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Next, we hear from Iain Kerr again for a brief overview 
of the new audit exemption for subsidiaries by way 
of parent guarantee. This is followed by a discussion 
on US inversions from Jonathan Neuville and Michael 
Lemberg.

Amit Kapoor then talks to us about structuring 
acquisitions by way of an Alternative Investment Fund. 

Moving on, Mareska Suzuki takes us through tax 
considerations of equity credit treatment by ratings 
agencies and Rob Norris discusses avoidance involving 
the transfers of corporate profits with particular 
reference to a case that involved an intra-group lease. 
Then, we hear from Hugo Keane about degrouping 
charges for derivatives.

Next up, we enter the world of indirect tax where 
Sarah Reynolds discusses the revised guidance that 
has recently been released on VAT recovery by holding 
companies.

Chris Barnes then shares his experience on Employee 
Shareholder Status, highlighting where problems can lie 
from a practical perspective. 

Finally, Peter Grant and Rohini Sanghani take us through 
the development of the Common Reporting Standard, 
outlining the timeline for implementation and the 
challenges that should be borne in mind for acquisitions 
involving financial institutions.

We hope you will enjoy this winter edition of our 
publication. If you would like further detail on the 
articles in this issue, please call us, the authors, or your 
usual KPMG contact.

Starting this edition of M&A Tax Matters, Iain Kerr considers certain measures from the Autumn 
Statement which should be considered in M&A transactions going forward. 

Editorial Team

Eleanor Houghton 
Tax Assistant
KPMG in the UK
T: 020 7694 8827
E: eleanor.houghton@kpmg.co.uk 
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Autumn Statement update: 
M&A Tax Considerations

Schemes of arrangement

Regulations will be brought forward in early 2015 to 
prevent the use of cancellation schemes of arrangement 
for company takeovers. These transactions save stamp 
duty because there is no transfer of the shares in the 
target which are instead cancelled and new shares 
issued to the acquirer. Schemes of arrangement also 
have corporate law benefits in that the proportion of 
shareholders required to consent for the minority to be 
squeezed out is, broadly, 75% as opposed to 90% for 
a takeover structured as an offer. These corporate law 
benefits are unlikely to be affected, however, as transfer 
schemes of arrangement will presumably remain 
possible for company takeovers.

Late paid interest rules 

The late paid interest rules are to be repealed with 
effect for new loans made on or after 3 December 2014. 
Interest payable on existing loans will be grandfathered 
until 1 January 2016 (provided no material changes are 
made to their terms between now and then) but will 
be caught thereafter. The late paid interest rules have 
historically enabled deductions for interest to be taken 
when sufficient profits are available to group relieve, 
thereby preventing stranded losses arising. The impact 
of their repeal is likely to be felt by private equity owned 
groups in particular.

The Autumn statement contained a few measures which could have an impact on M&A 
transactions going forward.

Iain Kerr 
Director 
KPMG in the UK 
T: 020 7311 5621 
E: iain.kerr@kpmg.co.uk
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B share schemes

Companies seeking to return surplus cash to 
shareholders also received a surprise. Such returns 
often take the form of B share schemes whereby a 
bonus issue of B shares is paid up out of share premium 
account. Shareholders are able to choose whether to 
receive their cash as a dividend on the B shares and so 
pay income tax, or via the redemption of their B shares 
and so pay capital gains tax which, for individuals, may 
be payable at a lower effective rate. From 6 April 2015, 
all returns made through such a scheme will be taxed in 
the same way as dividends. 

Link companies

Following a number of cases on the compatibility 
of the UK rules on consortium relief with EU law, 
all requirements relating to the location of the ‘link 
company’ will be removed from the legislation. This 
means that, from 10 December 2014, there will be no 
difference in the treatment of link companies based on 
where they are located.



