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SPECIAL
REPORTS

A Review of HMRC's Consultation Document on
Financial Products Avoidance

by Adam Blakemore
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would like to thank his friends and colleagues who have commented on an earlier draft of this article.
The views expressed herein remain his alone and not those of his firm.

n the UK. prebudget report published on October

9, 2007, HM Revenue & Customs announced their
intention to publish a consultation document toward
the end of 2007 in which a principles-based approach
to tax avoidance involving financial products was to be
set out.

In early December 2007, HMRC and HM Treasury
published a document entitled ‘‘Principles-Based Ap-
proach to Financial Products Avoidance: A Consulta-
tion Document.”’! The consultation document contains
proposals (draft legislation) for statutory provisions in
relation to disguised interest and the sale of income
streams. HMRC have suggested in the consultation
document that principles-based legislation is a viable
approach to tackling tax avoidance, and thus are poten-
tially moving away from closely articulated and pre-
scriptive legislation that is focused on preventing the
avoidance of taxation in very specific circumstances.

HMRC held an open meeting for companies and tax
practitioners in London on January 11, 2008, to dis-
cuss initial reactions to the consultation document,
with final comments on the draft legislation required to
be submitted to HMRC by February 28, 2008. On Feb-

! Available at http://customs. hmrc.gov.uk/channelsPortal Web
App/channelsPortalWebApp.portal?_nfpb=true&_pageLabel=
pageLibrary_ConsultationDocuments&property Type=
document&columns=1&id=HMCE_PROD1_028173.

ruary 7, 2008, HMRC published revised legislation?
reflecting changes made in response to the points made
in the January open meeting. HMRC have indicated
that their goal is for the revised draft legislation to be
included in Finance Bill 2008 and for the enacted form
of the legislation to take effect for companies on April
1, 2008.

The first part of this article considers HMRC’s pro-
posed approach to targeting tax avoidance through the
use of principles-based legislation. The second part
considers how that approach is reflected in the revised
draft legislation. As will be seen, the differences be-
tween a principles-based legislative approach and the
established method of drafting antiavoidance legislation
in a narrow and prescriptive manner raise a number of
questions about the operation of the revised draft legis-
lation in practice.

This article states the position regarding the consul-
tation document and the draft legislation as of Febru-
ary 12, 2008. Because of the draft legislation being
subject to public consultation as of the date of this ar-
ticle, the final form of the legislation to be included in
Finance Bill 2008 may differ from the version com-
mented on herein.

2 Available at http://www.hmrc.gov.uk/legislation/disguised-
interest-intro.htm.
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SPECIAL REPORTS

I. Principles-Based Legislation

What Is Principles-Based Tax Legislation?

In essence, the consultation document describes
principles-based legislation as being an approach to
drafting tax statutes that enshrines in the relevant legis-
lation a fundamental taxation principle.? The stated
aim in the consultation document regarding principles-
based legislation is that it ““would be clear, on a first
reading, what was being addressed and with what out-
come in mind.”’*

The two fundamental taxation principles identified
by HMRC in the consultation document are discussed
in detail in the second part of this article. Both of the
fundamental taxation principles have been selected by
HMRC and have not been directly derived from case
authority.> HMRC propose that the selection of a fun-
damental principle of U.K. taxation also be accompa-
nied by a statement setting out how the legislation in-
tends to operate by reference to that principle. The
statutory principle selected would also be broad
enough to encompass not only transactions that are
now targeted by existing legislation but also to encom-
pass transactions that are designed to circumvent exist-
ing rules through adopting a literalist or formalist con-
struction of taxing statutes. One inference that may be
drawn from such an approach is that the fundamental
principle embodied in the legislation would be a defini-
tive taxing provision in respect of which any accompa-
nying legislation would be subordinate. This inference
is considered in further detail below. The introduction
of such principles-based legislation would be a signifi-
cant development in U.K. tax legislation.

HMRC'’s approach in the consultation document
regarding principles-based legislation does not appear
to have changed significantly in the announcements
made by HMRC on February 7, 2008, which accompa-
nied the publication of revised draft legislation. It is
submitted that HMRC'’s focus on a principles-based
approach to tax legislation is less clearly stated in the
HMRC’s announcements on February 7, 2008, al-
though that is likely because the announcements were
addressing specific concerns that had been raised

3Consultation document para. 1.8: “Principles-based legisla-
tion would embody a principle of U.K. taxation, and would be
accompanied by a statement of how the legislation intends to
operate by reference to that principle.”

“Consultation document para. 1.8.

5See in particular the footnotes to paras. 3.4 and 3.5 of the
consultation document in which the statement is made that
“U.K. case law on the taxation of surrogates for income receipts
is ambiguous.” This statement is amplified by a number of case
authorities in which the courts reached different decisions on the
taxation of transfers of income streams; see infra note 82.

through the consultation process and at the January
open meeting concerning the operation of the draft
legislation in practice.® There is nothing in HMRC'’s
announcements on February 7, 2008, to indicate that
the principles-based approach to drafting legislation as
described in the consultation document is being aban-
doned.

It is helpful to consider why this new approach to
drafting tax legislation is being considered by HMRC
now. The introduction to the consultation document
alludes to the frustration that HMRC feel as a result of
legislation being introduced to combat specific tax
avoidance schemes, with unintended weaknesses in that
legislation being exploited by new or evolved tax avoid-
ance schemes. The current U.K. government has at-
tempted several times to break the cycle of tax avoid-
ance and corrective legislation. In 2004 Parliament
enacted Part 7 of Finance Act (FA) 2004 requiring the
early disclosure of some tax avoidance schemes, de-
scribed by one senior HMRC official as an attempt to
“put HMRC on the front foot in dealing with avoid-
ance and change the balance of risk for promoters of
schemes.””” While the legislation in FA 2004 has led to
many early disclosures of tax avoidance schemes and
the targeting of legislation to combat arrangements that
are disclosed, HMRC appears to believe that offensive
tax schemes continue to be developed and that there
remains a strong demand for them.

HMRC have therefore considered ‘‘whether what we
are calling a principles-based approach has a role to
play in legislation that seeks to prevent taxpayers ex-
ploiting distinctions in tax law in order to pay less tax
than the tax principles require.”’® The consultation
document sets out HMRC’s suggested approach in this
regard, offering draft legislative clauses based on speci-
fied underlying principles. The draft legislation is ac-
companied by a commentary and notes for guidance
on the draft legislation (guidance notes). On February

SHMRC expressly state on their Web site that the changes in
the revised draft legislation have been proposed to address ‘‘spe-
cific concerns” regarding the operation of the draft legislation as
set out in the consultation document. Further references are
made in the HMRC document ‘“Main Changes Following Open
Day,” published on the HMRC Web site on February 7, 2008, to
the revised draft legislation following ‘‘more closely the wording
of the principle behind the legislation as set out in paragraph 2.5
of the Consultation Document.” It can be inferred that although
the draft legislation has been revised, the principle on which it is
based remains within the contemplation of HMRC.

7Quotation from David Hartnett of HMRC in his address to
the Chartered Institute of Taxation in May 2005 regarding the
operation of the disclosure of tax avoidance schemes legislation
in FA 2004. Available at http://www.hmrc.gov.uk/aiu/speech-to-
ciot.pdf.

8Consultation document para. 1.7
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7, 2008, HMRC published a set of revised guidance
notes (revised guidance notes)® accompanying the pro-
posed changes set out on the same date in the revised
draft legislation.

Comparison of ‘Principles-Based’ Tax Legislation

It is important to distinguish between (1) the more
familiar, closely articulated, and prescriptive antiavoid-
ance legislation in the UK.’s taxing statutes (and the
interaction between such statutes and the jurisprudence
of the English courts); (2) legislation that contains a
purposes or objects clause; and (3) principles-based leg-
islation. The distinction between legislation that con-
tains a purposes clause and principles-based legislation
is not always clear. This is considered to be the case in
the consultation document.

The United Kingdom has no general statutory provi-
sion under which tax saving schemes can be void or
recharacterized.!? Parliament has instead enacted anti-
avoidance legislation targeting specific transactions and
arrangements. Some of this antiavoidance legislation
can have a wide application, a prominent example be-
ing the “transactions in securities’’ legislation in sec-
tion 703 to section 709 Income & Corporation Taxes
Act 1988 (ICTA 1988). A common feature of the
U.K.’s existing antiavoidance legislation is that the cir-
cumstances in which such legislation applies are clearly
articulated, to help ensure that the targeted transactions
and arrangements will clearly fall within the relevant
taxing provisions. Exclusions from the effects of such
antiavoidance legislation are, as a general rule, nar-
rowly drafted to permit the exclusions to apply to a
precisely delineated class of transactions. It is also un-
usual to see within the U.K.’s antiavoidance legislation
any statement in which the express purpose of the
antiavoidance legislation is set out.

The English courts have not evolved a jurisprudence
under which transactions designed to avoid tax and
otherwise lacking in commercial reality can be ren-
dered void or have their legal form disregarded. The
current judicial position is broadly focused on the
courts having regard to the purpose of a particular pro-
vision and interpreting the statutory language in a way
that best gives effect to that purpose.!! There is no ba-
sis for the courts to recharacterize legal transactions
when not expressly required to do so by statute.

Tax legislation that includes a purposes or objects
clause remains unusual in the UK.’s taxing statutes.

9 Supra note 2.

10While the UK. tax statutes contain numerous examples of
antiavoidance provisions, frequently based around a tax avoid-
ance purpose test or motive test, there is no all-embracing single
provision equivalent to Part IVA of the Australian Income Tax
Assessment Act 1936.

YIRC v. McGuckian [1997] STC 908 at 916 and Barclays Mer-
cantile Business Finance Limited v. Mawson [2005] STC 1 at 11.

Such clauses have been used to set out explicitly the
purpose of the legislation of which they form a part.!?
A purposes or objects clause is not itself a charging
provision and will have effect only when the purpose
of the detailed legislation (of which the purposes or
objects clause forms part) is unclear or ambiguous. Ac-
cordingly, a purposes or objects clause does not replace
the need for detailed and closely articulated legislation;
such a clause merely seeks to avoid uncertainty as to
the underlying purpose of such detailed provisions.
Any subsequent dispute should, so the theory goes, be
relegated to that of statutory construction.!?

The notion of principles-based legislation is not new.
The framework under which tax policy and principles
could be embedded within statutory provisions has
been examined by commentators for years.!* However,
any change in HMRC and HM Treasury policy to
make a principles-based approach to the drafting of tax
statutes commonplace would be a significant change.

The characteristics of
principles-based legislation
are that a fundamental
taxation principle would be
codified and serve as a
definitive taxing rule.

The characteristics of principles-based legislation, as
explored by various commentators, are that a funda-
mental taxation principle would be codified in statute
and would serve as a definitive taxing rule. The ration-
ale and purpose of the legislation would be discernible

12See, e.g., the statement of the purpose of Schedule 13 to FA
2007 as being that arrangements involving the sale and sub-
sequent purchase of securities that equate in substance to the
lending of money by or to a company are to be taxed in accor-
dance with their economic substance and accounting treatment
(para. 1(1) of Schedule 13 to FA 2007 and HMRC explanatory
notes to Finance Bill 2007, paras. 8 and 21 to Schedule 13).

13For an analysis of para. 1(1) of Schedule 13 to FA 2007, a
recent example of a purpose clause being included in UK. tax
legislation, see Brian Drummond and Philip Marwood, ‘‘Purpo-
sive Drafting in Finance Bill 2007,” British Tax Review (BTR)
2007, 4, 350-356, in particular 351 and 352.

