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Sub-participations, taxation and the 
mitigation of lender credit risk

As has previously been noted by 
other authors in this journal, recent 

events in the financial markets have resulted 
in the reassessment of counterparty risk. 
Participants in the secondary loan market 
have expressed particular concerns over 
the exposure of participants to lenders of 
record under sub-participations that have 
been entered into under standard form Loan 
Market Association (‘LMA’) documentation. 
This article focuses on certain taxation 
consequences which may accompany 
attempts to mitigate the credit risk in these 
circumstances.

For the sake of simplicity, the transferor/
lender of record/seller of the risk in the 
sub-participation will be referred to as a ‘lender 
of record’ and the participant/transferee/ buyer 
of risk in the sub-participation will be referred 
to as the ‘participant’.

REASONS FOR SUB-PARTICIPATION
A lender of record may wish to decrease its 
exposure to the borrower, to diversify its 
loan portfolio or to release regulatory capital. 
The obvious advantages for the participant 
would be obtaining credit exposure to the 
performance of the borrower without being 
the owner of the debt, thus avoiding direct 
exposure to a particular country, industry or 
corporate. Compliance with the restrictions 
in the loan agreement and the absence of any 
relationship with a particular borrower may 
also be amongst the reasons for using sub-
participations. In addition, a participant may 
want to achieve, as between itself and the 
lender of record, a different risk profile (for 
example, different duration of the exposure) 
than as between borrower and lender under 
the original loan.

Under the LMA’s standard documentation 
for ‘funded participations’, the participant 
pays the lender of record an upfront lump 
sum payment (calculated on the outstanding 

amount of the loan) that is non-refundable. 
The purpose of the payment may be to enable 
the lender of record to fund all, or part, of the 
loan. In consideration for the payment by the 
participant, the lender of record covenants 
that it will pay an amount to the participant 
equal to any amount which it has ‘applied’ 
following actual receipt of such amount from 
the borrower under the loan, whether the 
amount is of interest, principal or any other 
amount. From a regulatory perspective, these 
arrangements enable the lender of record 
to remove its exposure to the borrower’s 
repayment obligation from its supervisory 
balance sheet. That repayment obligation is 
instead included in the participant’s balance 
sheet as a claim on the underlying borrower. 
The funded sub-participation is also designed 
to ensure that the loan asset is derecognised on 
the lender of record’s accounting balance sheet.1

This article focuses on the tax 
consequences of lender credit risk solely in the 
context of funded sub-participations.

English law-governed sub-participations 
have been held by the Privy Council to 
constitute limited recourse, back-to-back 
funding arrangements which do not change 
the beneficial ownership of the underlying 
loan asset or interest or other payments 
made under that loan.2 This treatment is 
also respected for UK tax purposes. The 
participant therefore assumes a ‘double 
credit risk’ on default by either or both of 
the borrower and the lender of record. The 
existence of this ‘double credit risk’, coupled 
with the recent financial crisis, prompted 
the LMA to publish a document entitled 
‘Funded Participations – Mitigation of 
Grantor Credit Risk’ in January 2010 (the 
‘LMA Memorandum’) in which six possible 

approaches to the question of mitigating 
credit risk were considered.

In attempting to mitigate the credit risk 
inherent in a sub-participation, consideration 
must be given to the tax consequences of the 
possible options available to achieve this aim.

UK TAXATION OF SUB-PARTICIPATIONS
Before considering the effect of the tax changes 
which may result from the implementation 
of the different approaches in the LMA 
Memorandum, it is worth considering the 
taxation treatment of English law sub-
participations. The key question relates to 
whether payments made under a market 
standard sub-participation agreement (such 
as the ‘LMA Funded Participation (Par)’ 
document) would be subject to withholding 
of UK income tax. 

Beneficial entitlement to interest: Broadly 
speaking, a carefully drafted English law 
sub-participation should not change the UK 
withholding tax position between borrower 
and the original lender, who will remain 
beneficially entitled (under English law) to 
interest paid on the underlying loan. 

It is important to note that in the context 
of double taxation treaties, Her Majesty’s 
Revenue & Customs (‘HMRC’) may seek 
to apply an ‘international fiscal meaning’ 
of beneficial ownership,3 as considered in 
the Indofood case,4 where HMRC considers 
there has been abuse of a double taxation 
agreement. Such circumstances might arise 
if a participant which was not entitled to 
treaty benefits arranged to participate in 
a loan through an intermediate lender of 
record resident in a treaty jurisdiction and 
that intermediate lender was able to take 
advantage of an exemption or reduction of 

KEY POINTS
 The risk of being required to withhold UK income tax on payments made by lenders of 

record under English law governed sub-participations can be mitigated by careful drafting.
 Methods of mitigating lender credit risk in sub-participations may lead to additional tax 

consequences.
 Where those methods of mitigating lender credit risk result in the participant being the 

beneficial owner of interest paid under the underlying loan, then in certain situations the 
participant may not be able to enjoy exemption from UK withholding tax on those interest 
payments.