Exemption for audit by parent 
guarantee: implications for groups

Iain Kerr 
Director 
KPMG in the UK 
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With effect for financial year ends on or after 1 October 
2012, a parent company can exempt the accounts 
of a subsidiary from audit by giving a guarantee 
under section 479C of the Companies Act 2006. The 
guarantee is effected by delivering a section 479C 
statement to Companies House. No contract is required 
between the parent giving the guarantee and the parties 
who benefit from the guarantee.

While at first glimpse this may appear to be an attractive 
cost saving measure, the consequences should the 
subsidiary be sold may be less so. The guarantee 
applies to all liabilities of the subsidiary for the financial 
year or years for which it is given and remains in force 
until those liabilities have been discharged in full. There 
is no provision to revoke the guarantee or novate it 
to another party. The parent company could seek an 
indemnity from the purchaser of the subsidiary but 
would remain liable to the creditors of the former 
subsidiary.

If the parent company is to be liquidated 
following sale of the subsidiary in order, for 
example, to benefit from the substantial 
shareholding subsidiary exemption, the 
liquidator would need to write to all creditors 
of the subsidiary inviting them to make a 
claim. This may prolong the liquidation and 
increase its cost.

Groups should therefore give careful 
consideration before availing themselves 
of this exemption.
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Corporate inversion transactions: US Treasury 
issues new guidance

Inversions of US-based multinationals have remained a hot topic in the tax and business press. The frequency with which inversion transactions have 
been effected has increased as these companies have realised that the market will reward a reorganisation into a corporate structure with a non-US 
parent. Because of its favourable system of taxation, and for a variety of other reasons, the UK has proven a popular destination into which these 
US companies are seeking to invert. The US Treasury, however, recently issued guidance describing intended regulations that will tighten the rules 
designed to prevent inversion transactions and reduce some of the associated tax benefits.

A corporate inversion is a transaction in which a US-
based multinational restructures such that the US parent 
is replaced at the top of the global group by a foreign 
parent. Historically, inversions were achieved through 
a reorganisation involving only the US company and its 
affiliates. US legislation enacted in 2004 now requires, 
however, that corporate inversions be effected through 
a merger with a non-US corporation, typically while 
maintaining much of the combined operations in the US.

A US-parented multinational is subject to tax on its 
worldwide income, including the earnings of its non-
US subsidiaries, although only upon distribution to the 
US group. Accordingly, inversion transactions can be 
attractive for several tax reasons. First, an inversion 

may allow a restructuring of the group’s operations 
such that its future non-US earnings are no longer 
earned by subsidiaries of the old US parent and, thus, 
are effectively removed from the US tax net. Second, 
the insertion of intra-group debt into the US group may 
act to further reduce the earnings that remain subject 
to US tax (so called, “earnings stripping”). Third, certain 
post-inversion transactions may permit access to the 
overseas earnings of non-US subsidiaries of the old US 
parent without paying US tax.

US tax consequences
To date, adverse corporate tax consequences result 
if, after the transaction, (1) less than 25 percent of the 
new non-US-parented multinational’s business activity 

is in the home country of the new parent, and (2) the 
shareholders of the old US parent end up owning at least 
60 percent of the shares of the new non-US parent. If 
the new non-US parent meets these two criteria, the 
tax consequences depend on the continuing ownership 
stake that former shareholders of the old US parent have 
in the new non-US parent. If the continuing ownership 
stake is 80 percent or more, the new non-US parent is 
treated as a US corporation for all US federal income tax 
purposes. If the continuing ownership stake is at least 
60 percent but less than 80 percent, the foreign status 
of the new non-US parent will be respected but (i) the 
old-US parent will be subject to tax on any inversion 
gain for ten years and (ii) certain corporate insiders 
(officers, directors, and 10 percent shareholders) will be 
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subject to a 15 percent excise tax on their equity-based 
compensation. If the continuing ownership stake is 
greater than 50 percent, shareholders are subject to tax 
on the gain in their shares in the old US parent that are 
exchanged for shares in the new non-US parent.