4See in particular John F. Avery Jones, “Tax Law: Rules or
Principles,” BTR 1996, 6, 580-600; Judith Freedman, ‘‘Defining
Taxpayer Responsibility: In Support of a General Anti-
Avoidance Principle,” BTR 2004, 4, 332-357; Brian Drummond,
“A Purposive Approach to the Drafting of Tax Legislation,”
BTR 2006, 6, 669-676; and Judith Freedman, ‘‘Interpreting Tax
Statutes: Tax Avoidance and the Intention of Parliament,”
(2007) 123 Law Quarterly Review 53 at 70-90.
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from the principle embodied in statute. Any accompa-
nying mechanical or prescriptive provisions would be
subordinate to the statutory principle. In the event of
uncertainty, or if the accompanying provisions did not
address the specific circumstances of a given transac-
tion, the statutory principle would be dominant and
would be followed even if the adherence conflicted
with accompanying mechanical or prescriptive provi-
sions. As any accompanying detailed rules would be
subordinated to the fundamental taxing principle en-
shrined in the statute, closely articulated (and invari-
ably lengthy) prescriptive legislation should not be re-
quired. Even if such prescriptive legislation was
present, it would not be permitted to override or ob-
scure the statutory principle in the event of ambiguity.
The use of principles-based legislation to combat tax
avoidance and to move away from closely articulated
and detailed provisions that are vulnerable to circum-
vention and formalistic construction has obvious attrac-
tions for any tax authority. HMRC’s decision to con-
sider using principles-based legislation to combat
perceived avoidance regarding disguised interest and
the transfer of income streams is therefore far from
accidental.

Is the draft legislation included in the consultation
document, and the revised draft legislation published
by HMRC on February 7, 2008, actually principles-
based legislation along these terms, or does the legisla-
tion merely contain a purpose clause similar to other
existing U.K. legislation, such as the purposes para-
graph at the commencement of the repo legislation in
paragraph 1(1) of Schedule 13 FA 2007? This is a chal-
lenging question to answer. The draft legislation that is
proposed in the consultation document contains many
elements of the principles-based legislation described in
the preceding paragraph, as it is intended to apply to
many potential transactions identifiable only by falling
with the scope of the fundamental taxing principle em-
bodied in the statutory language. Further, various state-
ments made by HMRC in the consultation document
that contrast a principles-based approach to drafting
legislation as opposed to a more traditional prescriptive
drafting suggest that HMRC intend the original draft
legislation,'> and the revised draft legislation, to be
construed as principles-based legislation of the sort de-
scribed above. Several key indicators of principles-
based legislation are in the revised draft legislation —
it is shorter and far less detailed than other typical anti-
avoidance provisions (including those provisions that
would be repealed if the revised draft legislation is en-
acted). Conversely, the revised draft legislation contains
paragraphs entitled ‘“‘Purpose of Schedule,” the intro-
ductions of which are similar to the introduction of

15See in particular consultation document para. 1.6 through
para. 1.8, “Contrasting approaches to countering tax avoidance.”

purpose clauses within existing legislation.!¢ Nor is
there any express subordination in the revised draft
legislation of the mechanical and operative provisions
to the paragraph that embodies the fundamental taxing
principle in the legislation (although such a subordina-
tion might be inferred from statements made in the
consultation document!?).

The preferred view is that the revised draft legisla-
tion in the consultation document is likely to mark a
significant demarcation from the traditional approach
adopted by Parliament in drafting taxation statutes.
While all of the features of principles-based legislation
identified by commentators as indicative of the adop-
tion of such a legislative approach may not be present,
there appears to be sufficient grounds for considering
that HMRC, at least, would like the revised draft legis-
lation to operate like principles-based legislation.

Perceived Advantages

In the consultation document, HMRC have cited
several advantages as deriving from a principles-based
approach to drafting legislation. One is that by eluci-
dating an underlying taxing principle within tax legisla-
tion, the legislation should remain flexible. Given that

16Clause 1 of the revised draft legislation states: “ The purpose
of this Schedule is to secure that (subject to exceptions, and except
where double taxation would result) a return designed to be eco-
nomically equivalent to interest is treated in the same way as
interest for the purposes of corporation tax.” (Emphasis added.)
As an example of the similarity with existing provisions, see the
opening of the purposes clause in para. 1(1) Schedule 13 of FA
2007:

The purpose of this Schedule is to secure that in the case of
an arrangement — (a) which involves the sale of securities
and the subsequent purchase of securities, and (b) which
equates, in substance, to a transaction for the lending of
money at interest from or to a company (with the securi-
ties which were sold as collateral for the loan), the charge
to corporation tax in that case reflects the fact that the
arrangement equates, in substance, to such a transaction.
(Emphasis added.)

Neither provision expressly refers to a principle, although the
revised draft legislation incorporates the fundamental taxing prin-
ciple as set out in para. 2.5 of the consultation document. How-
ever, the methods of drafting the revised draft legislation and
Schedule 13 of FA 2007 are different, with the revised draft leg-
islation being brief and Schedule 13 of FA 2007 being prescrip-
tive.

Y7 In particular see consultation document para. 1.10: “And it
should be more difficult for avoiders to argue that a scheme does
not contravene principles than to argue that a scheme meets the
literal requirements of the statute.” In this regard, the inference
to be drawn is that principles-based legislation offers something
more than legislation that includes a purpose clause. Whereas a
purpose clause is effective when the purpose of detailed legisla-
tion is unclear, the implication of the consultation document is
that even when the “literal requirements of the statute’ are clear,
the fundamental taxing principle should prevent tax avoidance
from taking place.

798 ¢ MARCH 3, 2008

TAX NOTES INTERNATIONAL

Juau09 Aured paiyl o urewop a1gnd Aue ul 1ybuAdoo wreld 10u saop S1sAleuy xe | ‘panlasal S)ybu ||V ‘8002 S1sAleuy xe] (D)



SPECIAL REPORTS

even the most detailed legislative provision cannot real-
istically aspire to contemplate every commercial situa-
tion, that flexibility is viewed by HMRC as a major
step forward in combating avoidance schemes that seek
to exploit narrowly drafted legislation. HMRC identify
another consequential advantage from the introduction
of principles-based legislation as being the repeal of
some existing antiavoidance legislation, thereby reduc-
ing the overall complexity of the U.K. tax system.

The use of principles-based
legislation has obvious
attractions for any tax
authority.

Both arguments are, at least initially, persuasive. The
desire to reduce the complexity of the UK. tax system,
and any simplification of the densely worded swathes
of antiavoidance legislation that exist in the U.K.’s tax-
ing statutes, is commendable. Also, legislation that is
flexible, responsive, and fair is in the interest of both
taxpayers and tax authorities. The ability to clearly
identify the principles on which primary legislation is
based, and the context in which a transaction should
be considered, should in theory be helpful to taxpayer
and tax authority alike.

A less tangible, but important, benefit of both legis-
lation that includes a purpose clause and principles-
based legislation may be that a clear statement of the
principles on which the legislation is based may assist
any court in being able to identify the purpose of the
legislation. The importance of ascertaining the purpose
of a statute is derived from case law. The decision of
the Judicial Committee of the House of Lords in Bar-
clays Mercantile Business Finance Limited v. Mawson has
endorsed the principle that, when construing a statute
in the context of a particular transaction, ‘‘the ultimate
question is whether the relevant statutory provisions,
construed purposively, were intended to apply to the
transaction, viewed realistically.”’'8 This approach,
which has been followed by the English courts ever
since Mawson, requires the identification of the purpose
of taxing statutes as a precursor to the determination
of whether the legal transactions entered into are the
type of transaction that the legislation, purposively

18 Barclays Mercantile Business Finance Limited v. Mawson [2005]
STC 1 at 13. The quotation was taken by the Judicial Committee
of the House of Lords from the dicta of Ribeiro PJ in Collector of
Stamp Revenue v. Arrowtown Assets Limited [2003] HKCFA 46 at 35.
The earlier judgment of Lord Steyn in IRC v. McGuckian [1997]
STC 908 at 914 to 918 encapsulated the same approach, but the
Ribeio PJ dicta is more frequently cited.

construed, is addressing. While an ostensibly simple
task, identifying the purpose of taxing legislation is
rarely straightforward. Statutory words can be con-
strued differently depending on the factual, legislative,
or linguistic context in which they are viewed. Tradi-
tional aids to construction frequently fall short. In par-
ticular, while a court may refer to the material facts
and events that it is apparent that Parliament was deal-
ing with,!® including consultation of Hansard records to
interpret the words of legislation,?° the consideration of
taxing statutes in Parliament rarely provides a precise
description of the purpose of legislation being enacted.
Recourse can be made to the explanatory notes pre-
pared by HMRC to accompany new legislation, but
their status as an aid to statutory construction is un-
clear.?!

It could therefore be argued that if principles-based
legislation entrenches a fundamental taxation principle
within the statute, a purposive construction of that stat-
ute by a court should be easier. The same could, of
course, be argued of legislation that includes a purpose
or objects clause such as the repo legislation in Sched-
ule 13 of FA 2007; indeed, this is the sole rationale for
the inclusion of such provisions in tax legislation.
However, as noted above, a statute that includes a pur-
pose clause is not necessarily liberated from the pres-
ence of narrowly drafted and detailed legislation.?2 As
Lord Hoffmann has observed, “It is one thing to give
the statute a purposive construction. It is another to
rectify the terms of highly prescriptive legislation in
order to include provisions which might have been in-
cluded but are not actually there.”’?3 In this regard,
principles-based legislation may offer a potential benefit
over other tax legislation. It would combine a statutory
principle — thereby allowing a court to readily discern
the purpose of Parliament in enacting the legislation —
with briefer and less prescriptive supporting legislation.
The reduction in the amount and degree of prescriptive
supporting legislation would be a consequence of the
statutory principle being relied on in any conflict with
that supporting legislation.

Y9IRC v. Rennell [1964] AC 173 at 198.
20Pepper v. Hart [1992] STC 898.

21 Daniels v. IRC [2005] STC (SCD) 684, particularly 688
(paras. 19 and 21). See also the comments for the special commis-
sioners in HSBC Life (UK.) v. Stubbs [2002] STC (SCD) 9 that
“the Revenue’s Life Assurance Manual is clearly not evidence of
what Parliament would have intended in passing the legislation.”
Further, HMRC explanatory notes are not generally updated in
accordance with legislative amendments proposed in the Finance
Bill standing committee debates.

22This is the case with Schedule 13 of FA 2007, which runs
to 15 paragraphs.

23The Rt Hon. Lord Hoffman, “Tax Avoidance,” [2005] 2,
BTR 197-206 at 205.
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Potential Reservations

For all the apparent benefits that principles-based
legislation may provide, there remain some significant
concerns, particularly regarding whether the legislation
can deliver enough certainty and clarity to avoid the
dislocation of legitimate commercial activity.

A boundary inevitably needs to be drawn between
the incidence of taxation and an absence of taxation.
It is a principle of legal policy that law should be cer-
tain, and therefore predictable,2¢ and it is in the mutual
interest of all parties for that boundary to be readily
identifiable and understood, thereby providing cer-
tainty. Certainty is particularly important for a tax-
payer. Taxing statutes deal with the relationship be-
tween the taxpayer and the state, unlike other branches
of law that govern the relationship of the state’s citi-
zens with each other. Moreover, given the nature of
taxation, revenue law regulates the expropriation by the
state of a taxpayer’s assets. Accordingly, the taxpayer
must be able to identify and predict the scope of legis-
lation (and the resulting taxes).

