of unused interest capacity (for a maximum of 5
years) should be most beneficial for
Luxembourg taxpayers and the easier to manage
than the other alternatives. 

Finally, as regards timing, the Luxembourg legis-
lator should investigate the possibility to imple-
ment this rule only as from 1 January 2024 given
the number of targeted rules under Luxembourg
tax law limiting the deductibility of interest
expenses. 

General Anti-Abuse Rule (GAAR)

The ATAD further introduces a GAAR which
would allow the tax authorities of a MS to deny
taxpayers the benefit of arrangements consid-
ered as abusive.(16) The explanatory memoran-
dum to the provision states expressly that the
proposed GAAR is designed to reflect the artifi-

ciality test of the ECJ. Under the Directive, non-
genuine arrangements carried out for the essen-
tial purpose of obtaining a tax advantage shall be
disregarded, non-genuine meaning that they are
not put into place for valid economic reasons
which reflect economic reality.(17) In case arrange-
ments are disregarded in application of this rule,
the tax liability shall be calculated in line with
internal law.(18)

The GAAR provides for several subjective con-
cepts which create some legal uncertainty as
they may give rise to many different interpreta-
tions. It would have been desirable that the EU
Commission remains consistent with the con-
cepts already defined in ECJ case law instead of
proposing new concepts of vague character
which create additional legal uncertainty for tax-
payers but also for tax administrations when
they have to apply them in practice.  

The GAAR is fairly similar to the abuse of law
provision provided under Luxembourg tax
law(19) that enables the Luxembourg tax author-
ities to challenge transactions whose purpose is
to evade taxes through abusive constructions.
However, the GAAR only applies to corporate
taxpayers, not to individuals or other taxes such
as Value Added Tax. 

Hence, overall the scope of the existing
Luxembourg rule is much broader than the
GAAR under ATAD, providing the
Luxembourg tax authorities with far reaching
capabilities to challenge artificial arrangements.
It follows that no tax law changes should be
required in this respect. Moreover, it does not
seem advisable to implement multiple layers of
anti-abuse provisions that are meant to address
the same topics. 

In any case, the scope of both the domestic abuse
of law provision and the GAAR should be limit-
ed to clearly abusive situations or wholly artifi-
cial arrangements (in accordance with relevant
Luxembourg jurisprudence and ECJ case law).

Conclusion

The provisions provided in ATAD and ATAD 2
will have to be implemented into Luxembourg
tax law. From a timing perspective, the first mea-
sures should come into force as early as 1
January 2019.

The implementation of the different provisions
into the existing framework of Luxembourg tax
law will be an intricate exercise in view of the
interdependencies between different tax rules and
concepts. For example, the design of the interest
limitation rules needs to consider the rules on the
carry-forward of tax losses and the recapture
mechanism in relation to participations qualifying
for the Luxembourg participation exemption
regime in order to avoid collateral damages
resulting from an inconsistent set of rules.

Ultimately, the Luxembourg legislator has to
make the right choices where the Directive
leaves EU MS some leeway and options so as to
remain competitive in the post-BEPS environ-
ment.
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