Legislative and administrative proposals
There has been a flurry of recent activity, including 
legislative proposals and administrative guidance, 
evidencing a focus on restricting inversion transactions. 
The recent legislative proposals have primarily included 
proposals to (1) reduce the ownership threshold from 80 
percent to 50 percent for determining whether the new 
non-US parent company is treated as a US corporation 
for US federal income tax purposes, (2) treat the new 
non-US parent as a US corporation for US tax purposes 
if the group has significant US business activities and is 
primarily managed and controlled in the US (regardless 
of the level of shareholder continuity), and (3) limit the 
practice of earnings stripping for inverted US companies. 
In some cases, these proposals are even intended to 
have retroactive effect.

Due to the Obama Administration’s perceived urgency to 
address inversion transactions and the lack of legislative 
progress by lawmakers, the US Treasury recently 
released Notice 2014-52, which describes forthcoming 
regulations that would reduce some of the tax benefits 
of inversion transactions and tighten the current rules 
trying to stop them. Specifically, the notice describes 
how the regulations will (1) make it more difficult for US 
companies to invert by strengthening the requirement 
that shareholders of the former US parent company 
own less than 80 percent of the new non-US parent 
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company and (2) eliminate certain techniques currently 
used to access the overseas earnings of the inverted 
US company’s foreign subsidiaries without paying US 
tax. The notice states that the regulations will apply to 
transactions completed on or after 22 September 2014. 
However, while the notice provides a description of what 
such regulations may look like, substantial business risks 
and uncertainty regarding these rules will remain until the 
actual regulations are released, the timing of which is not 
yet known.

Michael Lemberg 
Manager 
KPMG in the UK 
T: 020 7311 4508 
E: michael.lemberg@kpmg.co.uk

Jonathan R. Neuville 
Director 
KPMG in the UK 
T: 020 7694 1525 
E: jonathan.neuville@kpmg.co.uk
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As a response to the financial crisis, the European Commission proposed the “Alternative Investment Fund Managers Directive” (“AIFMD”) in an 
attempt to regulate the market. These proposals were similar to those of Dodd-Frank, which was the US response to the same issue.

Structuring an acquisition by an Alternative 
Investment Fund (“AIF”): asset stripping provisions

The AIFMD is broad in its scope, covering hedge funds, 
retail investment funds, investment companies and real 
estate funds among others. The Alternative Investment 
Fund in question (the “AIF”) is any fund, over certain 
thresholds, which raises capital in the EU. Therefore, 
the directive covers a number of Private Equity funds 
and Infrastructure Funds as well. It was brought into law 
in the UK from July 2013, with a grace period granted 
to July 2014, so many funds are now considering the 
impact of AIFMD on transactions.

The main issue from a transaction structuring 
perspective which is likely to need to be considered 
is the asset stripping rules. The rules act to restrict 
the possibility of distributions from a target group for 
a period of 24 months following an AIF taking control 
of an unlisted company (control for these purposes 
being holding at least 51% of a company) in certain 
circumstances. Specifically the rules are:

• The portfolio company is not allowed to undertake any
distribution, capital reduction, share redemption and/or
acquisition of own shares;

• The AIF cannot vote in favour of a distribution, capital
reduction, share redemption and/or acquisition of own
shares by the company; and

• In any event, the AIF should use its best effort
to prevent distributions, capital reductions, share
redemptions and/or acquisition of own shares by the
company.

Broadly, the rules apply to restrict distributions of pre-
acquisition profits i.e. to avoid reducing a company’s 
value by asset stripping. In this context, distribution is 
specifically defined, and put simply, a distribution is a 
payment of dividends which exceeds the distributable 
reserves at the end of the last financial year. We 
understand, therefore that distributions are still allowed 
from pre-acquisition profits unless distributable reserves 

have been created by way of a capital reduction, share 
redemption or other similar transfers from share capital 
to reserves following acquisition. In order to avoid 
potential issues it is worth considering the impact of 
restricting distributions. 