This article principally focuses on the reduction of lender credit risk in the context of 
funded sub-participations, and the tax consequences of doing so.
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withholding tax under a double tax treaty 
with the UK. 

The consequences of such an arrangement 
might be denial of treaty benefits by HMRC 
as regards the interest paid to the intermediate 
lender of record, being a consequence 
following from HMRC refusing to respect the 
construction of an English law governed sub-
participation agreement as not changing the 
beneficial ownership of the underlying loan.

It is considered that the number of 
occasions of such ‘improper use’ of a double 
taxation treaty in the context of sub-
participation are likely to be infrequent. 
While the taxation consequences of entering 
into a sub-participation are important, it is 
considered that these will usually remain 
ancillary and subordinate to the non-tax 
reasons behind the participation. 

Absence of ‘interest’: Payments made by 
the lender of record to a participant under 
a sub-participation agreement governed 
by English law should not be regarded as a 
payment of interest, owing to the term ‘interest’ 
being construed in a UK withholding tax 
context by reference to the natural and judicial 
meaning of the word and not by reference to 
economic substance.5 The usual requirement 
to consider the exemptions from withholding 
tax on payments of ‘interest’6 should therefore 
not be relevant to payments made by a lender of 
record under an English sub-participation.

‘Annual payment’ considerations: It is also 
necessary to consider whether the payments 
made under the sub-participation agreement 
might constitute ‘annual payments’ which would 
be subject to a withholding of UK income tax 
when paid by the lender of record. The term 
‘annual payment’ does not have a statutory 
definition but has been defined in case law to 
mean an income payment which is made under 
a legal obligation, which has the quality of 
recurrence and which constitutes pure income 
profit in the hands of the recipient. Depending 
on the particular circumstances of the sub-
participation, it may be possible to conclude that 
payments under the sub-participation constitute 
a capital receipt in the hands of the participant 
(thereby preventing them from being annual 
payments, and subject to withholding), but it is 
submitted that these circumstances are likely 
to be infrequent and atypical.

It may also be possible to identify that 
payments made to a participant do not 
constitute ‘pure income profit’. This is a 
complex test, owing to the somewhat unclear 
nature of precisely what payments constitute 
‘pure income profit’, a concept derived from 
case authorities. The relevant test is whether 
the payment is a taxable receipt in the hands 
of the recipient without any deduction for 
expenses or costs.7 Where payments under 
a sub-participation agreement are paid to a 
participant carrying on a taxable trade, and 
the participant is entitled to deduct expenses 
from the receipt of that payment, payments 
would not be ‘pure income profit’ and would 
not constitute annual payments subject to 
withholding of UK income tax.8

This deceptively simple test is complicated 
materially where the recipient of the payment 
is either a tax exempt person or is located 
outside the scope of UK taxation. This will 
be a frequently encountered situation, owing 
to the number of non-UK resident funds 
which participate in loans rather than acting 
as lenders of record. Where a participant 
is resident in a jurisdiction which imposes 
taxation on payments made under the sub-
participation it may be possible to rely on the 
business profits article of an applicable double 
taxation treaty between the UK and the 
participant’s jurisdiction to relieve the lender 
of record from the need to withhold (subject to 
completion of the necessary treaty formalities).

Mitigating the risk of ‘annual payments’: 
If the participant is resident in a non-taxing 
jurisdiction (such as the Cayman Islands), it 
might be possible to reach the view that the sub-
participation payments are not pure income profit 
where those payments are taken into account 
as income in the profit and loss account of the 
participant, with expenses of the participant’s 
business being set against such income.9

However, in the circumstances of a tax 
haven resident participant, the residual risk 
of payments under the sub-participation 
being treated as annual payments, coupled 
with the lack of a gross-up clause in market 
standard sub-participation documentation, 
frequently prompts the participant to request 
amendments to the market standard sub-
participation documentation to counter that 
risk. This can be achieved in a number of 

ways, such as by documenting the relationship 
between the lender of record and the 
participant as a loan made on limited recourse 
back-to-back terms10 (thereby permitting a 
UK bank lender of record to pay ‘interest’ to 
the participant within the ordinary course 
of that UK bank lender’s business without 
withholding), or as a total return swap. 

