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TACKLING THE 
MAIN TAX ISSUES
THE CHANCELLOR’S PRE-BUDGET REPORT IN DECEMBER PROMISES MUCH ACTION ON THE UK TAX
FRONT IN 2004, SAYS MOHAMMED AMIN OF PRICEWATERHOUSECOOPERS.

G ordon Brown’s Pre-Budget report on 10 December 2003
continued the trend of recent years, where major tax
changes are announced away from the traditional spring
Budget. Corporate treasurers need to digest the changes

rapidly, as the most important ones come into force on 1 April 2004.

TRANSFER PRICING AND THIN CA P I TA L I S AT I O N . The ch a n ge s
announced are best explained in the context of a simple example, a s
shown in Fi g u re 1. All the companies are UK re s i d e n t. Loan 1 owed by
Sub 1 to the Pa rent is interest fre e . The terms of Loan 2 owed by Sub
2 to the Bank are , prima fa c i e, a r m s ’ length but the Bank would only
h ave lent half as mu ch money but for the Pa rent having guara n t e e d
Sub 2’s performance – that is, Sub 2 is thinly capitalised as it has too
mu ch debt in relation to its capital.

H i s t o ri c a l ly, with all of the companies being UK re s i d e n t, t h e
s c e n a rio in Fi g u re 1 would cause the Inland Re ve nu e (IR) no qualms.
The tra n s fer pricing rules were expre s s ly aimed at profits being
d i ve rted off s h o re , by UK companies ove rp aying or underch a rgi n g
fo reign aff i l i a t e s . S i m i l a r ly, the thin capitalisation rules were aimed at
the UK tax base being eroded by exc e s s i ve interest payments to
fo re i g n e rs . The status qu o wa s , h o w e ve r, t h rown into turmoil by a
recent European Co u rt of Justice decision in the case of Lankhors t-
H o h o rst G m b H . This held that the German thin capitalisation ru l e s
(similar to those of the UK) bre a ched one of the fundamental
f reedoms of the European Union (EU), n a m e ly freedom of
e s t a b l i s h m e n t. Acc o rd i n g ly, t h ey were unlaw f u l . The IR realised that
the UK’s tra n s fer pricing rules and thin capitalisation rules would most
p ro b a b ly also fail such a ch a l l e n ge under the EU tre a t i e s , since the UK
rules apply to cro s s - b o rder transactions only.

As allowing the UK rules to be stru ck down would risk the tax base,
the alt e r n a t i ve solution is being adopted, of making the rules apply to
U K-UK transactions just as mu ch as UK- fo re i g n . The ch a n ge takes
e ffect from 1 Ap ril 2004.T h e re are some notewo rt hy points, a s
fo l l o w s :

■ Tra n s fer pricing corresponding adjustments. On Loan 1, t h e
Pa rent will become taxable on deemed interest income at the
c o m m e rcial rate of interest wh i ch should have been ch a rged on this
i n t e re s t- f ree loan. To avoid a one-sided tax cost, Sub 2 will be able to
claim tax relief for a deemed interest expense of the same amount.
The draft legislation published with the Pre- B u d get 
Re p o rt re c ognises that groups may wish to move cash to corre c t
their non-arms’ length arra n ge m e n t s . Acc o rd i n g ly, a ny cash 
p ayment by Sub 1 to the Pa rent (to make up for the interest it
should have been ch a rge d) will be ignored for tax purposes for both
c o m p a n i e s .
■ Thin capitalisation. As we have assumed Sub 2 has borro w e d
twice as mu ch money (with the benefit of the guarantee) as it could
h ave borrowed without the guara n t e e , half of its interest expense will
be disallowed for tax purp o s e s . That does not stop the Bank fro m
being taxable on the full amount of the interest re c e i ve d .

When the ch a n ges were first mooted, t h e re appeared to be a re a l
risk of double taxation, with Sub 2 suffe ring a disallowa n c e , but no
c o r responding relief any wh e re else. The IR has responded to
re p resentations on this point. Under the draft legi s l a t i o n , t h e
g u a ra n t o r, the Pa re n t, will re c e i ve a tax deduction for Sub 2’s
disallowed intere s t, as if Pa rent had been a party to a notional loan
f rom the Bank. Acc o rd i n g ly, being found to be thinly capitalised, in an
e n t i re ly UK situation, should not cause an absolute loss of tax re l i e f.