When tax legislation precisely states the circum-
stances in which taxation arises, that boundary is at
least readily identifiable (if susceptible to tax avoidance
arrangements navigating through weaknesses in legisla-
tive drafting?®). Narrowly drafted, prescriptive legisla-
tion can assist in providing certainty in taxation, al-
though in tax policy terms the legislation is unlikely to
be viewed by HMRC as wholly satisfactory. The re-
vised draft legislation in the consultation document,
which as considered above may constitute principles-
based legislation, offers a potentially more ambiguous
boundary.2¢ While such a boundary would be flexible
and responsive enough to address the evolution of
transactions or schemes, the critical question remains
whether the principles on which the legislation is based
provide enough certainty for a predictable outcome to
be arrived at in any dispute. For the principles-based
legislation to fulfill its role, there will be times when
HMRC will seek to apply the legislation, in accordance
with the principles described therein, to transactions
that were not anticipated when the legislation was en-
acted. A key element of principles-based legislation is
the interpretation of the statutory principle as filling
any gap that is not directly addressed by that statutory

24«Statutory Interpretation,” FAR Bennion (4th ed., London,
2002), pp. 682-689 and in particular 684: ‘Unless men know
what the rule of conduct is they cannot regulate their actions to
conform to it. It fails its primary function as a rule.” Certainty is
identified by Bennion as an integral element of legal predictabil-
ity.

25A recent example of such skillful navigation is the tripartite
repo transaction considered in Commissioners for HM Revenue &
Customs v. Bank of Ireland Britain Holdings Limited [2007] EWHC
941 (Ch).

26See Part II of this article.

principle or supporting legislation. This role appears to
be suggested by HMRC in the consultation document
as one that the draft legislation would fulfill, with para-
graph 1.9 of the consultation document stating that
“even if taxpayers were to find that some of the detail
of their specific case was not mentioned in the legisla-
tion, they would know whether and, if so, how to ap-
ply the legislation, as they would understand the
underlying principle.” In this regard, principles-based
legislation goes much further than legislation that
merely incorporates a purposes clause that is effective
when the purposes of detailed legislation are unclear.
Judicial construction of the statutory principle as oper-
ating to fill any legislative gaps would therefore be
critical.2’” However, the operation of the statutory prin-
ciple in this way, and the judicial interpretation of a
statutory principal of the type proposed in the draft
legislation in the consultation document, is untested. In
this light, the draft legislation could introduce uncer-
tainty and ambiguity rather than offering certainty of
application and predictability of taxation treatment.

One anticipates that any legislation setting out a
general principle on which tax is to be paid may re-
quire a clear delineation, understood by all interested
parties, as to when that principle ceases. Anything less
might lead to uncertainty or ambiguity and could be
worse than the most rigidly drafted statute. Seeking
confirmation of whether a transaction falls within the
statutory principle will place demands on the advance
clearance system operated by HMRC, even if the staff-
ing is available to extend that system to the principles-
based legislation proposed in the consultation docu-
ment. A preferable approach is to include a general
filter in any principles-based legislation, such as a
motive-based or purpose-based test, that would allow
commercial transactions that are untainted by tax
avoidance to remain unaffected by the application of
the statutory principle. As will be explored in the sec-
ond part of this article, a general filter was not in the
draft legislation contained in the consultation docu-
ment, but one has now been added in the revised draft
legislation published on February 7, 2008, although the
terms under which the filter operates are, at least argu-
ably, less than ideal.

Furthermore, it is difficult to foresee such a
“principles-based’’ approach working without the ex-
planation of the underlying principles in a clear and
transparent manner. If such an explanation results in
long, detailed extrastatutory guidance, there would be a
concern that a person may be taxed by a conjunction
of legislation and guidance (or, worse, taxed by legis-
lation and untaxed by guidance or informal conces-
sion). HMRC guidance is usually subject to caveats

2"Freedman, ‘“‘Defining Taxpayer Responsibility: In Support
of a General Anti-Avoidance Principle,” supra note 14, at 354.
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and is frequently general in its application. And the
characteristics of principles-based legislation may make
the production of, and reliance on, extensive HMRC
guidance particularly problematic. Since the revised
draft legislation does not identify which specific trans-
actions fall within its scope, any HMRC guidance on
which transactions fall within the scope will almost
inevitably become critical in any transaction planning.
Any general withdrawal by HMRC of that guidance,
or any future refusal of HMRC to adhere to that guid-
ance owing to the particular circumstances of a trans-
action (especially those that are unusual or atypical),
would leave taxpayers in an unsatisfactory position
given that the revised draft legislation is less prescrip-
tive, and therefore potentially more ambiguous, than
existing narrowly drafted antiavoidance legislation. If
HMRC were to withdraw from published guidance or
practice on the revised draft legislation and seek to as-
sess a tax liability in contravention of that guidance or
practice, the taxpayer’s remedy would be to seek a judi-
cial review, but the review process is complex and
costly. The inherent uncertainties of relying on HMRC
guidance to interpret the revised draft legislation may
therefore partly defeat HMRC'’s stated objective in con-
sidering principles-based legislation, which is to at-
tempt to simplify the legislation addressing tax avoid-
ance, and by extension its construction.?8

It is also unclear whether the fundamental taxing
principles embodied in principles-based legislation will
be, or should be, immutable or whether they may be
subject to refinement as the legislation is applied in
practice. It is possible to foresee HMRC wishing to
refine or expand such principles in the event that any
future litigation regarding principles-based legislation is
decided in favor of the taxpayer. As the rationale of
the draft legislation is to limit the incidence of tax
avoidance, a likely response of HMRC to any defeat in
the courts could be the broadening of the fundamental
principle and amended legislation encompassing an
even wider class of transactions.?® However, once the
fundamental principles on which principles-based legis-

28While some final guidance from HMRC on the application
of the revised draft legislation once enacted will be welcomed, it
is not inconceivable that the brevity of the draft legislation (in its
current form) could be seen by HMRC as an opportunity to ex-
pand on how the legislation might apply in some practical cir-
cumstances and situations not directly addressed in the draft leg-
islation. Experience to date of existing HMRC guidance on
prominent antiavoidance legislation, such as the rules on avoid-
ance involving tax arbitrage in sections 24 to 31 Finance (No. 2)
Act 2005, is that such guidance contains important clarifications
on the application of the legislation in practical situations. Such
clarifications should be included in the primary legislation,
thereby allowing taxpayers to rely with confidence on primary
legislation rather than nonstatutory guidance.

29Such flexibility would not be possible with legislation that

includes a purpose clause. The purpose clause would simply de-
scribe the purpose of the legislation as drafted. It would not have
(Footnote continued in next column.)

lation have been identified and enshrined in legislation,
they should not need to be varied. Any potential for
amendment, qualification, or change of the fundamen-
tal principles therefore sits slightly uncomfortably with
the concept of principles-based legislation as being leg-
islative provisions that should not require revision and
that are already flexible enough to respond to a variety
of evolving transactions. Whether HMRC agree is not
clear from the consultation document.

The draft legislation could
introduce ambiguity rather
than offering certainty of
application and
predictability of tax
treatment.

An important parallel can be drawn with the United
Kingdom’s human rights legislation in this regard. The
Human Rights Act 1998 (HRA 1998) incorporates the
European Convention on Human Rights (ECHR) into
UK. legislation.3®* The ECHR codifies in a legal form
the implicit principles of inalienable human rights and
is a prominent example of principles-based legislation
outside the taxation area. The European Court of Hu-
man Rights in Strasbourg has consistently constructed
the ECHR as “‘a living instrument which must be inter-
preted in the light of present-day conditions.”’3! This is
based on the underlying intention in the ECHR that it
should remain responsive to the evolution of European
society and flexible enough to encompass the cultural
differences of the member states. Ultimately, this evolu-
tion protects the individual. Any suggestion that the
fundamental taxing principles in the consultation docu-
ment should evolve and vary (such as following defeat
in tax litigation) is less attractive. Changing a funda-
mental taxing principle is different than changing nar-
rowly drafted and closely articulated tax legislation or
a purposes clause in existing legislation. It is consid-
ered that fundamental taxing principles that regulate
the power of HMRC to impose taxation, once they are
enshrined in legislation, should not be subject to peri-
odic amendment. Anything less would lead to uncer-
tainty. The evolution of the ECHR as a living instru-
ment is permitted to protect the individual citizen,

the same dominance over supporting prescriptive legislation as
principles-based legislation may have in a conflict.

30Section 1(1), HRA 1998.

3 Tyrer v. United Kingdom (1978) 2 EHRR 1 at 10. See *“Human
Rights Law and Practice,”” Lord Lester QC, David Pannick QC et
al. (London, 2004), para. 3.06, especially footnote 1.
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thereby safeguarding human rights against infringement
by the state. But any evolution in the fundamental tax-
ing principles in the consultation document is likely to
favor only HMRC; the state, and not the taxpayer,
would benefit from such evolution and flexibility,
which sits uncomfortably with the fundamental consti-
tutional principle that a taxpayer should have certainty
and predictability in the scope of the state’s expropria-
tion of his assets through taxation.

Any evolution in the
fundamental taxing
principles in the
consultation document is
likely to favor only HMRC.

Further, the interpretation of HRA 1998 takes place
in the context of the principles enshrined in the
ECHR, including the rights to life, liberty, and a free
trial. These principles are themselves not static and of-
fer a floor of protection to the individual regarding his
rights. The totality of the rights of the individual does
not need to be articulated; only the threshold at which
they commence needs to be identified. This is entirely
logical, as HRA 1998 and, by incorporation, the
ECHR regulate the protection for the individual from
the state.

Similarly, the draft legislation in the consultation
document also creates a threshold at which point the
fundamental taxing principles apply to tax a transac-
tion in a particular manner. The universe of transac-
tions to which the draft legislation could apply is not
specified; one merely applies the principle to each
transaction that could be affected. The concern with
this approach in the context of taxing legislation lies in
the difference between the imposition of taxation by
the state against the taxpayer and the infringement by
the state of the human rights of the individual. In
HRA 1998, the individual needs merely to reach an
identifiable threshold, namely that of human rights
protection. Conversely, under the draft legislation in the
consultation document, it is HMRC that is required to
reach a point at which the fundamental taxation prin-
ciple embodied in the draft legislation has effect. Ow-
ing to the broad spectrum of transactions to which the
draft legislation can apply, it is the taxpayer who is
likely to remain uncertain where the taxation boundary
or threshold lies; this seems to run contrary to the fun-
damental requirement mentioned above that a taxpayer
should be able to clearly identify and predict the scope
of taxing legislation.

Finally, it is interesting to consider whether embed-
ding a principle within legislation in a visible manner

leads to any concerns with the legitimacy of that ap-
proach when viewed in the context of English law
jurisprudence. One principle of U.K. revenue law is
that:

a subject is only to be taxed on clear words, not
on ‘“‘intendment’’ or on the “‘equity’’ of an Act.
Any taxing Act of Parliament is to be construed
in accordance with this principle. What are ‘‘clear
words” is to be ascertained on normal prin-
ciples.32

If a fundamental principle of revenue law is the im-
position of taxation by ‘‘clear words,” a question may
arise as to whether the statutory words remain suffi-
ciently “clear’” when the legislation is intended to ap-
ply to circumstances that are outside the prescribed
scope of any supporting legislation. Are the circum-
stances unambiguously within the scope of the statu-
tory principle? One anticipates that HMRC are hoping
that a court will consider that the extrastatutory ma-
terial within the consultation document will inform the
construction of the statutory language that embodies
the fundamental taxing principle in the revised draft
legislation. Much might be achieved in this regard
through a thorough discussion of the revised draft leg-
islation in the Standing Committee of the House of
Commons when Finance Bill 2008 is presented to Par-
liament.