Even where a participant in a non-taxing 
jurisdiction is comfortable that payments 
under a sub-participation do not constitute 
annual payments, some UK tax consequences 
can still arise. A company which is not resident 
in the UK and which is not carrying on a trade 
in the UK through a permanent establishment 
may be subject to UK income tax on UK 
source income where that income is received 
without deduction of tax and is not within the 
definition of ‘disregarded company income’.11 
The tax charge is only applicable where a trade 
is carried on by the participant within the UK 
and no relief is available.12 In practice, these 
circumstances are likely to be remote and any 
assessment by HMRC of the resulting liability 
may be difficult to enforce in practice.

From the above discussion of the taxation 
of sub-participations, it can be seen that the 
particular treatment of such arrangements 
under English law, and in particular the 
retention of beneficial ownership in respect 
of the underlying loan (and the interest and 
proceeds arising therefrom), dictates the UK 
taxation treatment of a sub-participation. 
Consequently, a number of the variations 
suggested in the LMA Memorandum as a 
means of mitigating lender credit risk for the 
participant, which would result in changes in 
the beneficial ownership of interest payments 
under a sub-participated loan, would have 
a material impact on the UK tax treatment 
of the sub-participation arrangement. These 
mitigating approaches and their attendant 
UK tax consequences are considered in the 
rest of this article.

DECLARATION OF TRUST
The first mitigatory approach considered in 
the LMA Memorandum is for the lender 
of record to declare a trust over the relevant 
loan asset (including the loan proceeds) 
in favour of the participant, thereby 
establishing a proprietary interest in the loan 
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(and proceeds) in favour of the participant as 
a beneficiary under that trust. Following the 
declaration of trust, the participant would be 
the beneficial owner of interest paid under the 
underlying loan. This situation is analogous 
for tax purposes to the position that would 
apply if the loan had been assigned. Such an 
approach to the mitigation of lender credit 
risk may be acceptable where the taxation 
status of the lender of record is the same as 
that of the participant, such as, for example, 
where both are subject to UK corporation tax.

However, where the taxation status of 
participant and lender of record is different, 
a number of material tax consequences may 
arise. Although the lender of record may be a 
person to whom the borrower would be able 
to pay interest without UK withholding, such 
as a bank falling within the scope of s 991 
of the Income Tax Act 2007, the taxation 
characteristics of the participant may be 
different. In particular:
 the participant may not be able to enjoy 

the same exemption from UK withholding 
tax on payments of interest. For example, 
the participant may be located in a 
jurisdiction with which the UK has no 
double taxation agreement containing an 
interest article, such as a fund company 
resident in the Cayman Islands; or

 the participant may be able to enjoy 
an exemption from UK withholding 
tax on interest payments, but only if 
certain steps are taken. For example, 
if a participant is resident in a treaty 
jurisdiction, withholding tax would be 
imposed unless and until the borrower 
had submitted an application to HMRC 
for relief from withholding at source 
which HMRC duly granted.

It should also be noted that the borrower’s 
obligation to withhold income tax from 
interest payments is an absolute obligation, 
and is not affected by whether the borrower 
has received notice of a declaration of trust 
over the loan. If there is no requirement in the 
loan documentation for the lender of record to 
notify the borrower of a change in beneficial 
entitlement to interest on a declaration of trust 
being made, the borrower may not be aware 
of its liability to withhold. If the borrower 

becomes aware of this change at a later date, it 
may need to make withholdings on account of 
previously unpaid income tax and interest for 
late payment against future interest payments. 

If the loan documentation contains a 
requirement to inform the borrower of a change 
of beneficial ownership in the interest paid to 
the lender of record, this will alert the borrower 
to both the declaration of trust and the fact that 
a sub-participation of the loan has taken place. 
In the event that the participant is not able to 
receive interest without withholding (because it 
is not able to claim the benefit of a treaty and is 
not within the exemption for beneficial owners 
within the charge to UK corporation tax), the 
borrower would be entitled to withhold income 
tax from payments of interest made to the 
lender of record, most probably without being 
required to gross up the interest payments 
being made following the withholding.

In the event that the lender of record is a 
lender in a treaty jurisdiction and is receiving 
interest gross under a treaty direction from 
HMRC, the lender will be required to inform 
HMRC of any change to the information 
provided to HMRC when the treaty direction 
was given. This is likely to include the details of 
the transfer of beneficial interest in the interest 
under the declaration of trust.  

Where a lender of record is receiving net 
payments of interest (ie subject to withholding), 
but with the benefit of a tax credit, any transfer 
of beneficial interest to the participant may 
result in the tax credits not being available to 
the participant beneficiary, further increasing 
the cost and economic unattractiveness of the 
declaration of trust for such a participant.

GRANT OF SECURITY
A further option suggested in the LMA 
Memorandum is the grant of a security 
assignment by the lender of record in 
favour of the participant over the lender of 
record’s rights to receive payments under 
the underlying loan documents and over the 
account into which the loan proceeds received 
under the loan document are paid. In the 
event that notice is served by the participant 
in respect of the security, however, a number 
of issues arise which are similar to those 
regarding a transfer of beneficial interest 
under a declaration of trust (described above).