Of cours e , with both tra n s fer pricing and thin capitalisation, t h e
new rules could mean income and deductions arising in unexpected
p l a c e s . If the group was not tax paying ove ra l l, the effect could be to
c reate stranded tax losses carried fo r wa rd . The impact of the ru l e s
could also be to jeopardise other tax planning.

Fi n a l ly, if the guarantee has been provided without ch a rge , t h e
Pa rent will be taxed on the fee it should have ch a rge d , while Sub 2
can claim relief for the corresponding notional expense.
■ Documentation re q u i re m e n t s . One of the most onerous aspects
of the present cro s s - b o rder tra n s fer pricing rules is the re q u i rement to
maintain contemporaneous documentation. In the absence of
a cceptable documentation, t ra n s fer pricing adjustments gi ve rise to
p e n a lties additional to the tax payable on the adjustment. T h e s e
documentation re q u i rements will now apply for UK-UK tra n s a c t i o n s .

FIGURE 1
TRANSFER PRICING LOAN PAT T E R N



To ease the transition, the penalty regime is being relaxed for two
years running to 31 March 2006 – to avoid EU discrimination
claims, the easing applies to cross-border and UK-UK transactions.
The draft legislation provides that where a person delivers an
incorrect return, he or she shall not be regarded as doing so
negligently for the purposes of the penalty provisions by reason only
of their failure to keep records relating to transfer pricing
documentation. This test, unfortunately, leaves the IR much scope to
argue that, irrespective of the documentation issues, the company
knew the transaction was not at arms-length prices and has
therefore knowingly filed an incorrect return.

EU INTEREST AND ROYALTIES DIRECTIVE. Withholding tax on
dividends paid to substantial EU shareholders was abolished a
decade ago. However, for many years, progress on a similar provision
for interest and royalties was stalled. While many of the UK’s double
tax treaties reduce the withholding tax rate to zero, some (for
example, interest paid under the UK/Italy Treaty) do not.

The EU Interest and Royalties Directive was finally adopted on 3
June 2003, and legislation will be included in the Finance Act 2004,
applicable to interest and royalty payments made on or after 1
January 2004. They will be exempt from UK withholding tax,
provided the recipient is an EU company which is a ‘25% associate’
– that is, one company holds 25% or more of the capital or voting
rights in the other, or a third company holds directly 25% or more of
the capital or voting rights in both.The ownership interest needs to
be direct or the interest will not be eligible for the relief, as seen in
Figure 2.

For intere s t, a d vance IR clearance will be needed that the new
p rovisions are applicable. H o w e ve r, for roya lt i e s , the payer can self-
assess whether the qualifying condition for ze ro withholding are met.

CO N S U LTATION ON THE MEANING OF ‘UK SO U R C E ’ F O R
PAYMENTS OF INTEREST AND ROYA LT I E S . While legislating to
implement the EU interest and Roya lties Dire c t i ve , the go ve r n m e n t
p roposes to simplify one of the more arcane aspects of UK tax law.
Income tax only needs to be withheld from payments of ‘UK so u rc e ’
i n t e rest and roya lt i e s , but there is no definition of UK so u rc e . I n s t e a d ,
one looks to extensive and old case law, with a number of fa c t o rs to
take into acc o u n t, wh i ch can lead to some diff i c u lt distinctions.
Ve t e ran tre a s u re rs may have fond memories of the ‘ Swiss ro u n d a b o u t ’
and similar stru c t u res used to pay interest on bonds without
withholding tax prior to the introduction of the quoted Eurobond ru l e s .

It is proposed to sweep all this complexity aside and specify that if
i n t e rest or roya lties are paid by a UK resident company, then they
a u t o m a t i c a l ly have a UK so u rc e . H o w e ve r, comments are requested by
10 Fe b ruary 2004, so if anyone still has a Swiss ro u n d a b o u t, now is the
time to speak up or re s t ru c t u re .

