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PART A 
 

Question 1 

Introduction 

DPT was introduced to deter and counteract the diversion of profits from the UK by large groups 
(small and medium sized enterprises are exempt) using contrived arrangements to avoid UK 
corporation tax, typically in the areas of permanent establishments and transfer pricing. HMRC 
sees it as ‘focused on contrived arrangements designed to erode the UK tax base’. They see 
is as designed to ensure that profits from UK based economic activities are not diverted 
elsewhere and taxed elsewhere.  

DPT is not corporation tax, and is charged at the higher rate of 25%, against the current UK 
corporation tax rate of 19%. The rate applicable to oil company ring fenced profits is 55%.  

Although the tax is not self-assessed, the framework of notification of liability and the issue of 
a charging notice by HMRC adopts a ‘pay now and argue later’ approach. 

HMRC’s view is that DPT is not within the scope of relief available through the UK’s tax treaties, 
on the grounds that the tax itself is not a tax similar in nature to corporation tax, the avoidance 
it tackles is of the sort designed to exploit the provisions of tax treaties, so there is no obligation 
in law to provide relief.  

Where DPT applies 

DPT can apply in three situations: 

• Where a UK resident company is involved in transactions or entities that lack economic 
substance in order to exploit tax mismatches; 

• Where a non-UK resident company carrying on a trade through a UK permanent 
establishment (“PE”) is involved transactions or entities that lack economic substance 
in order to exploit tax mismatches. This extends the first situation to situations where 
the UK is treated as if it were a UK resident company; 

• Where a person carries on activity in the UK in connection with the supply of goods, 
services or other property within the UK by a non-UK resident company and there are 
tax-motivated arrangements which avoid creating a UK PE. 

UK resident company 

A UK resident company, C, will be liable to DPT if: 

• ‘Material provision’ has been made between C and another person, P (usually a non-
resident company), by means of a transaction or series of transactions 

• The entities are under common control (using the transfer pricing definition) at the 
relevant times 

• The material provision results in an ‘effective tax mismatch’ and  
• The insufficient economic substance condition is met. 

The effective tax mismatch should not wholly arise from a loan relationship, or certain hedged 
loan relationships.  

The material provision results in an effective tax mismatch outcome for an accounting period if 
as a result: 

• C’s expenses taken into account as a deduction in computing its UK tax are 
increased, or its reportable income decreased 

• The resulting reduction is C’s tax payable is greater than the resulting tax payable by 
P for its corresponding accounting period and 

• The increase in tax payable by P is less than 80% of the reduction in C’s tax. 
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There is an exception for reductions or increases resulting from contributions to a registered 
pension scheme or charity. 

Relevant taxes to C include corporation tax, income tax and non-UK tax on income. UK income 
tax withheld may be treated as tax payable to P.  

Insufficient economic substance 

This condition will apply either: 

Where the tax benefit of the transaction or series of transactions is greater than the financial 
benefit, and it is reasonable to assume that the transactions were designed to secure the tax 
reduction – the transaction based test; or 

Where a person is a party to the transaction, or to one or more in a series of transactions, the 
economic value of that person’s involvement is less than the tax benefit, and it is reasonable to 
assume that the person’s involvement was designed to secure the tax reduction – the entity 
based test.  

The entity based test considers whether the non-tax financial benefit of the contribution to the 
transaction from the functions or activities of the person’s staff would exceed the financial 
benefit of the tax reduction. For example, if a special purpose entity outside the UK takes part 
in the relevant transactions, do its staff make real and sufficient economic contribution, or are 
they guided and directed by staff elsewhere. 

Non-UK resident company with UK PE 

A company which is non-UK resident in an accounting period will be liable to DPT if in that 
period it trades in the UK through a PE which is liable to corporation tax and that PE meets the 
liability conditions above for UK companies if it were treated as a UK company under the same 
control as the non-resident company and having entered into a transaction or series of 
transactions actually entered into by the non-resident company, so far as they are relevant to 
determining the profits of the PE. 

Non-UK resident company avoiding creation of a UK PE 

A non-resident trading company (FC) may be liable to DPT for an accounting period if: 

• A person, the ‘avoided PE’, whether or not UK resident, carries on activity in the UK 
in connection with supplies of services, goods or other property made by FC in the 
course of its trade;  

• It is reasonable to suppose that any of the activity of FC or the avoided PE or both is 
designed to ensure that FC does not carry on its trade in the UK for corporation tax 
purposes (that is, it avoids having a PE); and 

• The ‘mismatch condition’ and/or the ‘tax avoidance condition’ is met.  

The mismatch will be met if  

• ‘Material provision’ is made between FC and another person, A, by means of a 
transaction or series of transactions; 

• FC and A were under common control; 
• The mismatch did not result from certain defined loan relationships; 
• The ‘insufficient economic substance’ condition is met. 

These conditions have the same meaning as for a UK resident company above, with FC and A 
substituted for C and P. 

The tax avoidance condition is that, in connection with the supplies made by FC in the course 
of its trade, arrangements are in place a main purpose of which is to avoid or reduce a charge 
to corporation tax. 
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FC will not be liable to DPT for the accounting period if in that period the UK related sales of 
FC together with those of parties connected with it do not exceed £10m, or the total expenses 
related to the activity of FC together with those of parties connected to it do not exceed £1m. 

Calculation of DPT 

Different calculation methods are used with respect to the different cases in which DPT can 
apply. Broadly, there are two main approaches. 

Where there is an existing provision between parties and it is the profits arising from that which 
are in dispute, a transfer pricing approach may be taken. For example, in the case of an avoided 
PE it may be that other parties trade with UK customers on an arm’s length basis. In this case 
the measure of profits to be attributed to the PE would be the amount attributed to the PE if it 
were a real PE trading in the UK.  

Otherwise it may be necessary to consider what profits would have been taxable in the UK had 
a company structured its trading or transactions in such a way that there was not a lack of 
economic substance. Under this approach the actual transactions may have to be 
recategorized. For example, if a non-resident special purpose vehicle had apparently been 
used to reduce UK tax liability, it might be reasonable to consider what profits would have arisen 
in the UK had the special purpose vehicle not been used. 

DPT calculation includes ‘true up interest’. This is calculated from six months after the end of 
the relevant accounting period to the day the DPT charging notice is issued.  

As noted above, DPT is separate from the corporation tax regime. It is not taken into account 
for corporation tax purposes, nor is it deductible in computing corporation tax. However, credit 
may be available against DPT for certain UK and non-UK taxes paid in respect of the same 
profits. 

Compliance process 

DPT is not self-assessed, but a company potentially within the scope of DPT has a duty to notify 
HMRC that it is liable to the tax within three months of the end of the relevant accounting period.  

If HMRC believe that a charge to DPT should be made for an accounting period, they must 
issue a notice to that effect to the company within two years of the end of the accounting period, 
or where no notice of liability has been given by the taxpayer, within four years of the end of the 
accounting period. Within a further 60 days HMRC must either issued a formal charge notice, 
or notify the company that no charge notice will be issued. Tax must be paid within 30 days of 
the issue of a notice, with no option of postponement pending discussions with HMRC. 

There is a one year period of review, at the end of which the company has 30 days to appeal 
against the original charging notice and (if issued) a supplementary notice.  

HMRC’s view is that the review period gives opportunity for corporation tax returns to be 
adjusted, for example to take account of transfer pricing adjustments which have not been 
made, or have been disputed – which will on the face of it be beneficial to taxpaying companies 
because of the corporation tax/DPT rate difference, and to HMRC if a permanent agreement 
on taxation of income or allowance of expenses can be reached. 