Where the security assignment only involves 
a transfer of legal title (and not beneficial 
ownership of the interest) to the participant, 
the security arrangement should not, by itself, 
impact on the UK withholding tax analysis.

NOVATION OF LOAN TO A LENDER 
OF RECORD AFFILIATED TO A 
BANKRUPTCY REMOTE SPV
One of the options considered, but rejected, 
in the LMA Memorandum was for the 
underlying loan to be transferred by novation 
in accordance with the loan documentation to 
a bankruptcy remote special purpose vehicle 
(‘SPV’) affiliated or grouped with the lender 
of record. Following the novation, the SPV 
would be able to grant a participation in the 
loan to the participant, thereby mitigating the 
credit risk against the original lender of record.

The conclusion drawn in the LMA 
Memorandum that ‘this option has significant 
tax concerns and is therefore unlikely to be an 
attractive risk mitigation option’13 is perhaps 
an overly conservative approach to what may 
be considered to be a practicable restructuring 
of a sub-participation. Provided that a suitable, 
treaty eligible SPV can be located, it should 
receive interest as a qualifying lender under 
the novated loan without withholding of UK 
tax and should be able to make payments 
under the new sub-participation (or other 
financing arrangement, such as a back-to-
back non-recourse loan or total return swap) 
agreement without withholding for the reasons 
explored above.14 While the LMA’s concern 
that UK banks ‘have a general withholding 
tax exemption for interest paid out in the 
ordinary course of their business but an SPV 
would not’15 is not inaccurate in and of itself, 
it does not recognise that such an exemption 
would not necessarily be the one relied on by 
a UK bank in making payments under a sub-
participation agreement in the first place.

CREDIT SUPPORT
Alternatively, the lender of record may 
provide credit support on entering into the 
sub-participation or on the occurrence of a 
trigger event such as a ratings downgrade, 
similar in structure to the credit support 
requirements under International Swaps 
& Derivatives Association documentation 
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(which trigger on mark to market values). Th e 
taxation consequences of such an option are 
related to the nature and type of the collateral 
chosen for credit support, and the identity 
and jurisdiction of the parties.

ELEVATION OF SUB-PARTICIPATION
Th e LMA Memorandum also suggests that 
the lender of record may, on the occurrence of 
a trigger event (such as a ratings downgrade 
or  market disruption) be required to transfer 
the loan to the participant, thereby ‘elevating’ 
the loan and eff ecting a transfer of the loan to 
the participant. Th e result of such an elevation 
in a tax context would be material, resulting 
in benefi cial ownership of the interest under 
the loan by the participant, with consequences 
similar to those considered above in the 
context of a declaration of trust.

SUB-PARTICIPATION DOCUMENTED 
UNDER NEW YORK LAW
Th e fi nal mitigatory option considered in the 
LMA Memorandum is that a funded sub-
participation may be documented under New 
York law. Th e current Loan Syndication and 
Trading Association model form of sub-
participation agreement provides that the 
lender of record sells, grants and conveys 
an undivided 100 per cent participation 
interest in the loans, the commitments and the 
transferred rights. Th e lender of record retains 
only the legal title in the underlying loan and 
commitment for the benefi t of the participant. 
As a matter of New York law, the participant is 
intended to acquire a benefi cial interest in the 
underlying loan such that receipts by the lender 
of record under the loan documentation that 
are subject to the sub-participation are ring-
fenced on the lender of record’s insolvency.

As noted in the LMA Memorandum, 
uncertainty remains over how a New York 
law sub-participation should be construed 
as a matter of English law. Th e most likely 
construction appears to be that such a sub-
participation constitutes an assignment of 
the underlying loan proceeds or a declaration 
of trust over them, both of which would 
involve the participant acquiring a benefi cial 
ownership in the interest paid under the loan. 
Th e consequences would then follow those 
outlined in the declaration of trust option 

discussed above. While the New York law 
sub-participation is essentially intended to 
be a ‘silent participation’, a number of the 
circumstances which are germane to the UK 
withholding rules, under which the lender of 
record would need to inform the borrower of 
that sub-participation, would negate some of 
the perceived advantages of the silent nature of 
a New York law sub-participation.

CONCLUSION
Several of the approaches for mitigation 
lender credit risk listed in the LMA 
Memorandum can therefore be seen to have 
material taxation consequences for English 
law sub-participation agreements, requiring 
a careful consideration of the taxation 
characteristics of the participant and the 
overall sub-participation arrangement. Only 
by reaching a solution which mitigates both 
actual tax costs and potential tax risks will the 
purported aim of mitigating the lender credit 
risk assumed by the participant in a sub-
participation be commercially practicable. 
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