REAL ESTATE INVESTMENT T RU STS (REITS). For many years ,
p ro p e rty companies and other pro p e rty inve s t o rs have lobbied the
go vernment about the double taxation of pro p e rty income and ga i n s .
I l l u s t rated in Fi g u re 3 is a compari son of a pro p e rty company either
p aying dividends or retaining profit as gro w t h .

I f, i n s t e a d , the 100 of income or gains had arisen dire c t ly to a UK
t o p - rate taxpay e r, he or she would have been left with 60.The pro b l e m
is far wo rse with a tax-e xempt inve s t o r, s u ch as a pension fund or
ch a ri t y, wh e re the retained proceeds for such an investor of 70 (in a
p ro p e rty company) contrasts with 100 (with direct owners h i p. )

In the US, R E I Ts are quoted vehicles wh i ch are themselves tax fre e ,
p rovided they distribute their income and capital gains to share h o l d e rs .
R E I Ts have led to a dramatic increase in US interest in quoted pro p e rt y
i nve s t m e n t. France has also re c e n t ly introduced the same concept. T h e
go vernment announced that next Budget Day it will publish a fo r m a l
c o n s u ltation document on REITs . While the first UK quoted REIT may
be some time away, I predict that, if intro d u c e d , their impact in the UK
will be as dramatic as it has been in the US.

P RO P E RTY AND SHARE DERIVAT I V E S . For many years , an inve s t o r
with a large share port folio who wishes to reduce his or her exposure
to the stock market has been able to do so using deri va t i ve s , fo r
e x a m p l e , by selling FTSE 100 futures or by purchasing a put option.
This is often quicker and entails lower transaction costs than selling
the share port folio itself. T h e re has been nothing equivalent in the
p ro p e rty market, wh e re the need is, a rg u a b ly, g reater since buying or
selling pro p e rties entails far higher transaction costs than share
t ra n s a c t i o n s . One re a son for the dearth of pro p e rty deri va t i ves has
been uncertainty of tax tre a t m e n t.

It is proposed to include pro p e rty deri va t i ves within the ‘d e ri va t i ve
c o n t ra c t s ’ tax re gime set out in FA 2002. This contains a coherent set
of rules for the tax tre a t m e n t, go verning such matters as acc ruals or
m a r k-to-market acc o u n t i n g.W h e re the deri va t i ve is held for tra d i n g
p u rposes (for example, an investment bank dealing in deri va t i ve s ) , t h e n
the profits and losses would be part of trading income. H o w e ve r, for a
n o n - t ra d e r, s u ch as a pro p e rty investment company, a deri va t i ve based
on the value of pro p e rty would gi ve rise to capital gains or losses.
T h e re are , h o w e ve r, a few undesirable aspects.

A timing diffe rence can arise between the deri va t i ve and the
u n d e r lying pro p e rt y, for example, a gain on the deri va t i ve that is
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FIGURE 3
DOUBLE TA X ATION IN PROPERT Y

FIGURE 2
EU INTEREST MAT T E R S
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a cc rued in the accounts will gi ve rise to a taxable capital gain for that
y e a r. If the pro p e rty being hedged is still owned at the year end, a ny
fall in value will not be re c ognised until it is disposed of. These timing
m i s m a t ches may become mu ch more serious under International
Financial Re p o rting St a n d a rds (IFRS), wh i ch re q u i res all deri va t i ves to
be marked to market.

No indexation allowance will be gi ve n . This will no doubt fa c i l i t a t e
the deri va t i ve calculations, but it does present a disadva n t a ge to
t a x p ay e rs .

The capital ga i n/loss treatment will only apply to deri va t i ves linked
to the value of the pro p e rt y. D e ri va t i ves linked to the income fro m
p ro p e rty will gi ve rise to income ga i n s/l o s s e s .