In summary, the revised draft legislation within the
consultation document requires that a balancing act be
performed between clarity and flexibility and between
certainty and purposive construction. Reconciling these
requirements will dictate the success of the revised
draft legislation.

II. The Consultation Document

The consultation document contains proposals for
principles-based legislation and guidance notes in two
areas: disguised interest and transfers of income
streams. The revised draft legislation published on Feb-
ruary 7, 2008, by HMRC affects only revisions to the
draft legislation regarding disguised interest. The draft
legislation regarding the transfer of income streams
remains unchanged as of the date of this article.

321 ord Wilberforce in W.T. Ramsay Ltd v. IRC. [1982] STC 174
at 179j. While Lord Wilberforce’s judgment in Ramsay was ex-
tensively quoted in Barclays Mercantile Business Finance v. Mawson
[2005] STC 1, this statement was not among the quotations cho-
sen by the House of Lords. While the opinion of the Judicial
Committee of the House of Lords in Mawson focused on the
purposive construction of statute, it is difficult to see that the
importance of clear words from which the scope of taxation can
be discerned can be challenged as a fundamental principle of
UK. revenue law.
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Disguised Interest

The revised draft legislation regarding disguised in-
terest is based on the fundamental principle set out in
the consultation document that ““a return designed to
be economically equivalent to interest is to be taxed in
the same way as interest.”’33 The principle was not
originally transposed word-for-word into the draft legis-
lation; a reference to a return being ‘‘designed to
equate in substance to a return on an investment at
interest’” was originally included in the draft legislation
in the consultation document. However, the wording of
paragraph 1 of the disguised interest schedule in the
revised draft legislation follows more closely the word-
ing of the fundamental taxation principle set out in the
consultation document, stating, ‘“The purpose of this
Schedule is to secure that (subject to exceptions, and
except where double taxation would result) a return
designed to be economically equivalent to interest is
treated in the same way as interest for the purposes of
corporation tax.”

Economically Equivalent

Several existing legislative provisions already target
arrangements that exploit differences in tax treatment
between interest and other receipts (such as dividends)
and that thereby seek to convert a source of taxable
income into an exempt dividend or a capital gain.
These arrangements seek to produce a return economi-
cally equivalent to interest while not having the legal
form of interest for tax purposes. One example of such
an arrangement would be when cumulative redeemable
preference shares are issued carrying a dividend that
economically replicates a return on an investment of
money at a commercial rate of interest. Such an ar-
rangement is countered by the detailed and closely ar-
ticulated ‘‘shares as debt’” legislation in FA 1996.34
Rather than eliminating tax avoidance in this area, the
consultation document suggests that similar preference
shares and analogous partnership arrangements have
continued to evolve despite the enactment of the
shares-as-debt legislation. One difficulty faced by
HMRC in the shares-as-debt legislation is that the form
of the investment instrument identified in the legisla-
tion (namely, shares) is closely defined, unlike the far
broader description of the return that the legislation
seeks to target.3> The persistent development of new

33Consultation document, para. 2.5

34Sections 91A to 91G of FA 1996 were introduced by
Schedule 7 of Finance (No. 2) Act 2005 and later amended in
FA 2006 and FA 2007. When these provisions apply, some
classes of shares can be reclassified as loan relationships in the
hands of the shareholder, with a requirement that the shares con-
cerned are revalued each year with the resultant movement in
value being brought into charge to tax.

35For example, section 91B(1)(a) FA 1996 requires that the
company investing must hold a share in another company. The
definition of share used was, before FA 2007, ‘“‘any share in the

(Footnote continued in next column.)

products to navigate around statutory provisions that
are potentially capable of being narrowly or strictly
construed (regardless of whether a court would agree
with that construction) appears to be a major concern
of HMRC as described in the consultation document.

The consultation document
contains proposals for
principles-based legislation
and guidance on disquised
interest and transfers of
income streams.

It is perhaps unsurprising that, to avoid a similar
situation under the draft legislation, the consultation
document and paragraph 1 of the revised draft legisla-
tion focus on a return that is ‘““economically equivalent
to interest” without specifying the legal form of the
instrument from which that return is derived.

Broadly speaking, there is no doctrine of economic
equivalence under English law.3¢ Consequently, where
U.K. taxation is based on economic equivalence, spe-
cific legislation is necessary. Examples of current tax
legislation that seeks to assess taxation based on eco-
nomic substance are the UK. repo legislation and pro-
visions for “‘alternative finance arrangements’ (which
broadly encompasses Sharia compliant financings).3”
Given that such legislation already exists, HMRC'’s
proposal is to prevent provisions such as the repo and
alternative finance arrangements from being affected by
the revised draft legislation on disguised interest. Fur-
ther, as noted in Part I of this article, there is also no
all-embracing general antiavoidance rule that counter-
acts transactions motivated by tax avoidance, or that
taxes in accordance with the economic equivalent of
any tax-motivated transaction. Had such a general

company under which an entitlement to receive distributions
may arise but does not include a share in a building society”’
(section 91(B)(8) FA 1996). The provision was exploited through
the use of schemes in which shares were issued on terms that
would have been within the shares-as-debt rules but for the fact
that the shares issued carried no right to a distribution except on
a winding up (HMRC explanatory notes to Finance Bill 2007,
Schedule 5, paras. 71 to 73). Section 91(B)(8) FA 1996 was
amended in FA 2007 to eliminate the scheme. But, in a similar
vein, the consultation document now references schemes based
around partnership contributions, which would not fall within
the section 91B(8) FA 1996 definition of share and, it appears,
are designed to circumvent the shares-as-debt rules.

36HSBC Life (UK.) v. Stubbs [2002] STC (SCD) 9, Westdeutsche
Landesbank Girozentrale v. Islington LBC [1996] AC 669.

37Sections 46 to 57 FA 2005, as amended.
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antiavoidance rule existed, it might have served to counter-

act some of the arrangements that seem to be in the
forefront of HMRC’s concerns in the consultation
document. The principle of an economically equivalent
return therefore needs to be introduced into the revised
draft legislation.

Accordingly, the principle is embodied in paragraph
1 of the disguised interest schedule in the revised draft
legislation. The expression ‘‘economically equivalent”
is not found elsewhere in the UK. taxing statutes, and
it will be interesting to see how a court construes these
words.38 The more familiar wording of ‘‘equate in sub-
stance to’’3? is retained in the revised draft legislation
in the context of a ‘‘tax privileged investment return’’
(see further below), but no longer forms part of what
may be considered to be the articulation of the key
principle of the revised draft legislation on disguised
interest as set out in paragraph 1.

‘Return Designed to Be Economically Equivalent to
Interest’

The revised draft legislation is broader than the ex-
isting shares-as-debt legislation and is not limited to
investments of a particular type or the production of a
return of interest at a particular rate.4° The concept of
a return within the revised draft legislation is therefore
left as wide as possible. If an arrangement is ‘‘designed
to produce a return economically equivalent to inter-
est,” that return should fall within the scope of the
revised draft legislation, provided it is reasonable to
assume that the production of the return is or was a
main purpose of the arrangement.

As the disguised interest rules apply only when a
return ‘‘is not charged, or not wholly charged, to tax
on the company as an amount of income and is not
brought, or not wholly brought, into account when

38Judges are lawyers, not economists, and the analysis of
what is an economic equivalent might encompass not only fiscal
substance but also economic theory.

39Statutory provisions that include the expression “‘equate in
substance to’’ include section 49(1)(d) of FA 2005, dealing with
alternative financing transactions; section 736C(1)(c) ICTA 1988
and section 597(1)(c) of the Income Tax Act 2007, both dealing
with deeming of interest on cash collateral under stock lending
arrangements; section 560(4) of the Income Tax (Trading and
Other Income) Act 2005 (IT(TOI)A 2005), dealing with some
guaranteed returns produced from a disposal of a future or op-
tion; and para. 1(b) of Schedule 13 to FA 2007, setting out the
purpose of the repo legislation.

40The shares-as-debt legislation refers to a return “‘on an in-
vestment of money at a commercial rate of interest’’: section
91D (1)(b) FA 1996. The HMRC PowerPoint presentation made
to the January open meeting stated that the draft legislation ‘‘can
apply to return regardless of nature of arrangements that pro-
duces it” (sic).

calculating for tax purposes any income of the com-
pany,”’#! some transactions will be unaffected. Trans-
actions such as those relating to alternative finance (en-
compassing Sharia compliant financings)*? and creditor
repos (which treat return as interest when the sale and
subsequent purchase of securities equate in substance
to the lending of money, regardless of the taxpayer’s
intentions)*? will continue to be taxed under specific
rules within the Taxes Acts. Whether other legitimate
commercial transactions could still be caught will de-
pend on whether the transaction is designed to produce
a return that is economically equivalent to interest.

The word ‘“‘designed’ carries no statutory definition
that is applicable to paragraph 1 of the disguised inter-
est schedule in the revised draft legislation.** It is sub-
mitted that the word ‘“‘designed’” would extend to a
design in the abstract, a design by any person (whether
or not a party to the investment), and to the design of
any part of a wider instrument. The guidance notes in
the consultation document state that ‘‘the arrangement
must be designed to produce such a return, so there
must have been the deliberate object that the return
would arise and that (apart from the new rule) it
would not have been taxed as income.”’#5 Why a return
is not taxed as income is not specified; an absence of
taxation of a dividend in the hands of some UK. com-
panies, or treatment of the return as capital return
would be sufficient. The guidance notes also explain
that “‘the use of the word ‘designed’ makes clear that
there must be an intention that the arrangement will
produce such a return.”’#¢ It is possible, therefore, to
infer that, at least in the mind of HMRC, the word
““designed” connotes a deliberate action into which a
subjective qualification (the ‘“‘intention’ referred to in
the guidance notes) is embedded. It is understood that
HMRC consider that the presence of ‘‘intention’ ex-
tends to seeing that the return is not taxed, as well as
seeing that the return achieved equates in substance to

“Para. 2(4)(b) of the revised draft legislation.
42Section 46 to 57 FA 2005.
43Schedule 13 to FA 2007.

“Para. 2(5) of the disguised interest schedule in the revised
draft legislation defines when an arrangement is designed to pro-
duce a tax privileged investment return, but that definition does
not extend to para. 1 of the disguised interest schedule.

“Consultation document para. 2.20.

46Consultation document para. 2.13. Note also that the
HMRC PowerPoint at the January open meeting identified that,
in the view of HMRC, “‘Designed’ indicates positive intent.”
Further note that the revised guidance notes published on Febru-
ary 7, 2008, repeated, in para. 3, the statements made in consul-
tation document para. 2.13 in this regard.
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Example 1

U.K. SPV shares

U.K.PLC

U.K. Bank

A

100% ownership

U.K. SPV

Share purchase £95 million

Day 365, subscription
balance paid

£10,000 share
subscription price
day 1

100 million ordinary
shares day 1

1. In this example, on day 1 a U.K. special purpose vehicle (SPV) issues 100 million £1 ordinary shares to
a U.K. Bank. Only 0.01 pence per share is actually paid up (a total subscription of £10,000). The Bank is
obliged to pay the balance of the capital in 365 days time, even if the shares are sold in the intervening

period.

2. Also on day 1, the Bank sells the shares to U.K. PLC for the net present value of the shares, say, £95
million. At the end of the year, the Bank pays the remaining subscription on the £100 million of share
capital. The value for the SPV shares is then £100 million, being its cash reserves.

3. The economic effect is that the Bank receives £95 million from U.K. PLC on day 1 and pays £100 million to
SPV (owned by U.K. PLC) on day 365. The difference of £5 million represents a year’s interest on the
initial £95 million paid by U.K. PLC for the shares on day one.