Other matters 

HMRC will not provide formal or non-statutory clearances in respect of DPT. However, where 
a company has been open and transparent in providing information in respect of transactions 
during an accounting period they may provide a written opinion on whether the issue of a 
charging notice for that period is likely. 
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Conclusion 

DPT is designed to prevent avoidance of UK corporation tax.  In the words of HMRC, the tax, 
and its rate, are designed “to encourage those businesses with arrangements within the scope 
of DPT to change those arrangements and pay corporation tax on profits in line with economic 
activity”. 

A group potentially within the scope of DPT could avoid the tax by restructuring its UK 
operations so as either to avoid deliberate use of entities lacking economic substance (for 
example intellectual property owning companies in low tax jurisdictions), ensuring a taxable 
presence in the UK in appropriate cases (for example registering a PE for UK tax purposes) or 
demonstrating that all group transactions are part of commercial arrangements using an arm’s 
length basis of pricing. 

Part 2 – Red and Green 

Liability to DPT 

Green Limited could be liable to DPT because: 

• It is UK resident and it and Red Ltd are under common control so the participation 
condition is met. Green Ltd is unlikely to be an SME. 

• Green Ltd enters into transactions with Red Ltd 
• There is an apparent tax mismatch as payments are deductible in Green’s UK CT 

computation, reducing UK corporation tax, whereas Red Ltd has no increase in tax. 
• The transaction giving rise to the mismatch is the use of back to back agreements by 

Red Ltd. It may be reasonable to assume that the use of back to back contracts for the 
purchase of goods used by Green Ltd as well as the existence of Red Ltd may be 
designed to obtain the tax reduction to Green Ltd.   

The non-tax benefits of the contractual arrangements over their lifetime do not appear to exceed 
the tax benefits. The amount of the tax reduction, at up to £8.5m per annum, may reasonably 
be taken to be more than the contribution that could be made by the employees of Red Ltd, if 
any, to the economic value of the transactions over the period of the agreements.  

There is therefore potentially a lack of economic substance. 

In calculating diverted profits, the approach might be to ask what the taxable profits arising in 
the UK might have been if Green Ltd had put in place its own purchase arrangements and 
bought direct from its ultimate suppliers instead of through Red Ltd. A full economic analysis 
might have to be carried out to find what the true costs were of putting the purchase 
arrangements in place, and what bulk discounts (if any) might have been obtained by 
purchasing through other group companies, in determining the costs that would have been 
applicable in determining profits on the basis of this fiction. 

Consequently Green Ltd should notify HMRC that it is liable to DPT and HMRC might issue a 
preliminary and second notice of charge. 

It is not clear what alternative could be reached in practice to avoid a liability to DPT at 25% by 
agreeing an adjustment. Possibly an agreement could be reached with HMRC to make an 
adjustment to Green Ltd’s tax return over the period of the actual Red Ltd arrangements of an 
amount equivalent to the diverted profits, so that actual liability could be avoided. If this was the 
case, DPT charged and paid following the issue of a charging notice would be refunded. 
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Question 2 

Dear Archie 

Many thanks for your enquiry. I agree with you that the proposal requires a detailed further 
review. 

The UK has a number of anti-avoidance measures that we would need to consider in detail 
based on the proposed transaction. I have set out below some key general provisions below, 
after explaining the context of UK tax treaties. 

Part 1 

UK Tax Treaty Network 

The UK has entered into many double taxation treaties (DTT). The purpose of treaties is to 
reduce or eliminate double taxation – the taxation of the same income or gains by two states. 
By preventing double taxation investment and economic movement between two states is 
facilitated. 

The UK also enters into tax treaties to facilitate tax administration and information sharing. 

Without double tax treaties there can be overlap between the domestic tax law of states, for 
example a company or individual could be resident for tax purposes, and therefore taxable on 
worldwide income, under the domestic law of both States. A treaty typically sets out the rules 
for how residence will be determined between the two states. 

Treaties also provide restrictions as to the extent that the treaty partner may tax a resident of 
the other contracting state, they may also provide that the state of residence must provide 
double taxation relief by way of a tax credit or exemption. 

Under UK domestic legislation a non-UK resident company, such as the JV Co, could be subject 
to UK income tax on royalty income from a UK source. Such an income tax liability is 
administered as a withholding tax – the person paying the royalty withholds the tax and pays it 
to the UK authorities. 

However, UK legislation provides that where they apply DTTs are to be given effect in priority 
to the UK tax rules (other than in prescribed circumstances). This means that in general the 
provisions of a DTT as an international agreement will override UK domestic tax legislation 
where that is to the benefit of a taxpayer.  

DTT’s typically limit the extent to which the source State may tax the Royalty income beneficially 
owned by the resident of the other State, here given what the other firm has said it sounds like 
the UK treaty with the territory of residence of the JV Co requires that the UK does not have a 
right to tax royalty income of a resident of the other state, such that the UK cannot impose the 
income tax charge. 

Treaty Principal Purpose Test (PPT) 

PPTs have been introduced in various forms in UK tax treaties. The latest OECD model treaty 
includes a PPT clause and commentary on the model treaty is often a starting point for how the 
UK authorities will approach interpreting such an article. 

A PPT is an anti-avoidance measure in a tax treaty that limits the availability of the treaty 
provisions where the or a main purpose of arrangements is to obtain a tax benefit and the 
obtaining of that benefit is contrary to the object and purpose of the DTT. 

Where arrangements are entered into that do not pass a PPT then either the treaty as a whole 
or specified provisions of the treaty will not apply. For example, if a treaty requires that royalties 
paid by the UK are to be subject to a 0% withholding tax rate if the treaty did not apply due to 
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the application of the PPT then the relevant domestic UK withholding rate would apply to the 
payment – there would be no treaty “protection” for the royalty income. 

The objective of a PPT is to prevent tax payers obtaining treaty benefits for artificial 
arrangements that have been established with a sole or main purpose of obtaining a treaty 
benefit. 

There are two parts to the PPT test, whether there is a main purpose of obtaining a tax benefit 
and whether obtaining the benefit is contrary to the object or purpose of the tax treaty. 

What is a tax benefit and how could a treaty result in such a benefit? 

A treaty protects from double taxation, the treaty will therefore act in a number of circumstances 
to reduce the tax that would otherwise be due. 

For example, if the UK is prevented from taxing income earned by the JVCo by reason of the 
DTT then this would be a tax benefit, for example, if the insertion of JVCo into the structure 
means that the UK treaty will apply so that there is no withholding tax on the royalty then this 
would be a tax benefit as a result of the application of the treaty. 

What are the main purposes of an arrangement? 

A PPT test asks whether obtaining the tax benefit was the purpose or a main purpose of the 
arrangements. The commentary on the OECD model treaty confirms that the fact that a tax 
benefit is obtained or expected does not necessarily mean that obtaining the benefit is the sole 
or main purpose of the arrangements. 

There may be many objective and subjective purposes to an arrangement, an economic nexus 
between the income / gain earned and the territory could indicate that the tax treatment was 
not a main purpose – for example if the personnel involved are resident in the territory and 
necessary infra structure is located there. 

In the case of the JV arrangement you are considering a key point will be why the territory is 
being considered. Are there commercial reasons such as the location of personnel or facilities 
of your JV partner? or was the territory chosen solely for tax purposes? In the absence of the 
tax benefit would the activities still be carried on in that territory? 

If the JV territory will tax the income at a higher rate than the UK it might be that there is no 
overall tax benefit of the arrangements, such that the main purpose is unlikely to be to obtain a 
tax benefit. 

Is the benefit within the object / purposes of the treaty? 

The fact that arrangements do have a main purpose of obtaining a tax benefit do not 
automatically exclude the treaty from applying. DTTs are entered into to provide for cross-
border activities and investment without double taxation so a benefit under a treaty is not 
unexpected or necessarily egregious. 