The IR is also floating the idea of extending these rules to equity
d e ri va t i ve s . At pre s e n t, equity deri va t i ve s , if not held by a tra d e r, a re
outside the deri va t i ve contracts rules and gi ve rise to capital gains or
losses when disposed of, and are eligible for indexation allowa n c e .
Under the IR pro p o s a l s , equity deri va t i ves would have the same
t reatment as pro p e rty deri va t i ves described above .

The deadline for responses to this consultation is 10 Fe b ruary 2004.

P R E PARING CO N SO L I DATED ACCOUNTS UNDER IFRS. For all
a ccounting periods starting on or after 1 Ja nuary 2005, E U - l i s t e d
companies must pre p a re their consolidated accounts under IFRS. Fro m
the same date, all UK companies, listed or not, will be permitted to
use IFRS for their entity (unconso l i d a t e d) acc o u n t s , instead of being
re q u i red to use UK G A A P, as at pre s e n t. The Chancellor announced
that the UK tax law will be amended so that IFRS accounts will be an

a cceptable starting point for tax purp o s e s . The ch a l l e n ge with IFRS is
that simply following the accounts will, in many cases, lead to
ra d i c a l ly diffe rent tax outcomes from those arising under UK G A A P.
The IR has been busy consulting with corp o ra t e s , p rofessional bodies
and professional firms re ga rding the way fo r wa rd . It is clear that
significant ch a n ges to tax law will be re q u i re d . It was announced that:

■ Tax relief will continue for re s e a rch and development (R&D)
e x p e n d i t u re when incurre d , e ven wh e re IFRS re q u i res it to be
c a p i t a l i s e d .

■ The present tax treatment of hedging arra n gements using deri va t i ve
c o n t racts and fo reign curre n cy liabilities will be pre s e r ve d .

■ The detailed legislation go verning deri va t i ves and corp o rate debt will
be revised to take account of IFRS (in particular IAS 39, wh i ch
applies to financial instruments) and complementary ch a n ges to UK
G A A P.

This remains a diff i c u lt are a , with mu ch scope for problems to ari s e
when the detailed legislation is dra f t e d . Ove ra l l, gi ven the pace of
ch a n ge in the UK tax env i ro n m e n t, t re a s u re rs need have no fear of too
mu ch time on their hands.

Mohammed Amin MA FCA C TA ( Fellow) AMCT is a tax partner in
P ri c e wa t e r h o u s e Co o p e rs LLP and heads its Finance & Tre a s u r y
N e t work in the UK.
m o h a m m e d . a m i n @ u k. p w c. c o m
w w w. p w c g l o b a l . c o m
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e v e n t s

Delegate fees:
ACT Members and Students: 
£495 + £86.53 VAT = £581.63
Non-Members: 
£545 + £95.38 VAT = £640.38

To make a booking please contact
Makayla Rahman on +44 (0)20 7213
0703 or email
mrahman@treasurers.co.uk. We
greatly look forward to meeting you
next February.

Reducing Risk in Emerging
M a r ket Inve s t m e n t
Wednesday 18 February 2004, The Mayfair Conference Centre, 7
Connaught Place, London W2 2EL

Sponsored by

Investing in any emerging market area
represents a significant financial and
business risk.

The Association of Corporate Treasurers
are holding a special one day event
addressing the practical financing and risk
management problems facing treasurers
when doing business in emerging
markets.

Sponsored by HSBC Bank, this
conference has been designed to assist
treasurers in making important decisions
on investing in, financing and managing
overseas operations in emerging markets.
It will provide treasurers with examples
of successful strategies and approaches
that have been used to manage emerging

market risks, and some valuable insights
into overcoming common hurdles and
challenges. Particular reference will be
made to China, Russia, Latin America and
Central and Eastern Europe.

Speakers include:
Ralph Land. Chairman, Russo-British
Chamber of Commerce
David Creed. Chairman, The Housing
Finance Corporation
Keith Richardson. Head of Financial
Markets, Tesco
Jon Boles. Head of Corporate Finance,
E.ON Energie
Alexei Bogdanov. New Business
Development Manager, Mars LLC
Boris Kolmakov. CPA General Director and
Founder, Evrofinans Consulting Services LLC

KEYNOTE SPEAKER: Noreen Doyle, First Vice President, EBRD
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