4. Where the return is designed to be economically equivalent to interest, the principle embodied in the
revised draft legislation would apply. HMRC intend that the draft legislation will result in the return of £5
million to U.K. PLC being charged to tax as interest on an amortized cost basis, as being a return equating

in substance to interest and that is not taxed as income. It may well be reasonable to assume in such
circumstances that the production of such a return is or was the main purpose, or one of the main

purposes, of the arrangements.

interest.4” Given HMRC’s statements in the guidance
notes, it appears the construction of the word ‘‘de-
signed” in a subjective context is more likely than the
words being construed objectively.48

It is likely that evidential support for the presence,
or lack, of a return that is ‘“‘designed’” will be critical in
determining whether a transaction is caught by the re-
vised draft legislation.*® It is submitted that evidence
identifying the presence or absence of an intention or a

4THMRC PowerPoint at the January open meeting.

48The Oxford English Dictionary defines “‘designed” as “(a)
Marked out, appointed, (b) Planned, purposed, intended, (c)
Drawn, outlined; formed, fashioned, or framed according to de-
sign.” The more objective meaning of the word in (c) is likely to
be vigorously opposed by HMRC.

4 Prudential plc v. Commissioners for HM Revenue & Customs
[2007] SpC 00636 at paras. 71 to 86 provides a recent example

(Footnote continued in next column.)

deliberate object on the part of the taxpayer in design-
ing a return will also be relevant.

It is also submitted that if HMRC want the meaning
of any principles-based legislation to be construed in
accordance with potentially subjective elements (such
as ‘“intention”” and ‘‘deliberate object’’), those subjec-
tive elements should be embedded in the principles-
based legislation and form part of the statute to be en-
acted by Parliament. It seems at odds with the concept
of principles-based legislation for the principles chosen
by HMRC to require further detailed amplification by
reference to nonstatutory guidance. More preferable
would be the importation into the legislation itself of

of the importance of evidential support for any argument regard-
ing whether the purpose of a transaction was a purpose of se-
curing a tax advantage.
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any explanation necessary to effect the correct con-
struction of the principles chosen. Anything less may
lead to ambiguity, or at least a raft of guidance under
which the key principles will need to be interpreted.

‘Interest’

One other point of consideration will be the interac-
tion of the substantive return with the word “‘interest.”
Is interest to be defined specifically, or does it have a
meaning in accordance with decided case authority? If
the latter, the disguised interest rule would encompass
any interest currently treated for tax purposes as a dis-
tribution of profits, any return equating to interest on a
transaction that is other than a loan,>® and potentially
any return other than a return of such an excessive
amount that the nature of the amount as a payment of
interest would be called into account.5!

“Tax Privileged Investment Return’

The main operative provision of the revised draft
legislation is paragraph 2 of the disguised interest
schedule, entitled ‘“‘Disguised interest to be treated as
interest.”” Paragraph 2(1) introduces the concept that
when ‘“‘a company is party to an arrangement designed
to produce for the company a tax privileged investment
return,’’>2 the return is treated for corporation tax pur-
poses as a profit from a creditor loan relationship of
the company. A tax privileged investment return is de-
fined as ‘“‘a return from money or any other asset that
(a) equates, in substance, to the return on an invest-
ment of the money at interest (or an amount of money
equal to the value of the asset), and (b) is not charged
or not wholly charged to tax on the company receiving
the return as an amount of income and is not brought,
or not wholly brought, into account when calculating
for tax purposes any income of the company.”’>3 In
essence, the definition of tax privileged investment re-
turn is a more detailed encapsulation of the return tar-
geted by the statutory principle specified in the revised
draft legislation, with the reference to ‘‘economically
equivalent’’ being replaced with the more legalistic ex-
pression ‘‘equates, in substance.” The credits to be
brought into account regarding a tax privileged invest-
ment return are deemed to be determined on an amor-
tized cost basis of accounting, which a definitional
clause effectively identifies as being a basis of account-
ing under which an asset or liability is shown in the
company’s accounts at cost adjusted for cumulative

SONote that the provisions of section 100 FA 1996, which can
apply to tax interest under a money debt not arising from the
lending of money, are not repeated in clause 6(5) of the draft
legislation (the paragraph that identifies the statutory provisions
HMRC intend to repeal if the proposed legislation is enacted).

S1See Ridge Securities v. IRC [1964] 84 TC 373 and Cairns v. Mac-
Diarmid (Inspector of Taxes) [1982] STC 226.

52Para. 2(1) of the revised draft legislation.
53Para. 2(4)(a) and (b) of the revised draft legislation.

amortization.>* This is different than the shares-as-debt
legislation that reclassifies shares as loan relationships
requiring fair valuation each year. Any return not actu-
ally recognized in determining a company’s profit and
loss for any period is to be treated as being recognized
regardless.>> This deemed accounting recognition is
intended by HMRC to prevent any absence of recogni-
tion of the return for accounting purposes resulting in
the return falling out of the charge to tax, for example
as a result of the return being capitalized when para-
graph 14 schedule FA 1996 does not apply. A tax privi-
leged investment return is therefore taxed regardless of
its actual accounting treatment. This is a divergence
from the usual drafting of financial products legislation
in the United Kingdom, where the accounting treat-
ment of a return would generally determine its taxa-
tion treatment.

With the draft legislation originally included in the
consultation document, there had been uncertainty as
to when a return should be charged to tax to avoid be-
ing a tax privileged investment return. This has now
been clarified. A return is not a tax privileged invest-
ment return if it is already wholly charged to tax on
the company receiving the return as an amount of in-
come for any accounting period.>¢ This would include
the return being taxed as trading profit under Case I of
Schedule D, and it should also include when the taxa-
tion recognition of a return equating to interest is de-
ferred. Provided the return is ultimately taxed in whole
as income, the revised draft legislation should be inap-
plicable. Concerns with the original draft legislation
that a tax charge may arise in a given accounting pe-
riod owing to the timing of the accounting recognition
of the return (for example, when the actual return is
computed on a fair value basis) have been reduced fol-
lowing the publication of the revised draft legislation.

The definition of tax privileged investment return
makes it clear that the return must equate in substance
to interest, the word ‘‘substance’” conveying that the
legal form or labeling of the return should not affect
the application of the rule. As with the meaning of
economically equivalent, guidance will no doubt be
required regarding exactly what substance connotes
and how it is to be identified.>? This is particularly rel-
evant given the ostensible difference between the statu-
tory principle, which refers to an economically equiva-
lent return, and the definition of tax privileged

54Para. 7 of the revised draft legislation, referring to the
meaning of amortized cost basis of accounting in section 103(1)
FA 1996.

S55Para. 2(3) of the revised draft legislation.

S56Para. 3 of the revised draft legislation.

57Section 91D(1)(b) FA 1996 requires that a condition of the
shares-as-debt legislation is that the share ‘“‘is designed to pro-

duce a return which equates, in substance to the return on an
(Footnote continued on next page.)
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investment return, which refers to a return equating in
substance to interest. It would be surprising if HMRC
were to identify any material difference between these
two expressions, but guidance is desirable to settle the
question.

One further point to note is that the identification of
the tax privileged investment return and the application
of the revised draft legislation do not result in a legal
recharacterization. The revised draft legislation does
not (unlike the shares-as-debt rules) deem the instru-
ment from which the return is derived to constitute a
loan relationship in its own right. The tax privileged
investment return is therefore not deemed to be interest
for tax purposes. Consequently, the tax privileged in-
vestment return should not, it appears, be subject to
UK. withholding tax on interest payments.

Revised Draft Legislation Introduces a ‘Purpose Test’

On reading paragraph 2(1) of the revised draft legis-
lation, the question arises as to what constitutes an
arrangement designed to produce for the company a
tax privileged investment return.>® Before the publica-
tion of the revised draft legislation, HMRC’s view ap-
peared to be that the construction of ‘‘designed’ in the
context of a tax privileged investment return should
follow the construction of the same word in paragraph
1, which enshrines the fundamental tax principle as
described above. HMRC’s initial approach, adopted in
the consultation document, was that the meaning of
the word ‘‘designed”” was sufficient to serve as a filter
through which commercial transactions not motivated
by tax avoidance would not pass. Concerns were raised
by tax professionals in correspondence with HMRC
and at the January open meeting that the construction
of the word ‘““designed’” was not certain enough to
serve as an effective filter or purpose-based test equiva-
lent to those existing elsewhere in the Taxes Acts that
would prevent an innocent commercial transaction
from being affected by the draft legislation.

The revised draft legislation has therefore introduced
a purpose test in paragraph 2(5) of the disguised inter-
est schedule. This provision specifies that ‘‘an arrange-
ment is designed to produce a tax privileged investment
return if it would be reasonable to assume that that is
or was the main purpose, or one of the main purposes,
of the arrangement.” The revised guidance notes rec-
ognize that paragraph 2(5) echoes the language of

investment of money at a commercial rate of interest.” While
HMRC guidance in the Corporate Finance comments on the
meaning of a commercial rate of interest (CFM 6384 and 6388),
no commentary is offered on the expression ‘‘designed to pro-
duce a return which equates, in substance’ (see CFM 6362, in
which further comment on the meaning of this expression is
absent).

58Para. 2(1) of the revised draft legislation.

other antiavoidance provisions.’> HMRC’s approach
appears to be that transactions should not fall within
the revised draft legislation through a combination of
the construction of the word ‘‘designed’”’ together with
the application of the purpose test in paragraph 2(5).69
The revised guidance notes state that arrangements that
are structured to produce a tax privileged investment
return but that do not have a main purpose of produc-
ing a tax advantage should not be caught. HMRC con-
sider that this combination of provisions should pre-
vent commercial structures from falling within the
revised draft legislation when the return on an instru-
ment inadvertently replicates a hypothetical return on
an investment at interest and when that return is not
taxed as income. HMRC have emphasized this point in
the guidance notes on the revised draft legislation, stat-
ing that ‘“‘truly contingent returns which happen to ap-
proximate to the level of return that might have been
achieved by simply investing money at interest’’ would
not be within the scope of the new rules.®!

However, despite the introduction into the revised
draft legislation of the purpose test in paragraph 2(5),
the test might be considered to be less than ideal for
several reasons:

o First, the test of whether the arrangements are
designed to produce a tax privileged investment
return is satisfied when it is reasonable to assume
that the main purpose of the arrangement is to
produce a tax privileged investment return. Other
existing antiavoidance provisions that contain a
reference to when it is reasonable to assume the
presence of a particular state of affairs exists are
of a narrower application than the revised draft
legislation®? and have not generally been consid-
ered in detail by the courts. It is considered that
the test is likely to require the identification of a
subjective purpose by reference to a set of objec-
tive circumstances. The purpose of a company is

59Section 559(5) IT(TOI)A 2005, previously para. 2(2) of
Schedule 5AA ICTA 1988.

60See revised guidance notes, para. 11.

61Consultation document para. 2.13, repeated in the revised
guidance notes, para. 11.

$2F g, (i) section 559(5) IT(TOI)A 2005, relating to whether a
disposal of a future or option involves a guaranteed return; (ii)
para. 7A(6) of Schedule 23A ICTA 1988, in the context of
whether transactions involving manufactured payments that are
tax motivated may be related; and (iii) section 767AA(7)(c)
ICTA 1988, in viewing whether two transactions could be taken
as forming part of a series of transactions or scheme in the con-
text of highly prescriptive legislation targeting an antiavoidance
scheme involving a change in company ownership. In each of
these circumstances, the ambit of the legislative provision (and
therefore the effect of it being ‘‘reasonable to assume’ a state of
affairs exists) is narrower than the circumstances of the revised
draft legislation on disguised interest.
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Example 2

Financial |4 INvestment£80

Product

Provider Guaranteed return

1. An authorized investment fund (AIF) offers a capital protected investment product that after five years guarantees
investors the repayment of their initial investment plus any upside in the movement of a designated equity index.
2. The AIF invests part of the subscription proceeds in a financial product that, at maturity, guarantees to repay the

initial investment by investors.