The purpose of a tax treaty is not to facilitate artificial tax avoidance however, so if there are no 
commercial reasons for arrangements and no economic nexus to the territory the PPT is likely 
to apply. 

Part 2 

The UK GAAR and DTTs 

In addition to many more specific anti-avoidance provisions the UK has a General Anti-
Avoidance Rule or GAAR. This rule is targeted at the most egregious tax avoidance 
arrangements. 

The tax disclosure number the scheme has been issued indicates that the arrangements are 
likely to be regarded as tax avoidance arrangements, this does not mean that the GAAR will 
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necessarily apply (although it could be seen that it increases the risk), the GAAR applies to 
counteract tax advantages from ‘abusive’ arrangements and not all tax avoidance is necessarily 
regarded as abusive. 

The GAAR is not regularly used, the ‘test’ for the GAAR to apply is a high bar with arrangements 
being required to pass a “double reasonableness test”. The legislation defines tax 
arrangements as “abusive” if “they are arrangements the entering into or carrying out of which 
cannot reasonably be regarded as a reasonable course of action in the relation to the relevant 
tax provisions, having regard to all the circumstances” 

The burden of proof is on HMRC who refer cases to a GAAR advisory panel who determine 
whether the GAAR applies. Where the GAAR applies a just and reasonable counteraction is 
made to counteract the tax advantage and a tax geared penalties apply. 

Here there are a number of facts which could raise concern, generally where an arrangement 
sounds too good to be true because the amount of tax is less than would be commercially 
expected that could be an indicator of avoidance: 

• The disclosure number – as discussed above 
• The fact that you will have access to and use of income without being subject to tax 
• The fact that you would not be subject to tax on the transfer or later sale of the patent 

We will need to consider the matter further but these indicate that there may be factors such as 
contrived or artificial steps and / or an outcome not inline with the purpose of the legislation that 
might mean there is the possibility that the GAAR (or other anti-avoidance legislation) may 
apply. 

Where profits arise in a treaty territory where the treaty applies so that only the other territory 
would usually be able to tax the profits then the question may arise as to whether a UK anti-
avoidance provision could override the treaty. 

Although there could be an argument that the DTT, as an agreement between two states, 
should supersede domestic rules the approach of HMRC is typically that domestic law can 
override a double tax treaty where explicitly intended to do so. 

In the case of the GAAR specific rules for the interaction with DTTs are included. UK legislation 
includes a general priority rule for DTTs that requires that effect is to be given to DTTs despite 
anything in any enactment. However, the GAAR legislation overrides priority rules generally 
and specifically the priority rule for DTTs, by saying that the DTT priority rule has effect subject 
to the GAAR (despite the terms of the priority rule). 

Accordingly, under UK law the GAAR can still apply to counteract a tax advantage, even where 
a treaty seemingly applies to prevent the UK from taxing an amount.  

 

I hope the above gives you a useful overview of some of the anti-avoidance provisions and UK 
context that may be relevant to the transactions being suggested. I look forward to discussing 
the proposal with you in more detail. 

Kind regards, A N Adviser 
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PART B 
 

Question 3 

Introduction 

The UK has a complex system of rules designed to prevent perceived abuse of the right of 
companies to deduct payments of interest and other finance charges in computing income liable 
to UK corporation tax. 

Statutory rules were introduced which are designed to counter ‘hybrid mismatch’ arrangements. 
These apply from 1 January 2017. 

These are arrangements where ‘it is reasonable to suppose’ give rise to a deduction to one 
party without corresponding income being taxed on the other party (Deduction/Non-inclusion or 
D/NI mismatches) or give rise to a double deduction for a single expense. 

The ’corporate interest restriction rules’ limit the amount of interest and other financing costs 
that large worldwide groups can deduct in computing UK corporation tax. The rules apply for 
accounting periods beginning on or after 1 April 2017, so apply for the above period.  

There is no order in the legislation specifying which order the hybrid mismatch and CIR rules 
are to be applied, but HMRC have said that they expect the hybrid mismatch rules to be applied 
first. The CIR rules have no effect in the hybrid mismatch calculation. 

Hybrid mismatch rules 

The application of the rules is by self-assessment; the taxpaying company must consider their 
effect and make any disallowance in its normal corporation tax return. 

The legislation applies to disallowance interest payments in a variety of situations, each of 
which is described in a different chapter. The rules tackled both ‘deduction/non-inclusion’ cases 
(D/NI), and ‘double deduction’ cases (D/D). 

D/NI mismatches can result in disallowance in the case of: 

• Use of hybrid financial instruments  
• Payers or payees which are hybrid entities 
• Internal transfers by a ‘multinational’ entity from its PE in the UK to a territory in which 

it is resident for tax purposes 

D/D mismatches can result in disallowance where  

• The D/D arises from a company being a hybrid entity and 
• Dual resident companies or ‘multinational’ companies are involved. 

Counteraction 

In D/NI cases and the payer is within the charge to UK corporation tax, the primary 
counteraction is to disallow a deduction to the payer. In D/D cases the disallowance is to the 
parent company or investor as relevant. 

In D/NI cases, where the primary counteraction is not possible, and the payee is within the 
scope of UK corporation tax, the secondary counteraction is to tax the otherwise non-taxable 
receipt on the payee. 

In D/D cases the secondary counteraction is to deny the deduction to the hybrid entity or PE as 
relevant. 

As noted, the parent companies in group A are resident in State S, which can elect that its 
subsidiaries are treated as branches. This means that inter-company income and expenses are 
ignored in that jurisdiction. 
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A deduction of £8m is apparently available to company B, as a result of a transaction between 
them consisting of a loan, but company E will not be subject to tax on such income. 

Company B will be viewed as a hybrid company for the purposes of the rules because it is 
treated as a separate legal entity in the UK, but not in State S. 

There is a mismatch, consisting of the deduction in the UK, and the non-inclusion in State S. 

The UK will counteract that mismatch by refusing the deduction to Company B. 

Corporate interest restriction 

The application of the ‘corporate interest restriction’ (CIR) rules must then be considered. 

The UK introduced new rules to limit the amount of interest and other financing costs that large 
worldwide groups can deduct in computing UK corporation tax. The rules apply for accounting 
periods beginning on or after 1 April 2017, so apply for the above period. Application of the 
rules is complex and mechanical. Restriction can be of costs of third party debt as well as 
internal debt. It is calculated on a group basis, interest restrictions being allocated to UK 
companies within the group for the purposes of computing UK corporation tax. 

The provisions apply to periods of account for which consolidated financial statements are 
prepared for the group.  

The essential principle is to disallow a deduction for certain loan relationship debits, derivative 
contract debits and financing expenses in calculating group profits subject to UK corporation 
tax. In calculating a disallowance the ‘aggregate net tax interest expense’ (ANTIE) of a group 
is compared with the ‘interest capacity’, and the excess is the disallowed deduction 

The interest capacity of a group, by definition, cannot be less than a statutory de minimis 
amount of £2m. Therefore, if the ANTIE is below £2m, no disallowance will be made. 

In calculating a group’s interest capacity, either a ‘fixed ratio method’ or a ‘group ratio method’ 
can be employed. Under the fixed ratio method, the interest capacity is defined as the lower of 
two calculated amounts or caps: 

• 30% of a group’s UK earnings of the period before interest, tax, depreciation and 
amortisation, calculated under UK tax law. (‘tax EBITDA’), or 

• The ‘adjusted net group-interest expense’ of the period, plus any excess debt cap 
brought forward from the previous period. This is the group’s external net group 
interest expense, as defined. 