3. When the AIF’s purpose in entering the arrangements is to secure for investors the return of capital plus equity
index exposure, and not to secure for itself a nontaxable interest return, the revised draft legislation would not apply.
The AIF would not have a “main purpose” of producing a “tax privileged investment return” for itself through investing

in the financial product.

Investment £100

Capital protected
product investment product

Investors

its intention and is judged subjectively.63 It is con-
sidered that, prima facie, the test of whether it is
reasonable to assume that the main purpose of
the arrangement is to produce a tax privileged
investment return is likely to require the consider-
ation of the circumstances by a hypothetical ob-
server with full knowledge of the terms of the
transaction and surrounding circumstances. The
totality of the arrangements is likely to need con-
sideration, including the background documents
and correspondence.®* If the purpose test in para-
graph 2(5) is construed in this manner, it would
be a subjective test determined by objective cir-
cumstances, but a confirmation of HMRC’s un-

S3IRC v. Brebner (1966) 43 TC 705, in particular Lord Pearce
at 708 and Lord Upjohn at 711, and FA and AB v. Lupton (1978)
47 TC 586. While intention is subjective, in Marwood Homes Lim-
ited v. IRC [1999] STC (SCD) 44, reference was made to the ex-
amination of relevant documents to determine the intention of
the board of directors of a company, from which can be inferred
that intention might in some instances be determined, at least in
part, by objective factors. In the recent Special Commissioners’
decision Prudential plc v. Commissioners for HM Revenue & Customs
[2007] SpC 00636, evidential factors were considered in detail in
ascertaining a taxpayer’s purpose.

$4Similar circumstances have been considered as relevant by
HMRC in their internal guidance on section 767AA(7)(c) ICTA
1988 (see Company Taxation Manual CTM 6540) and the now-
repealed para. 6(5) of Schedule 26 to FA 2002 (see Corporate
Finance Manual CFM 13140). In the latter case, the HMRC in-
ternal guidance states that the test of whether it was reasonable
to assume that a derivative contract designed to produce a guar-
anteed return was to be judged — on the basis of an objective
look at the facts. Para. 6(5) provides a statutory basis for looking
not only at the terms of the relevant contract, but also at the to-
tality of the arrangements of which it forms a part, as evidenced
by the contemporaneous documents (including tax advice, where
relevant).

derstanding in this regard is absent from the re-
vised guidance notes. The test is also complicated
by not actually requiring a purpose, but only a
reasonable assumption of the presence of a pur-
pose. Many other prominent antiavoidance pur-
pose tests® require the presence of a purpose that
consists of securing a tax advantage (albeit that
the purpose is subjectively construed), and this
would have been a clearer test to include in the
revised draft legislation.

e Second, under other legislation currently in force,
when the legislative expression ‘‘reasonable to as-
sume”’ is used, it generally specifies that such an
assumption can be ascertained by reference to
specified effects or circumstances of the transac-
tions in question.®® Such a provision has the effect
of focusing the scope of what needs to be consid-
ered in discerning whether it is reasonable to as-
sume the presence of a given circumstance. Such
specification is absent from the revised draft legis-
lation. It is unclear whether the omission of this
qualification is an oversight by HMRC, or a more
deliberate omission in keeping with the breadth of
application of the revised draft legislation.

e Third, under the provisions of paragraph 2(5), an
arrangement is within the scope of the revised
draft legislation if a main purpose is the produc-
tion of a tax privileged investment return. The
presence of an actual purpose of securing a tax
advantage thereby is not required. The purpose
test in paragraph 2(5) does not therefore by itself

85F.g., as set out in para. 13(4) and (5) of Schedule 9 FA
1996.

86F.g., section 559(6) IT(TOI)A 2005.
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SPECIAL REPORTS

remove innocent commercial transactions that are
not motivated by tax avoidance from the scope of
the revised draft legislation, but simply excludes
transactions when the purpose is not the produc-
tion of a tax privileged investment return. The
two will usually be the same, but not necessarily
in all circumstances.

Taking these concerns together, it may be considered
that the purpose test in paragraph 2(5) of the disguised
interest schedule in the revised draft legislation is a
broadly subjective filter that is likely to be determined
by objective circumstances. The important residual con-
cern is that in exceptional situations it is not inconceiv-
able that the provisions of paragraph 2(5) would not
offer an exclusion for a transaction that is not moti-
vated by the securing of a tax advantage.

Application Only to Companies

The principles-based legislation in relation to dis-
guised interest is applicable only to companies, with a
warning that, if it is successful, the principle can be
extended to other persons. An entity not within the
charge to UK. corporation tax, including a company
that is treated for tax purposes as a tax-transparent
equity (such as a limited liability partnership), is not
within the scope of the revised draft legislation.

Change to Paragraph 1 of Schedule 9, FA 1996

The revised draft legislation makes an important
change to the current legislation applying to loan rela-
tionships. Paragraph 1 of Schedule 9, FA 1996 states
that accounting credits and debits relating to any
amount that is treated, when paid, as a distribution is
excluded from the loan relationships regime, with the
result that the amount is neither deductible for a UK.
corporate payer nor taxable in the hands of a UK. tax
resident company receiving the distribution. The re-
vised draft legislation makes an addition to the current
rules. If enacted, the legislation would require any
amount that is actually interest that is paid by a UK.
company and recharacterized under section 209 ICTA
1988 as a distribution to be taxed as taxable income in
the hands of a UK. corporate creditor. Such taxation
will arise only when the recharacterized distribution
would be taxable under the disguised interest rules but
for the fact that the distribution is actually interest.67
The corporate payer of the interest will still not obtain
any deduction for the interest (because of the recharac-
terization of the actual interest as a distribution).

At first, the proposed additional subparagraph to be
added into paragraph 1 of Schedule 9, FA 1996 ap-
pears to be a circular provision aimed at deterring tax
avoidance. Comparable provisions exist in the ‘‘shares

$7The revised draft legislation does not tax returns of actual
interest, only returns designed to be economically equivalent to
interest.

as debt”” rules in sections 91A to 91G FA 1996. How-
ever, the breadth of circumstances under which interest
may be recharacterized as a distribution under section
209 ICTA 1988 (including when interest on a loan is
more than a reasonable commercial rate%®) raises the
possibility that the proposed change could apply more
widely. In particular, it is axiomatic that any actual
interest (judged by reference to its legal form) is almost
sure to be economically equivalent or equate in sub-
stance to interest. It may also be the case that the in-
strument was designed to be, or at least acknowledged
as likely to be,®® recharacterized as a distribution (and
therefore not charged to tax in the hands of the holder)
for commercial reasons divorced from any motivation
to avoid tax. In those circumstances, the presence of
the purpose test to be introduced in paragraph 2(5) of
the revised draft legislation would not exclude the
transaction from the ambit of the disguised interest
legislation, or from the asymmetry thereby created.
Such an asymmetry was not created under the equiva-
lent provisions in the shares-as-debt rules.

Disaggregation and Bifurcation of Arrangements

Other problematic features of the revised draft legis-
lation on disguised interest include the potential disag-
gregation of arrangements in some situations and tax
credit situations. Paragraph 2(6) of the revised draft
legislation provides that when more than one company
is a party to an arrangement designed to produce a
tax-privileged investment return when viewed as a
whole (but when each company does not enjoy an
interest-equivalent return), the disguised income rules
apply to each of the companies participating in the
arrangement. The treatment of the disguised interest
return is applied to each participating company as is
“reasonable.” There is, however, no suggestion that
each participating company needs itself to have de-
signed the arrangement relating to the disguised inter-
est, or contributed to that design; mere participation in
that arrangement would appear to be sufficient. Valua-
tion issues, or at least added complexity, would result
from the need to disaggregate the tax privileged invest-
ment return from a single composite asset, or a parcel
of assets. While HMRC state that the provision is de-
signed to prevent the fragmentation of instruments as
part of an attempt to avoid the existence of an interest-
equivalent return, no example is given in the guidance
notes of how companies should proceed to examine

58Under section 209(2)(d) ICTA 1988.

%In this context, it is less than clear in the revised guidance
notes whether ““‘designed” could encompass the position when
the characteristics of an instrument are structured to achieve a
wholly commercial result, but when it is acknowledged and ap-
preciated by the parties that the instrument will be treated in a
particular way for tax purposes and when that treatment is not
desired by the parties.
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which composite assets may include elements provid-
ing for an interest-equivalent return.

Some scenarios potentially cause problems. For ex-
ample, an instrument that partly replicates a return at
interest but predominately offers a return subject to
certain business results of the investee company is
likely to fall within the revised draft legislation. When
the return is determined under a complex formula and
the aggregated return is itself adjusted by business re-
sults, any disaggregation of an interest-equivalent re-
turn under the provision described above is likely to be
difficult. It is, however, understood from HMRC that
hybrid instruments will not be bifurcated under the
revised draft legislation (whether or not such an instru-
ment was subject to an accounting bifurcation’?) when
existing tax rules already apply to tax both elements of
the instrument.

No Double Taxation, Availability of Tax Credits

The statutory principle in paragraph 1 of the revised
draft legislation states that the disguised interest sched-
ule is subject to exceptions and to the requirement that
double taxation should not result. The revised draft
legislation has been amplified in this regard from the
draft legislation published in the consultation docu-
ment, with the remodeling of an earlier clause dealing
with the availability of tax credits and new provisions
preventing the application of the disguised interest pro-
visions in some situations.

The newly introduced paragraph 4 of the revised
draft legislation prevents the application of the dis-
guised interest provisions if income corresponding to
the interest-equivalent return is already treated as a
trading loan relationship receipt for any company or as
a nontrading loan relationship credit, regardless in both
instances of the accounting period in which such a re-
ceipt or credit is recognized and regardless of the main
purpose of the arrangements. This exclusion is not ef-
fective when corresponding income is brought into ac-
count as a nontrading loan relationship but is sheltered
by nontrading loan relationship deficits brought for-
ward from earlier periods.

A similar exclusion is available when the return to a
U.K. resident company arises from a participation in a
controlled foreign company when the CFC follows an
acceptable distribution policy under section 748(1)(a)
ICTA 1988 or when chargeable profits of the CFC are
apportioned to the participating UK. company in ac-
cordance with section 747(4) ICTA 1988 and are
thereby subject to U.K. tax. These exclusions, added to

70Accounting standards in International Accounting Standard
39.11 and UK. Financial Reporting Standard 26.11 require a
holder of some hybrid instruments (such as convertible security)
to account for the security in two parts, one relating to the host
debt contract, the other to the embedded derivative relating to
the right to convert the security.

the revised draft legislation, do not disapply the dis-
guised interest rules when the CFC in question passes
the exempt activities test in section 748(1)(b) ICTA
1988 and Part II of Schedule 25 ICTA 1988 or the mo-
tive test in section 748(3) ICTA 1988. HMRC have
stated that this is deliberate, because ‘‘it would in prac-
tice be exceptional for a main purpose of the arrange-
ments to be the production of a [tax-privileged invest-
ment return] if these tests were met.””’! Even if such
an exceptional situation exists (or in circumstances
when the overseas company distributing profits is not a
CFC) and a tax privileged investment return is taxed in
the hands of the participating UK. company under the
revised draft legislation, no further tax charge arises
when the foreign company distributes profits corre-
sponding to that return. Section 80(5) FA 1996 would
prevent the loan relationship credit attributed to the tax
privileged investment return from being taxed under
any other provision. Further, an express statement is
made in the statutory principle set out in paragraph 1
of the revised draft legislation prohibiting double taxa-
tion.