The alternative restriction is based on the ‘group ratio’, which is calculated using information 
from the group’s consolidated financial statements. That calculation cannot therefore be done 
on the data given. However, it would involve replacing the 30% ‘fixed ratio’ with a ‘group ratio’ 
based on the group’s consolidated financial statements. Again, the interest capacity would be 
defined as the lower of two amounts for the period: 

• The proportion that the ‘qualifying net group interest expense’ bears to the ‘group 
EBITDA’; 

• The group ratio debt cap being the qualifying net group-interest expense for the 
period plus any excess debt cap brought forward. 

A number of other elections are available which modify the can modify the calculation of the 
interest allowance. 

A reporting company must be appointed which is responsible for making an interest restriction 
return for each period of account. HMRC have powers of enquiry. There are penalties for failure 
to make returns, for making incorrect returns, and for failure to maintain or keep records. 
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Calculation 

Using the above figures, the calculation proceeds as follows. 

       
         
Company  Interest  Interest  Estimated   

  Payable  Receivable  
tax 

EBITDA   
  £(000)s  £(000)s  £(000)s   
Parent, non-UK 1  1  1   
UK Company B 8  3  0   
UK Company C 12  1  10   
UK company D 0  5  30   
Subsidiary, non-UK 0  10  30   
         
Calculate the ‘Aggregate Net Tax Interest Expense’ for the group. This is 
the ‘Tax Interest Expense’ less the ‘Tax Interest Income’ for the UK  
entities within the 
group.        
  TIE  TII  NTIE   
B  (note)  3  -3   
C  12  1  11   
D  0  5  -5   
ANTIE      3   
 
 
ANTIE, the amount potentially disallowed in whole or part   
is greater than £2m, so a disallowance calculation is needed.  
 
Note that B’s interest payable to E has already been disallowed, so does 
not form part of the TIE for the purposes of the CIR.  
         
Tax group EBITDA is the sum of the tax EBITDAs for the UK companies 
which is 40.        
         
The Basic Interest Allowance using the fixed ratio method is the   
lower of 30% of the group tax EBITDA (ie of the UK entities), and 30% of 
the fixed ratio debt cap (the adjusted group net interest being given at 
£20m).  
         
That is, the lower of        

 
30% 
of  40  or 12     

 and  20       
         
 
Therefore the BIA 
is 12m        
         
The interest capacity of the group is the higher of £2m and the total  
interest allowance for the group which is £12m from above  
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Disallowance is the ANTIE as calculated, £3m, less the interest capacity,   
therefore there is 
no disallowance        
        

Conclusion 

The hybrid mismatch rules apply because there is a hybrid entity. Counteraction of the 
mismatch results in the disallowance of interest paid by Company B.  

Under the CIR rules a disallowance calculation is necessary because the aggregate net interest 
expense as defined exceeds the interest capacity of Group A by more than £2m. 

However, after taking account of the disallowance already made under the hybrid mismatch 
rules, no further disallowance is required. 
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Question 4 

Dear Sharon, 

Congratulations on your wedding. As re quested I have set out below some information 
about how the UK establishes tax residency for individuals and the implications for you if you 
become non -UK tax resident. 

Part 1 

UK residency tests under domestic law 

The UK rules have a number of steps, firstly it is considered whether you meet any of the tests 
to be categorically non-resident or resident. If none of these conditions are met then the 
sufficient ties conditions are considered. 

You will be automatically resident in the UK if you meet any of the following conditions: 

• You are present in the UK for 183 days or more in a tax year 
• You have a home in the UK 
• You carry out “full-time work” in the UK 

As you intend to retire I have assumed that the work related condition is irrelevant. 

These conditions mean that you would be automatically UK resident, and none of the other 
tests will be relevant, if you spent 183 days or more in the UK. 

As you intend to keep your London property and intend to spend time there we need to consider 
the “home” test.  

On the basis that you have a home in the UK for all or part of the tax year and you are present 
in that home on at least 30 separate days during the tax year then you would be automatically 
UK resident in any tax year where there was a period of 91 consecutive days (of which at least 
30 fall within the tax year in question) when either: 

• You have no home overseas, or 
• You have a home or homes overseas but you are present in each of those homes on 

fewer than 30 separate days during the tax year. 

On the assumption that you intend to live for the majority of a year in your home in Jersey the 
home condition is unlikely to be met. However, it will be important that you should bear this 
condition in mind if you, for example, sell the Jersey home and live in temporary accommodation 
for a few months or if you travel for extended periods. 

We also need to consider the conditions that would mean that you are automatically not UK 
resident. 

As you are intending to retire I have not considered the work abroad condition further as this 
requires that you effectively work full time. 

The other two tests look to the number of days spent in the UK. If you have been resident in 
the UK for any one of the last three tax years you will automatically be non-resident if you spend 
less than 16 days in the UK.  

On the basis that you do not meet the home test and spend between 16 and 182 days a year 
in the UK we will need to consider the sufficient ties tests. The number of ties that you have to 
the UK will establish the number of days you must spend in the UK to be regarded as UK 
resident. 

There are 5 “ties” considered by the UK 
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• Family, this should not apply on the basis that Phil does not become resident in the UK 
and your children are not minors 

• Accommodation, this is likely to be met by virtue of your London property. The test is 
whether the accommodation is available to you for a continuous period of 91 days and 
you spend at least one night there. Where you fully let out a property and have no right 
to live there the accommodation is not available, however I understand that you only 
intend to occasionally let out your house, can fully control when it is and isn’t let and 
any lettings would be very short term. Accordingly it would be prudent to assume that 
this test is met. 

• Work, this should not apply on the basis that you will not work post retirement. In 
particular I have assumed that you are not paid for looking after your grandchildren and 
this is not ‘work’. 

• UK presence, this tie is created if you spend more than 90 days in the UK in either of 
the previous two tax years. We should assume this tie is met. 

• Country tie, this tie is met if you spend more days in the UK than in any other single 
country. The easiest way to ensure this is met is to spend more days in Jersey than 
you do in the UK. This test only applies to ‘leavers’ i.e. only if you have been resident 
in the UK for a tax year out of the last three. 

On the assumptions above you would be expected to have and maintain 2 UK ties, if this were 
the case you could spend 90 days in the UK in a tax year without becoming UK resident.  

Part 2 

Impact of UK residency 

A UK resident is subject to UK income tax and capital gains tax on their worldwide income and 
gains, a non-UK resident is (broadly) subject to UK tax on UK source income.  

Your main source of income is the UK trade carried on by Den’s LLP. A limited liability 
partnership is transparent for tax purposes meaning that the partners are directly assessed on 
the income and gains of the partnership. 

Where a trade is carried on solely in the UK partners remain liable to UK income tax even if 
they are not themselves resident in the UK. 

You will also remain liable to UK income tax on income from letting your UK property.  

Accordingly, there is not likely to be any reduction of the UK tax you are liable for whether or 
not you are resident in the UK. 

Although a double tax treaty could prevent the UK levying tax if you were Jersey resident and 
not UK resident the treaty will not prevent the UK levying tax on profits of a UK PE or UK rental 
income in this case. 

Despite this it is still important for you to be able to assess where you are resident for tax 
purposes. If you are resident in both Jersey and the UK both territories would prima facie tax 
you on your worldwide income and you would need to consider how and where you could claim 
double taxation relief. The ‘tie breaker’ provisions in the treaty to establish what territory you 
are resident in for treaty purposes. Establishing what territory you are resident in for treaty 
purposes is important as it will establish which State has primary taxing rights and which state 
you should claim double tax relief from 

The treaty doesn’t prevent you from being UK tax resident under domestic law – so you would 
still be regarded as UK resident.  

The personal allowance is available to residents of Jersey and so will not be impacted by your 
residence status (in any event your income is sufficiently high so that you will not get any 
personal allowance). 
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Your tax residence status will also impact the way you make your tax return, the tax return for 
a non-resident is different to a resident. 

If you were not UK resident you would also need to consider whether the non-resident landlord 
scheme is relevant to your letting of the London house. In particular you may need to apply for 
rents to be received gross or discuss with the lettings facilitator whether they withhold tax from 
rents by non-residents. 

Part 3 

Sale of interest in the LLP 

You have mentioned possibly selling your interest in the LLP. 
 
As you know an LLP is transparent for UK capital gains tax purposes, such that the partners 
are considered to own the underlying assets. 
 
If you were to sell the LLP while non-UK resident there is a specific provision that means that 
assets used in a UK trade (in particular the commercial property and the goodwill) are subject 
to UK capital gains tax.  
 
We should review the tax treaty with Jersey in detail but it is likely that the treaty will also give 
taxing rights to the territory where assets used in a permanent establishment are situated.  
 
As you are selling to your children a market value rule will apply to deem the transaction to be 
made at market value if you sold at an over or under value, although if you sell at an under 
value we could consider whether gift relief is available. 

Your annual exempt amount and your ability to access entrepreneurs relief should not be 
impacted. 
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PART C 
 

Question 5 

UKCo will probably be a ‘small’ company (rather than ‘micro’ or ‘medium sized) within the 
definition used for most accounting and tax purposes. Subject to Ruritanian requirements, it will 
probably prepare accounts under UK GAAP using FRS 102, therefore recognising income on 
the same basis as larger entities, but with fewer disclosure requirements in its published 
accounts. The basis of dealings between UKCo and RCo (for example at arm’s length or 
otherwise) will need be considered during the accounting review. 

The new UKCo will have to register for UK taxes including: 

• VAT (its expected annual turnover exceeds the threshold of £85,000) – registration with 
immediate effect. Returns and payments must normally be made quarterly, the net VAT 
calculated being paid quarterly.  

• Corporation tax, as it will be trading in the UK. The starting point for calculating tax is 
the profit or loss shown by accounts prepared under GAAP, which must be adjusted 
in accordance with tax law. Domestic law and treaties will generally make sure that 
profits are only taxed in one place, despite common ownership, unless there is an 
abuse of law.  

• PAYE – it will have a UK employee whose remuneration must be paid after deduction 
of tax and National Insurance, and employee national insurance will need to be paid. 
An allowance of £3,000 is available provided the sole employee will not also be a 
director of Newco. Returns are made monthly, and annually. Tax is paid monthly. 

Customs Duties will have to be paid on the import of goods to the UK. 

Electronic filing is generally required and different rules may apply for different taxes. 

Corporation Tax 

As a UK incorporated company, UKCo will be deemed to be UK tax resident and subject to tax 
on all its income and gains unless the position is altered by the UK/Ruritania treaty. In practice 
it is likely to be treated as resident. If not resident, it will have a UK PE and be liable to tax on 
tax adjusted profits realised in the UK. The amount of taxable profits is likely to be similar. The 
tax rate is the same in each case, and is also the same for larger entities. 

The UK levies no tax on payments of dividends to non-resident owners. Payments of interest 
to non-residents could be subject to a 20% income tax withholding, reduced to 10% by the 
treaty. The treaty should exempt payments of royalties from withholding. 

Should UKCo be incorporating an existing PE of the Ruritanian entity, the existing PE’s trade 
will cease with possible corporation tax charges arising on the transfer of assets to UKCo. 

Anti-avoidance 

The UK has a complex system of anti-avoidance rules including: 

• Case law based anti-abuse rules applying to all taxes; 
• A general anti-abuse rule (GAAR) applying to corporate and individual income taxes 

and VAT; 
• Specific anti-avoidance rules, for example the hybrid mismatch rules on cross border 

finance, and targeted anti-avoidance rules contained with various provisions, for 
example the ‘unallowable purpose’ rule within the loan relationships rules. 

Those provisions, taken on their own, represent many years of attempts to block tax avoidance 
by simple and sophisticated means. For example, the case law approach would frustrate much 
tax planning where transactions were planned with steps in them solely motivated by a 
reduction of tax, or blatant abuses of law. The general anti-abuse rule is a statutory provision 
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with a similar purpose - arrangements are “abusive” if “they are arrangements the entering into 
or carrying out of which cannot reasonably be regarded as a reasonable course of action in 
relation to the relevant tax provisions, having regard to all the circumstances”. 

All of the above apply generally to companies of all sizes.  

The UK’s tax transfer pricing regime applies generally to trading and finance transactions, but 
will generally not apply to small entities – associated companies such as RCo being taken into 
account when determining the size of the entity. UKCo could elect into the regime. One 
circumstance where this might be appropriate is if adjustments are sought by the Ruritanian 
regime, and corresponding adjustments are required in computing the UK entity’s profits.  

The Diverted Profits Tax regime will not apply to UKCo because of its ‘small’ size. 

VAT 

It appears that UKCo will regularly import goods, and possibly services, from the associate in 
Ruritania.  

Goods arriving from outside the UK are treated as imports, and VAT will be payable by UKCo 
on the value of goods imported at the point of import at the rate which would apply if the goods 
were sold in the UK – probably 20%. Payment of VAT and Customs Duties can be deferred 
under the duty deferment scheme, for which HMRC will require a bank guarantee. 

Import VAT is treated like any other input VAT and recovered through the relevant quarter’s 
VAT return. 

If UKCo buys business services from Ruritania (for example technical support or management 
services), it will have to reverse charge VAT on the value of those services. The charge is 
made, and if appropriate recovered as input tax, through UKCo’s VAT return – no payment is 
made to HMRC at the point of payment or use of the services.  

Director remuneration 

Income tax 

Directors are office holders, so income tax provisions applying to employments apply. This will 
generally make remuneration applicable to UK employment income or the office of director 
liable to UK income tax, with UKCo liable to deduct tax under the PAYE scheme. 

 Art 16 of the DTA will not protect director’s remuneration from UK liability.  

If relevant the concessionary rules operated by HMRC under a short term business visitors 
agreement (EP App4) will not be applied to the extent the remuneration is not treaty protected.  

In considering what the liability is, the following would be considered: 

• Establish what amount of earnings is attributable to the UK directorship. This could be 
set out in a service agreement with UKCo. 

• If there is no agreement, a proportion of total remuneration paid to the director by 
either company could be allocated to UK duties or to the office of director. 

• If all duties of UKCo director are performed in the UK, UKCo would subject the total 
remuneration allocated to the office to UK PAYE. 

• If not, a direction might be obtained from HMRC under S690 ITEPA 2003 allowing 
UKCo to operate PAYE only on the percentage of total earnings attributable to UK 
workdays. 

National Insurance 

UK NIC applies to earnings from employment carried out in the UK where the employee is either 
resident, present or ordinarly resident in UK. It includes remuneration from an office or 
directorship. 
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In the absence of a reciprocal NIC agreement, UK NIC would apply and UKCo would deduct 
employee NIC on the annualised basis applying to directors, and account for employer NIC. 

It appears that the director will do more than attend Board meetings in the UK, so the possible 
concession relating to those will not apply. 

Expenses 

A further point is whether ‘detached duty relief’ will apply to expense of travel and subsistence 
paid to the director, which will otherwise be subject to UK tax. The question is whether the 
location in the UK will be a temporary or permanent workplace. 

Should presence at UKCo’s location exceed 40% of the director’s work time over any period of 
14 months it will in any case be treated as a permanent workplace. If not, it may still be treated 
as a permanent workplace depending on the facts and circumstances. 

If it is, then an alternative relief for travel expenses only is likely to be available if the director is 
non-UK domiciled, for travel expenses between Ruritania and the UK for up to five years from 
the first arrival. 