The revised draft legislation specifically provides for
credit to be given to a taxpayer company when it is
liable under the disguised interest revised draft legisla-
tion for tax on any interest-equivalent return and when
any other company pays tax (which is not reimbursed)
on the income corresponding to that return.’? “Tax”’
includes both U.K. tax and foreign tax. The original
explanatory notes in the consultation document drew a
comparison with the provisions of section 91C FA
1996, under which some shares are excluded from the
shares-as-debt rules when the whole, or substantially
the whole, of the issuing company’s assets are income
producing. However, rather than introducing an exclu-
sion, the revised draft legislation allows the company
receiving the tax privileged investment return to claim
credit ‘“‘of such amount as is appropriate having regard
to any tax (including foreign tax) paid by (and not re-
imbursed to) any other company on income corre-
sponds to the return.”’’? Since the company that is
taxed by reference to the tax privileged investment re-
turn is not specified, credit may be easier to arrange in
chains of companies, when a single return is reflected
in more than one company’s share value, with the
credit arising at any level.

The revised guidance notes state, somewhat optimis-
tically, that the amount of the credit will in most cases

"THMRC document “Main Changes Following Open Day,”
published on the HMRC Web site on February 7, 2008, com-
mentary on para. 5 of the revised draft legislation.

72Para. 6 of the revised draft legislation.
rd.
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Example 3

UK. CoA

Return £100

UK. CoB leg— Taxable interest
on £100

£100

. AU.K. group treasury company, A, invests £100 in B, an investment company. The investment produces a return that

may come within the scope of the disguised interest legislation.

. B receives interest on the deposited investment of £100, such interest being taxable in B’s hands as a nontrading
loan relationship credit. Accordingly, A should not be subject to the disguised interest legislation on the return
achieved on A’s investment. If no return is paid by B to A, the value of the shares in B increases but no tax
advantage is secured by A because B pays tax on the interest received.

. If B sheltered the taxable interest with any nontrading loan relationship deficits brought forward from an earlier
period (assuming no group relief surrender), the exclusion from taxation on the interest received by B will not apply.

. It may therefore be necessary for A to seek confirmation or warranty protection from B for confirmation that any
taxable nontrading loan relationships credits received by B, which correspond, to A's return, will not be sheltered by
available nontrading loan relationship deficits.

. Had the investment by A been designed to ensure that tax was not payable on the interest arising to B, the return to
A may have been a “tax privileged investment return.” Had B paid no return to A, HMRC would probably argue that

the accretion in value of A’'s shares in B equates in substance to interest.

be “‘reasonably obvious’’ and ‘‘determined on an ap-
propriate basis.”’’4 The availability and quantum of the
credit are therefore not defined.”>

Consequential Repeal and Amendment of Legislation

HMRC have suggested that any enactment of the
revised draft legislation on disguised interest would be
accompanied by the repeal of a substantial body of
antiavoidance legislation. Many of the provisions tar-

74Para. 2.31 of the guidance notes and para. 23 of the revised
guidance notes.

7SHMRC stated in their PowerPoint presentation at the Janu-
ary open meeting that the use of credits in para. 6 of the revised
draft legislation is “‘far less prescriptive”’ than the equivalent ex-
clusion available under section 91C FA 1996 in the shares-as-
debt rules.

geted for repeal have been enacted recently. They in-
clude the shares-as-debt legislation contained within
sections 91A to 91G of FA 1996 and provisions deal-
ing with stock lending arrangements (and quasi-stock
lending arrangements) that are designed to produce a
return to the stock borrower equating in substance to
the return that could have been achieved on an invest-
ment of the cash collateral provided under the stock
loan.”® Antiavoidance legislation introduced in 2004

76Sections 736C and 736D ICTA 1988. Both provisions con-
tained revisions to the complex stock lending legislation and
were introduced in FA 2006. HMRC concern was present during
the introduction of the legislation that amendments to the terms
of the arrangements could result in the provisions of section
736C being circumvented, hence the introduction of the quasi-
stock lending legislation in section 736D ICTA 1988.
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relating to companies in partnerships is also repealed,
motivated by the desire to encompass within the re-
vised draft legislation partnership arrangements that
offer a return that is economically interest but may, on
a legal construction, be of a capital nature.””

Any enactment of the
revised draft legislation on
disquised interest could be
accompanied by the repeal
of a substantial body of
antiavoidance legislation.

As noted above, several provisions have not been
repealed that have a broadly equivalent effect to the
disguised income rules. The U.K. repo rules and provi-
sions dealing with alternative finance arrangements
remain unchanged. Other provisions of the loan rela-
tionships code that involve accounting debits and cred-
its for taxation purposes on a money debt that is not a
lending of money might also have been included as
provisions to be repealed, but remain outside the draft
disguised income rules.”®

Transfer of Income Streams

The fundamental taxation principle governing the
draft legislation in the consultation document on the
transfer of income streams is that ‘‘receipts which are
derived from a right to receive income and do not in-

"TThe genesis of the section 131 to 134 FA 2004 legislation
addressing companies in partnership was to counter arrange-
ments that exploited the ability within partnerships for partners’
income-sharing proportions to differ from the proportions in
which their capital was contributed. While the consultation
document states that HMRC have been concerned with tax
avoidance schemes that navigate around the shares-as-debt rules
through partnership-based (rather than share-based) structures, it
is submitted that the intention to repeal sections 131 to 134 FA
2004 arises because the draft legislation targets the tax avoidance
that is already addressed by sections 131 to 134 FA 2004. How-
ever, the extent to which the draft legislation is to be construed
as encompassing the identical ground covered by section 131 to
134 FA 2004 is an interesting question that the consultation
document does not address.

78Section 100 FA 1996. While section 100(1)(b) FA 1996
specifies that it applies when the money debt arising did not
arise from a transaction for the lending of money, and when no
loan relationship exists, the disguised interest rules could still be
able to apply to such situations given that the “return’” in para. 1
and para. 2 of the revised draft legislation would only need to be
designed to be economically equivalent to interest and equate in
substance to a return on an investment of money at interest. The
investment itself need not be present.

volve the loss of capital are economic substitutes for
income and are to be treated for tax purposes as in-
come.”” Any diminution in value of the underlying
asset in consequence of the stripping from that asset of
the component of its value represented by future in-
come is ignored.8® The HMRC announcement of Feb-
ruary 7, 2008, did not extend to any revision of the
draft legislation addressing the transfer of income
streams. The draft legislation in this area is generally
considered to be applicable to a narrower class of
transactions and arrangements than the revised draft
legislation on disguised interest.

Rationale of Legislation

HMRC'’s explanation of the need for such draft leg-
islation is, again, their concern that avoidance schemes
have been designed to take advantage of technical and
prescriptive tax legislation. HMRC also refer to the
existing antiavoidance legislation in this area having
been introduced in a ‘‘piecemeal fashion over the
years,”’8! including sections 730, 775A, and 785A
ICTA 1988. The draft legislation therefore represents a
consolidation of various existing statutory provisions
under the aegis of the principle referred to above.
HMRC'’s intention in the legislation appears to be to
prevent a taxpayer from arguing that receipts for the
sale of an income stream constitute a capital receipt
(with capital losses being potentially available to set
against that capital receipt). The focus is firmly on the
transferor of the income stream rather than the trans-
feree, as is the position set out in section 785A ICTA
1988, which the draft legislation closely resembles al-
beit that section 785A ICTA 1988 is confined to ad-
dressing the transfer of a stream of rentals under a
plant and machinery lease.

While the draft legislation on the transfer of income
streams consolidates a number of existing statutory
provisions, the fundamental taxing principle that is em-
bedded within the draft legislation on the transfer of
income streams goes significantly further. Owing to the
ambiguous case authorities that address the sale of in-
come streams,’2 HMRC acknowledge that ‘‘what is
required is a way of determining in relation to many
types of receipt whether they are income or not.”’83

7?Consultation document para. 3.6
8014, at footnote 3.
81Consultation document para. 3.3.

82The consultation document refers to an “ambiguous” line
of case authorities: Lowe v. J W Ashmore 46 TC 597, Greyhound
Racing Association (Liverpool) v. Cooper 20 TC 373, McGuckian v. IRC
69 TC 1, and IRC v. John Lewis Properties Limited 75 TC 1. The
fundamental taxation principle selected is acknowledged by
HMRC to be closest to that elucidated in the Australian case
Henry Jones (IXL) Limited v. Federal Commissioner of Taxation (22
ATR 328).

83Consultation document para. 3.6.
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Dividends paid

Example 4
U.K. Bank t
A
Purchase Price
for Dividend Right to dividends
Right: £100 million
U.K. PLC

1. U.K. Bank acquires the rights to certain dividends on shares owned by U.K. PLC, the purchase price being £100 million.
2. The purchase price lump sum is treated as income of U.K. Co under clause 1(2) of the draft legislation (unless already

taxed as income in U.K. PLC’s hands).

3. Dividends received by U.K. Bank will remain taxable in the hands of U.K. Bank (section 95 ICTA 1988 and clause 1(7)

of the draft legislation).

HMRC has decided that the method by which this de-
termination is achieved should not be a list of indica-
tors as to the fundamental nature of the receipt in
question. Rather, the determination is to be achieved
through the codification of the fundamental taxation
principle referred to above, which, once reduced to
statute, is intended not only to fill any gap in existing
consolidated statutory provisions but also to attempt to
eliminate the distinctions between income and capital
that have historically been drawn in the case authorities
concerning the nature of the receipts arising from the
sale of income streams.

Principle and Draft Legislation Explored

The draft legislation consists of two clauses, regard-
ing corporation tax and income tax. The principle on
which both clauses is predicated is that the ‘‘purpose of
this section is to secure that receipts (a) which equate
in substance to income, but (b) which are not fully tax-
able as income, are treated as income.”’3* The draft leg-
islation applies when a company or an individual
within the charge to UK. tax transfers a right to re-
ceive income arising from an underlying asset to an-
other person in circumstances that the underlying asset
is not transferred. The legislation does not specify the
type of asset that is required. It is considered that the

84Clause 1(1) and clause 2 (the latter inserting the new sec-
tion 809A Income Tax Act 2007).

asset could include shares, annuities, and a lease of
plant and machinery, and could also extend to debt
securities,8> real estate,3¢ intangible assets, and trade
contracts.8” Transfer is defined as including a number
of dispositions (sale, exchange, gift, surrender, and as-
signment) as well as any other arrangement equating to
a transfer.88 The sale or transfer consideration, deemed

85Unlike section 730 ICTA 1988, there is no limitation on the
transferred income to distributions on shares. While previous
formulations of section 730 ICTA 1988 specifically excluded
loan relationships from the scope of assets within section 730
ICTA 1988, no such specific exclusion is in the draft legislation.

86The assignment of rentals is not prevented from falling
within the scope for the draft legislation, although usually such
an assignment would probably fall under the rules for structured
finance arrangements in sections 774A to 774G ICTA 1988
(which replaced the previous rent-factoring rules in section 43A
to 43G ICTA 1988 regarding transactions entered into on or af-
ter June 6, 2006).

87There is no specific wording to preclude the income stream
being transferred from having the nature of contractual pay-
ments. Indeed, one of the examples in the consultation docu-
ment deals with the assignment of a right to payments from a
long-term contract that have not yet been recorded as trade re-
ceipts. HMRC contemplate in the consultation document that
when the vendor’s consideration is not subject to tax as income,
the draft legislation would apply.