Conclusion 

On the main points the director wants clarified, transfer pricing rules need not apply to 
transactions between UKCo and RCo, and diverted profits tax will not apply to either company. 

Other general and specialised anti-avoidance rules can apply. 

The issue of taxation of directors remuneration is complex and will depend on how much time 
the director is likely to spend in the UK, and what he will do whilst here. 
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Question 6 

Introduction 

Tax equalisation is a common approach to management of tax of employees sent to work in 
another tax jurisdiction. It means that the assignee pays the same amount towards their tax bill 
as if they had not been sent on assignment. 

The employer bears all the actual home and host country tax costs. The employee’s contribution 
is deduction of the ‘hypothetical tax’ being an amount equal to the tax they would have paid if 
they had remained at home. 

Social security may also be the subject of equalisation.  

Income tax and social security aspects are dealt with separately below. 

Income Tax – employees assigned to the UK for 2 years 

Under UK domestic law, these employees will be deemed to be tax resident in the UK on the 
grounds that they are UK resident. This will mean that their worldwide income will be subject to 
UK income tax. 

It is possible that they will remain taxable in Ruritania. If they do, then what the tax agreement 
will do is basically two things: 

• It will determine which jurisdiction has the right to tax them on the basis of residence. 
Depending on the circumstances of the individual, this could be Ruritania or the UK. 

• It will say that the country of residence will allow a deduction of tax paid in the other 
country against resident country tax to the extent both are calculated on the same 
basis. 

What the treaty will not do is to exempt an employee from the other country’s tax.  

For example, an assignee could be tax resident in Ruritania, but liable to tax on his or her 
earnings in the UK.  

The employee will probably be entitled to various allowances whilst working in the UK. Some, 
such as travel and accommodation expenses, could be exempt from UK tax under the UK’s 
‘detached duty’ rules. Others, for example general cost of living allowances, will probably be 
taxable in the UK. The Ruritania position may be different, and the mismatch in each 
jurisdiction’s allowances would reduce credit available for UK tax paid against Ruritania tax. 

The employer will pay the tax cost under the equalisation agreement. That tax cost will 
constitute additional income of the employee, increasing the tax cost to the employer further. It 
is also possible that UK taxes may not be creditable against Ruritania taxes, further increasing 
the cost to the employer. 

Income Tax – employees assigned for 5 months 

These individuals are very unlikely to be treated as UK tax resident, but their earnings 
attributable to work done in the UK are subject to UK income tax, even if paid in Ruritania. 

However, the UK/Ruritania tax treaty will operate differently. It will override UK rules and exempt 
the employees from UK income taxation, if three conditions are satisfied. If exemption did not 
apply, the ‘tax with credit’ basis outlined above would apply instead. 

Income paid in Ruritania and referable to work done in the UK will be exempt from UK tax if: 

• the recipient of the income is present in the UK for a period or periods not exceeding 
in the aggregate 183 days in any twelve month period commencing or ending in the UK 
fiscal year concerned; 
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• the remuneration is paid by, or on behalf of, an employer who is not a resident of the 
UK, and 

• the remuneration is not borne by a permanent establishment which the Ruritania 
employer has in the UK. 

Those working in the UK for less than 5 months will clearly satisfy condition (a).  

Whether they satisfy condition (b) depends on whether UK law and practice will deem there to 
be their UK “economic employer”, even through their legal employer is a Ruritania entity. In 
determining this, consideration will be given to various factors including: 

• Which company enjoys the benefits of the work done, and bears the economic risks 
in respect of that work? This will in part depend on whether charges are made into 
the UK for the services of the assignees, and how these are structured.  

• Who has the authority to instruct individuals as to how their work should be done, 
where it is done, and when it is done? 

• Who determines employer/employee conditions such as holidays, retirement benefits, 
and disciplinary sanctions. 

If it is relevant, the UK will not generally assert that the UK entity is economic employer if the 
assignee is present in the UK for less than 60 days in a UK tax year. 

Whether the Ruritania company creates a taxable ‘permanent establishment’ in the UK at 
corporate level determines whether condition (c) will be satisfied. Assuming that PE also an 
issue – will depend not only length of assignment but reason for assignment. For example if all 
the assignees of both sorts are here in UK to work on a project contracted between a UK third 
party and the Ruritania company, very likely that a PE of Ruritania company created. That 
would mean it would be liable to UK CT and VAT, and also that its assignees to UK would be 
income taxable here from day 1.  

To determine whether conditions (b) and (c) above would require further information, and I 
suggest we meet to discuss these points further. 

‘Business travel’ 

This is not a concept recognised in UK tax law. However, to the extent ‘business travellers’ are 
likely to spend less than 60 days in the UK in a relevant period they will not be subject to UK 
income tax for the above reasons. 

Tax compliance costs 

To enable the employer, as the person taking the burden of the tax costs, to ensure tax 
compliance obligations are fulfilled, and that the maximum possible tax exemptions or credits 
are claimed may require preparation of employee tax returns in one or both countries – a further 
cost. 

Social security 

In UK law National Insurance Contributions (NIC) are normally due on earnings of all employed 
earners in the UK, from both employer and employee. The person liable to deduct employee 
contributions and pay employer contributions is the actual employer, or if none, the ‘host 
employer’ in the UK – the person benefitting from the work of the employees. In this case if that 
is a PE of Ruritania company, that company could be liable for employer contributions. 
Otherwise it would probably be the related UK company. 

The UK and Ruritania do not have a social security agreement limiting contributions to one 
country only in respect of cross border employments. The agreement on the prevention of 
double taxation does not apply to social security ‘contributions’. 
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However, a statutory UK exemption applies if: 

• The relevant employee is not ‘ordinarily resident’ or normally employed in the UK; 
• Main duties in UK are performed for the non-resident employer; and 
• The employee’s presence is temporary. 

There is then an exemption from both employee and employer contributions for the first 52 
weeks of employee presence in the UK.  

The exception could apply to either category of assignees, depending on circumstances. 

Conclusion 

Presence in the UK for less than 183 days does not automatically exempt expatriates working 
in the UK from liability to income tax, nor does the exemption apply for the first 183 days of a 
longer assignment. To be certain that it applies means consideration of the ‘ecomomic 
employer’ issue and whether the commercial arrangements are such that a PE of Ruritania Co 
will be created in the UK. 

If there is liability in both countries, the mechanism of tax equalisation will mean that the overall 
income tax liability will normally be greater than stay at home tax. 

In the case of social security costs, there will be a double liability if there is no Ruritania unilateral 
exemption. That may be mitigated by the UK exemption for the first 52 weeks of employment 
in the UK, if circumstances of each employee and the overall commercial framework permit. 
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Question 7 

Part 1 

Maximum potential CFC charge 

If no Chapter 9 election was made the maximum CFC charge would have arisen if Chapter 5 
applied to all of the NTFPs arising on the loan and all of those profits were chargeable under 
that chapter. This would be calculated as shown in the table below: 

 

Loan NTFPs 
€m 

Creditable 
tax €m 

Maximum 
CFC charge 
€m 

Qualifying loan 
analysis 

Impact of Ch 
9 election 

A 200 16 200 x 19% - 16 
=22  

Loan A is likely a 
qualifying loan.  

 

75 – 100 % of 
NTFPs 
excluded 
from CFC 
charge  

B 75 6 8.25 

 

Likely a 
qualifying loan as 
ultimate debtor is 
an Australian 
group company. 

75 – 100% of 
NTFPs 
excluded 
from charge 

C 10 0.8 1.1 May be excluded 
from being a 
qualifying loan as 
transferred from 
the UK. 

 

No impact if 
not a QLR 

 

If the loan is a 
QLR the 
impact of a 
Chapter 9 
election 
would have 
been to 
exclude 75 – 
100% of the 
NTFPs 

 

 

D 2 nil 0.38 Not a qualifying 
loan 

No impact 

Total   31.73   

£ 
equivalent 

  £26.44m   
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Likely range of impact of an election to apply Chapter 9. 

Chapter 9 provides an alternative basis for calculating chargeable profits in respect of qualifying 
loan relationships (QLR). 

Profits on a QLR are 75% exempt under Chapter 9. A further election can be made in respect 
of loans from qualifying resources which can exempt upto 100% of profits 

Profits otherwise taxable under Chapter 9, “leftover profits”, can be further exempted upto 100% 
where the matched interest rules apply. Broadly these rules cap the chargeable profits under 
Chapter 9 to the amount of net interest expense in the UK group. 

An election under Chapter 9 will therefore exempt 75% to 100% of profits on a QLR. 

Loans A and B are likely QLRs, Loan D is not a QLR and Loan C may not be a QLR (although 
it may be depending on facts and circumstances).  

The CFC charge with Ch 9 election on the assumption that Loan C is not a QLR would be 
between €1.48m and €9.0425m 

An impact of between €30.25m and €22.69m or £25.2 and £18.9m.  

Part 2 

The Head of Tax has asserted that in the absence of Chapter 9 UK Plc would have filed on the 
basis that no CFC charge arises in respect of Finco. 

There are three key reasons that could support a position that no CFC charge arises. 

An entity level CFC exemption is available 

For example the excluded territories exemption. In order for the ETE to apply it would need to 
be demonstrated (among other conditions) that the CFC is not involved in arrangements that 
give rise to a UK tax advantage. This is a question of fact that we would have to examine further. 

For example, the transfer of the loan to Germany from the UK could have resulted in a decrease 
of UK taxable interests which would be a UK tax advantage. If this was a main purpose of 
moving the loan then the ETE would not be available. 

No chargeable profits arise under Chapter 5 

Chapter 9 applies by election. Normally a group would not make a Chapter 9 election if profits 
did not arise under the tests in Chapter 5, however some groups may have made an election 
to prevent the complexity and potential uncertainty of a Chapter 5 analysis. 

Non-trading financing Profits (NTFPs) fall within Chapter 5 if they pass through the Chapter 3 
gateway. There is an exclusion from inclusion in Chapter 5 where profits are incidental to a 
trade or property business carried on by the CFC or where they fall within a 5% safeharbour. 
There is also a further 5% safeharbour of trading profits or exempt dividend income of a holding 
company. 

Profits are chargeable under Chapter 5 where they fall within any of four sections: 

• Profits arising from UK capital 
• Profits arising from UK activities 
• Profits arising from arrangements in lieu of dividends 
• Profits arising from arrangements involving UK finance leases (not applicable here). 

To the extent that the NTFPs do not fall within any of the above sections then they would not 
be subject to a cfc charge under Chapter 5. 
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The provisions that attribute profits to UK capital are widely drawn and encompass direct and 
indirect capital from the UK. Where funds have no connection to the UK, for example where the 
loans were in place prior to an acquisition from a non-UK group or funds have been earned by 
dividends, it could be that profits do not arise under this section.  

Profits from UK activities are technically hard to quantify as this depends on an SPF analysis 
and branch attribution of profit which is difficult to assess in a large number of intra-group 
lending scenarios. Although HMRC guidance suggests that for a UK headed group there would 
be a presumption of UK SPFs this does not necessarily follow and may be subject to challenge. 
If there was no nexus between the lending and the UK (again for example if the CFC and 
borrowers were acquired as above) then there could be a strong position that there are no UK 
SPFs. 

Profits from arrangements in lieu of dividends applies where there is a tax driven arrangement 
that involves a UK tax advantage. There is nothing to suggest this applies here. 

It should be noted that there will only be no CFC charge where profits do not fall within any of 
the above sections. For example, even if there are no UK SPFs profits will still fall within chapter 
5 where the loan is funded with capital from the UK. 

EU Freedom of establishment 

The ECJ case in Cadbury Schweppes considered the pre-reform UK CFC rules. The ECJ found 
that a CFC apportionment in respect of profits of an entity that did not arise from wholly artificial 
arrangements could not be subject to a CFC charge. 

Whether the arrangements are in fact wholly artificial was referred back to the national courts. 
In a later case (Vodafone) the UK courts found that the UK legislation (as then written) should 
be interpreted in line with EU law rather than struck out in its entirety. 

It is possible that the group could have a position that Finco carries on commercial activities 
that are not wholly artificial and so following Cadbury Schweppes no CFC apportionment should 
arise. The strength of any such argument will depend on the facts and circumstances around 
Finco, there is still considerable uncertainty as to what wholly artificial arrangements would 
consist of and a detailed analysis in light of the relevant case law would be recommended / 
expected.  

It may be that an SPF test such as the UK activities test could be reconciled to the freedom of 
establishment (which may seem especially likely in light of the fact that an SPF basis is an 
acceptable method of arriving at chargeable profits under the EU ATAD), however the UK 
capital test could be harder to reconcile as it applies regardless of the activities and facts 
relating to the CFC. 
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Question 8 

VAT implications on supplies of services 

General 

Westland and the EU will both have incorporated the terms of the EU VAT Directives into their 
domestic VAT legislation and so will have similar VAT rules on supplies of goods and services. 

The place of supply of services is where a service is liable to VAT. If that is in an EU state, as 
here, then the service is liable to VAT in that state, and in no other.  

‘Business to business’ supplies of services are generally liable to VAT in the state where the 
recipient of the services belongs. If the recipient is a business with more than one fixed 
establishment (broadly equivalent to a permanent establishment for corporation tax purposes) 
then the place of belonging is the place most directly connected with the supply. 

There are exceptions to the rule, one of which concerns supplies relating to land and buildings. 
This includes services supplied by, for example, architects and engineers, which will include 
companies in the EPC group. These services are deemed to be supplied in the state in which 
the land is located. 

Preliminary design project 

There are two supplies of services here: 

• Supplies by EPC Westland to FoodCo Westland; 
• Supplies by EPC UK to EPC Westland. 

These services do not relate to specific land and buildings. They relate to a generic design of 
plant, which will to be contained in a building somewhere – but this need not be, for example, 
the UK. The supplies are therefore subject to the general rule. Supplies of services between 
the Westland entities are outside the scope of UK VAT. Supplies of services by EPC UK to EPC 
Westland are deemed to be made where the customer belongs, and that is outside the UK. 
EPC UK will not charge UK VAT, but should note its invoices to the effect that the supply is 
likely to be liable to the reverse charge in the other jurisdiction. 

Detailed design project 

The supplies of services in this phase are: 

• EPC Westland supplies services to EPC UK 
• EPC UK supplies services either to FoodCo Westland, or to a FoodCo business in 

the UK. This might be a branch or subsidiary. 

The supplies now relate to a specific site in the UK where the plant is to be built, and so relate 
to UK land or buildings. 

EPC Westland is supplying services to EPC UK. These services will be liable to UK VAT. If 
EPC Westland has a fixed place of business in the UK it will have to register for UK VAT and 
account for VAT on the supply. If it does not, it will not be liable to do so. Instead, EPC UK will 
operate UK VAT through the ‘reverse charge’ mechanism. That will involve completing its UK 
VAT return as if it had been charged actual input VAT. That VAT is recoverable depending on 
the status of its onward supply – for example subject to partial exemption rules. 