88The concept of transfer does not appear to extend to any
waiver or forgoing of income arising from any property. This

(Footnote continued on next page.)
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to be income of the seller, is treated in the same man-
ner as the stripped income would have been treated.
The timing of the seller’s tax charge on the consider-
ation broadly follows the accounting treatment of the
receipt of that consideration. An exemption is provided
when the income transferred by a company arises from
a non-long-funding lease,?® and in such circumstances
the consideration is taxed in the accounting period in
which the transfer takes place. The draft legislation
does not require the repeal of existing statutory provi-
sions dealing with repos, alternative financing arrange-
ments, and structured finance arrangements when a
transaction is, broadly, already accounted for as a loan
in accordance with its economic substance and when
the tax treatment is analogous to that applicable to a
loan at interest. The return from such transactions is
already taxable as income.

The consideration for the transfer will be treated as
income in the hands of the transferor and not as a
capital receipt. This appears to be the case even when
the disposal is in substance a permanent disposal of all
the future income receivable regarding a fixed capital
asset of the transferor.?® Tax is charged on an amount
equal to the consideration for the transfer. There is
nothing to prevent the income itself (for example, the
dividends paid or annual payments received) from be-
ing taxed in the hands of the transferee of the income
stream.

conclusion is reached by reference to clause 3(1)(e) of the draft
legislation on the transfer of income streams, regarding proposals
for repeal of existing legislation. The proposal to repeal the exist-
ing section 786 ICTA 1988 applies to only part of that section.
The remaining part of section 786 ICTA 1988, which is unaf-
fected by the proposals for repeals identified in clause 3(1)(e),
will continue to have effect in the following circumstances:

[i]f under the transaction a person agrees to waive or
forgo income arising from any property then, without
prejudice to the liability of any other person, he shall be
chargeable (a) to income tax, or (b) to corporation tax un-
der Case VI of Schedule D, on a sum equal to the amount
of the income waived or foregone.

The proposed continuation of section 786 ICTA 1988 to ap-
ply to agreements to waive or forgo income arising from any
property is strongly suggestive of such arrangements not being
within the scope of the draft legislation on the transfer of in-
come streams.

89A long funding lease is defined in section 70G of the Capi-
tal Allowances Act 2001. A finance lease will be a long funding
lease unless one of several exclusions apply. One exclusion is
that any lease with a term of five years or less will not be a long
funding lease. When a lease is a long funding lease, the hirer will
not be entitled to capital allowances.

9In this regard, the draft legislation in the consultation docu-
ment goes significantly further than merely reversing the decision
of the Court of Appeal in CIR v. John Lewis Properties Ltd 75 TC
131, in which the disposal of a right to five years’ rents was held
not to be a disposal of income but of capital.

In this regard, the draft legislation does not prescribe
any tax credit if the transferee is taxed on the actual
income received (such actual income arising in respect
of the income right purchased by the transferee) and
the transferor is taxed on the income proceeds it is
treated as receiving in respect of the sale of the income
right. While this position may at first seem surprising,
the draft legislation broadly replicates the equivalent
position under section 730 ICTA 1988, which was
amended by FA 2005 to permit the taxation of the
transferor on the dividend right transferred in addition
to taxing the transferee on a deemed receipt of that
same dividend income.®! The draft legislation differs
from section 730 ICTA 1988 in some, but not material,
detail. While the draft legislation deems the transferor
to receive consideration of an income nature for the
sale of the income right, section 730 ICTA 1988 deems
the transferor to still be the recipient of the dividend
income, with the transferor being charged under a re-
strictive Schedule D Case VI charge. In this regard, the
draft legislation is a slight relaxation of the provisions
of section 730 ICTA 1988. Perhaps unsurprisingly, sec-
tion 730 ICTA 1988 (as well as other similar provi-
sions) would be repealed if the draft legislation is en-
acted, and it is apparent that HMRC have
contemplated that the new legislation may serve a simi-
lar role as these existing provisions.

The preservation in the draft legislation of these fea-
tures of section 730 ICTA 1988 appears to be a conse-
quence of HMRC seeking to encompass important ex-
isting statutory provisions within the draft legislation.
Another indication of this approach is that there is no
requirement in the draft legislation that the transfer of
the income stream must be occasioned by a main pur-
pose of obtaining a tax advantage, or must be designed
in such a way to ensure that tax is avoided. Such a
requirement is absent from section 730 ICTA 1988.
Similarly, any intention (or otherwise) of the transferor
or transferee to mitigate or avoid taxation is not taken
into account in the draft legislation. In this regard,
there has been no announcement by HMRC of the
introduction into the draft legislation on the transfer of

°IThe charge under section 730 ICTA 1988 has no effect
when the proceeds of sale of the dividend right are chargeable to
tax (section 730(2) ICTA 1988). However, when the proceeds are
not subject to tax, the possibility of double taxation arises. First,
section 730(1) ICTA 1988 would apply to the transferor of the
dividend right. Second, the repeal by paragraph 2(3)(c) of Sched-
ule 7 of Finance (No. 2) Act 2005 of section 730(1)(c) ICTA
1988, which provided that income attributed to the dividend
transferor ‘“‘shall not be the income of any other person,” may
permit HMRC to tax the recipient of dividends (the right to
which has been transferred) as well as the owner of the corpus
of the shares. Para. 3.14 of the consultation document is sugges-
tive of the possibility that HMRC might seek to assess the actual
recipient of the dividend income.
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income streams of a purpose test on similar terms to
that proposed in the revised draft legislation on dis-
guised interest.”2 However, the draft legislation is inap-
plicable if and to the extent that the consideration for
the transfer is already taxed as income or brought into
account as a disposal receipt for the purposes of the
capital allowances legislation.%3

It may well be that HMRC consider that the replica-
tion of the features of existing statutory provisions
(such as section 730 ICTA 1988) is unavoidable when
embarking on such an exercise as set out in the consul-
tation document. To do otherwise, HMRC might ar-
gue, would be to invite tax avoidance in any gaps in
which the repealed legislation is not superseded by new
principles-based legislation. However, as explored be-
low, replicating the features of existing statutory provi-
sions may have adverse consequences when the class of
transactions falling within the draft legislation is wider
and less certain than the scope of transactions that
would fall within existing, more narrowly targeted leg-
islation.

Comparison With Existing Legislation

Existing legislation addressing the transfer of in-
come streams such as section 730 ICTA 1988 and sec-
tion 775A ICTA 1988 was similarly drafted, with the
application of such provisions not being dependent on
the presence of a purpose or design to avoid tax. The
consequence of the breadth of application of the draft
legislation is, however, that a number of legitimate
commercial transactions come within the scope of the
draft legislation. Examples might include securitiza-
tions or repackagings in which a true sale of a receiv-
able may be effected without the transfer of the corpus
of the underlying asset, although for the most part the
transferor is already likely to be subject to tax on the
sale consideration.?* This is the case with provisions
such as section 730 ICTA 1988, which apply to a vari-
ety of commercial situations. However, unlike section
730 ICTA 1988, the breadth of transactions that could
be caught within the draft legislation is far wider than

92See above, passim, in the paragraphs under the heading
“Revised Draft Legislation Introduces a ‘Purpose Test.” ”” See also
para. 2(5) of the disguised interest schedule in the revised draft
legislation.

93Clause 1(6) and clause 2 (introducing new section 809 C(1)
Income Tax Act 2007) of the draft legislation.

940n a typical U.K. residential mortgage securitization, the
originator of the mortgages would effect an equitable transfer of
the mortgages to a special purpose vehicle and would be subject
to tax under the loan relationships legislation regarding that dis-
posal. Non-U.K. originators of commercial mortgages or intan-
gibles may also be unaffected by the treatment of the sale consid-
eration as being income for UK. tax purposes. However, the
concern remains that the potential breadth of the draft legislation
may create concerns for many commercial transactions that are
unconnected with the tax avoidance that HMRC purport to be
targeting.

the more prescribed circumstances in current legislation
such as sections 730, 775A, and 785A ICTA 1988.
This potentially broad ambit of the draft legislation is
intended to prevent circumvention through narrow, for-
malistic interpretations of statutory provisions. How-
ever, the broad scope of the draft legislation inevitably
means that more transactions could be caught in its
net.

It is possible that the guidance notes on the draft
legislation and any future HMRC guidance will assist
in this regard and provide a clearer understanding of
which transactions are not affected. However, this
would be an unsatisfactory incidence of being taxed by
reference to broadly drafted legislation and untaxed by
a nonstatutory HMRC concession articulated in pub-
lished guidance of uncertain standing. Such guidance
would lack the standing of a statutory motive or pur-
pose test. To avoid the draft legislation on the transfer
of income streams creating commercial uncertainty,
some limitation or filter should be included in the draft
legislation on the transfer of income streams that mir-
rors the equivalent provision now proposed in para-
graph 2(5) of the revised draft legislation on disguised
interest. This would not need to be a narrowly drafted
exclusion, but could be expressed as a counterbalancing
statutory principle that the legislation has no effect
when the transfer being effected is not motivated by
seeking a tax advantage.®>

Conclusion

The enactment of principles-based legislation in
UK. tax law would be a new and significant develop-
ment. Such legislation would constitute a greater
change in UK. tax legislation than the insertion of a
purpose or objects clause in detailed and prescriptive
legislation, as was recently undertaken in the repo leg-
islation in paragraph 1(1) of Schedule 13 FA 2007. The
focus of HMRC and HM Treasury in the principles-
based legislation in the consultation document is
clearly on targeting and eliminating perceived tax
avoidance. In this context, the weapon of a statutory
principle to which any mechanical and prescriptive
supporting legislation may be subordinate must have
been very attractive to the U.K. tax authorities.

However, as this article has demonstrated, the re-
vised draft legislation and the approach of HMRC to

?>Such a counterbalancing principle could be worded in a
similarly brief style as is used in clause 1 (and clause 2 introduc-
ing the new section 809B(1) of Income Tax Act 2007) of the
draft legislation. Alternatively, a similar formulation of words to
para. 2(5) of the revised draft legislation on disguised interest
could be used. One result may be that, as with the disguised in-
terest rules as revised, subjective tests would govern both the en-
try into, and exclusion from, the draft legislation, but the alterna-
tives seem even less attractive.
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principles-based legislation as proposed in the consulta-
tion document could also create uncertainty and a lack
of predictability in the taxation of commercial transac-
tions and arrangements. While it is helpful that the
revised draft legislation on disguised interest now in-
cludes a purpose test in paragraph 2(5) in the disguised
interest rules, the terms of that purpose test are subjec-
tive, and the test does not by itself remove from the
legislation transactions that are not motivated by the
securing of a tax advantage. Accordingly, the inclusion
of a purpose test in paragraph 2(5) in the disguised
interest rules does not entirely allay concerns that the
potential scope of the disguised interest rules could
lead to uncertainty and ambiguity. A further concern is
that the draft legislation on the transfer of income
streams still contains no equivalent purpose test.

While cogent arguments have been advanced that
principles-based legislation should not be judged by
whether they achieve certainty, as opposed to fair-

ness,* this approach is difficult to reconcile with the
demands of the commercial world in which market
participants must be able to precisely evaluate the risks
inherent in a course of action. If the breadth of the
legislation relating to both disguised interest and the
transfer of income streams raises the possibility that
many bona fide transactions could fall within the scope
of the legislation, even though their main purpose is
not the securing of a tax advantage, the legislation is
unlikely to be successful in delivering its stated aims of
“‘conceptual simplicity and a more coherent re-
gime.”’97 2

96See in particular, Freedman ‘“‘Defining Taxpayer Responsibil-
ity: In Support of a General Anti-Avoidance Principle,” supra
note 14 at 355.

°’Consultation document, para. 1.9.
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