There is no statutory definition of the term ‘fixed place of business’ but it is taken by HMRC to 
mean an establishment, other than the main business establishment, from which from which 
the activities of the organisation are carried out and which has the permanent presence of both 
the human and technical resources necessary for making or receiving the supplies of services 
in question. Thus staff making brief business visits to the UK from EPC Westland in the 
circumstances described are unlikely to constitute a fixed place of business for VAT purpose. 
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The project may cause FoodCo to have a place of business in the UK if does not already have 
one. In that case it will charge UK VAT on its supply as normal. 

If not, and the recipient is deemed to be FoodCo Westland, UK VAT will still have to be charged 
on UKCo’s services, given that the supply relates to land or buildings in the UK. To the extent 
FoodCo is eligible to use the cross-border VAT recovery scheme, it may be able to recover that 
VAT from the UK government. Eligibility will depend on several factors, including whether 
FoodCo has made any supplies of goods and services in the UK in the relevant period. 

Other matters 

The provision of services which are liable to the reverse charge to another EU registered entity 
must be notified using the monthly or quarterly EC Sales List. 

VAT and Corporation Tax implications of manufacture and installation of plant 

Sale of plant to FoodCo UK 

It is assumed FoodCo will have registered in the UK by this time, either because it is trading or 
because of acquisitions. 

EPC Westland is supplying goods (the manufactured unit) to FoodCo. The supply will be treated 
as made in Westland, but on receipt of FoodCo’s UK VAT registration number, EPC Westland 
will zero rate the supply (known as a ‘despatch’).  

FoodCo it will treat the goods as an EU ‘acquisition’ and account for acquisition VAT through 
its tax return. It will account for input VAT, which will be recoverable (or not) under the normal 
rules. 

If FoodCo’s acquisitions exceed £1.5m it will additionally be liable to provide details to HMRC 
under the ‘Intrastat’ scheme.  

Supply of installation etc services 

EPC Westland will be liable to register for UK VAT if it has a fixed place of business in the UK 
according to the above definition. If it has, then it will charge UK VAT on all of its supplies to 
FoodCo. If not, FoodCo will reverse charge UK VAT. 

Westland will be liable to UK corporation tax if it is trading in UK through a permanent 
establishment (a ‘PE’). It will be treated as if the PW were a separate and distinct enterprise, 
trading at arm’s length with the rest of the entity. Under UK law, a PE will exist if EPC Westland 
has a ‘fixed place of business’. (It is assumed there is no dependent agent). A fixed place of 
business for this purpose includes a building site or construction or installation project.  

Under Article 5 of the – building site or installation project a PE if it lasts more than 12 months. 
Per OECD commentary which UK will apply, a project site for this purpose begins where the 
contractor begins his work in the country where the construction is to be established and 
continues until contractor finishes work or abandons it. Although EPC Westland is involved in 
the project for a total of 15 months, it appears that UK presence is only for 9 months. If this is 
the case it is not likely to have a PE for corporation tax purposes.  
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Question 9 

Mary 

Thanks for the information about Zelda Inc, I have set out below an overview of how the UK 
liability should be calculated. 

General approach 

As a general approach the UK legislation sets out that a UK PE of a non UK resident company 
will have attributed to it the profits it would have made if it were a distinct and separate enterprise 
which engaged in the same or similar activities under the same or similar conditions and which 
dealt wholly independently with the non-resident company. 

This is a requirement of UK domestic law but it also mirrors the approach taken by the OECD 
model treaty and commentary. Accordingly there is unlikely to be a significant difference 
between the approach taken under UK domestic law and under the treaty. If there was to be a 
difference, then the treaty provision would override the UK domestic provision. 

UK tax calculation – starting point 

The starting point for the UK tax calculation is the accounts, the UK tax return filing requirement 
will require a profit and loss and balance sheet for the branch to be drawn up and filed as well 
as the accounts of Zelda Inc. 

The UK tax rules for income and expense recognition refer to UK GAAP. If there is a difference 
between the accounts drawn up and how they would be drawn up under UK GAAP or IAS then 
adjustments may be needed in the tax computation. 

Profits and losses for tax purposes are to be calculated in the account’s currency, so if the 
return of accounts is prepared in US$ the tax computation will follow this. The taxable amounts 
will then be calculated in sterling, using an average rate or alternatively another just and 
reasonable method based on appropriate spot rates. 

UK tax adjustments 

The tax computation usually starts with profits for accounting purposes and makes certain 
adjustments for tax purposes. 

The normal UK rules for calculating taxable profits / losses apply. This means that certain 
expenses such as depreciation and entertaining or expenditure not wholly and exclusively for 
the purposes of the trade will not be allowable expenses. In addition, certain UK reliefs – such 
as capital allowances for qualifying plant and machinery used in the UK trade will be deducted 
for tax purposes. 

UK anti-avoidance provisions such as the anti-hybrid rules will apply as they apply to a UK 
company. Particular care may be needed under the UK anti-hybrid rules where amounts are 
available as a deduction in both the US and the UK. 

Certain specific adjustments may also be required for branches: 

Income 

The income allocated to the UK branch in the accounts may need to be adjusted for tax 
purposes. The branches income will need to be allocated based on the separate enterprise 
principal which may not be how the accounting figure has been arrived at. In particular it would 
have to be determined whether the amounts paid to the UK for facilitation of sales by the head 
office are on an arm’s length basis based on the activities undertaken in the UK. It should also 
be determined whether the sales made by the UK branch should be fully recognised and 
whether any other services are provided by the UK. 



Module 2.09 – United Kingdom option (December 2019) 

Page 28 of 28 

A full functional analysis of the activities undertaken in the UK should be undertaken and an 
appropriate transfer pricing methodology applied. 

Expenses 

Generally, a deduction is available for allowable expenses of the branch (see above) whether 
or not the expenses are incurred or reimbursed by the PE, equal to the cost to the non-resident 
company. In particular, a UK PE may also claim a deduction for appropriate executive and 
general administrative expenses, whether these are incurred in the UK or elsewhere. 

Where the non-resident company provides goods or services to the PE they should be treated 
as supplied on arm’s length terms if they are provided in the ordinary course of the company’s 
business, otherwise they should be regarded as an expense of the non-resident company 
incurred for the purposes of the PE. Accordingly, where a recharge is made for the involvement 
of US staff, unless this is a supply in the ordinary course of the US business, only the costs 
should be allocated to the branch, not the mark up. 

Payments for access to intellectual property (IP) 

Deductions are not allowed for royalties paid to other parts of the non-UK resident company. 
Accordingly, no deduction will be allowable for the notional royalty paid to the US head office. 

A deduction would be allowed for contributions to the development of an intangible fixed asset. 
An intangible fixed asset needs to meet the relevant definition and will need to be within the UK 
tax net and not be an excluded asset. Accordingly a contribution would only be allowable where 
it relates to the creation of a qualifying intangible asset in the UK. In addition, if Zelda Inc pays 
a royalty to another party which relates to the IP used by the UK branch then it may be 
appropriate to allocate part of that payment to the branch. 

Financing expense 

No deduction will be allowable for interest payments to other parts of the non-resident company. 
Accordingly, there will be no deduction for the charge based on funds provided from the head 
office to the branch. 

A deduction for financing expense is allowed to the extent that the non-resident company has 
taken on debt that funds the UK branch. In other words, an allocation of interest expense 
actually incurred may be allowed. 

The UK PE will be assumed to have the same credit rating as the non-resident company and 
to have a loan / equity ratio that would reasonably be expected if it were an independent entity. 
No amounts in excess of those incurred on those assumptions will be allowed. 

The UK rules regarding interest expenses will apply to any interest expense in broadly the same 
way that they would apply to a UK company, for example the corporate interest restriction. 

I hope the above is useful. Please let me know if you have any further questions. 

Kind regards, A N Adviser 
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