The obvious circumstances in which this may apply are:

1. Up-streaming cash to service debt;

2. Repatriation of cash via regular dividend streams (e.g.
for infrastructure investments); and

3. Returning cash to investors in partial disposals via
dividend recapitalisations.

What does this mean practically?
The rules should not restrict distributions of pre-
acquisition profits where sufficient distributable reserves 
exist and should not restrict the payment of service or 
management charges or interest. These payments may 
be used as an alternative to distributions to upstream 
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cash. Payments for group relief surrenders should also 
be permitted. Introducing leverage into the target as part 
of the acquisition, e.g. by refinancing existing debt in the 
target company, can provide a route to upstream cash in 
the future to service acquisition debt. This emphasises 
the need to ensure any debt pushdown exercise also 
considers future repatriation.

It may also be possible to make upstream loans in 
order to either service debt or distribute cash to the 
shareholders. However, local financial assistance rules 
would need to be considered to ensure this is possible. 
If the company making the loan is a UK close company 
the loans to participator rules should also be considered. 
Care will need to be taken, where an upstream 
loan is made and proceeds are ultimately passed to 
shareholders, that the adverse tax implications of such 
loans are not triggered.

Where regular cash extraction is expected or required 
further consideration may be needed when structuring 
an investment. As well as making upstream loans as 
noted above, the rules do not apply to the repayment 

of loans. This may be of interest to infrastructure funds 
which normally expect to receive regular distributions.  
To the extent that the need to make payments in the 
first two years is greater than the profits forecast, the 
initial acquisition could be funded with debt, sufficient 
that the debt can be repaid as required to return cash. 
However, note that distributions out of post-acquisition 
profits should still be allowed. In this case there may be 
timing issues to consider as to when those profits can 
legally be distributed.

One particular circumstance that maybe restricted by 
the rules is the ability to make part disposals in the 
initial two year period following an acquisition, where 
that disposal may result in a distribution of cash to 
shareholders. If this part disposal is known or expected 
in advance (e.g. if a division is due to be sold on), part 
of the funding could be structured as a shareholder loan 
to be repaid with the cash from the disposal. However, 
where there is an unplanned disposal, it may be harder 
to repatriate the funds whilst leaving the group with the 
desired capital structure going forward. 

Overall, the possibility of making distributions in the first 
two years of ownership, either to service debt or extract 
cash may now be limited in certain circumstances for 
firms subject to the AIFMD. Firms subject to these 
rules should at the time of acquisition, focus on their 
future plans for the business and consider the impact of 
the rules, adapting their structures (where possible) to 
minimise the impact.
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A key factor in determining the credit rating of a 
company is its capital structure. A high debt to equity 
ratio may mark down the credit rating of a company 
but there are a number of reasons why a company may 
want to finance an acquisition with a significant amount 
of shareholder debt. For example, more flexibility in 
terms of repayment of principal, cash extraction by way 
of regular interest payments, stamp duty/capital duty 
considerations, withholding tax considerations and the 
fact that generally interest is tax deductible (as opposed 
to dividends). 

As a result of the increased pressure from the ratings 
agencies the use of “hybrid” shareholder loans has 
increased significantly in the last ten years in order to 
retain the benefits of shareholder loan funding while 
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Tax considerations of equity credit 
treatment by ratings agencies

A typical M&A transaction is funded with a mix of equity, shareholder loans and third party debt. 
The third party debt could be a loan from a bank, syndicate of banks or in the form of a bond 
issuance to the market. Often a credit rating agency will issue a rating in order to determine 
the interest rate. The most well known agencies include Standard & Poor’s, Moody’s and Fitch 
Ratings. A higher credit rating represents a lower probability of default and could result in a lower 
interest rate on the debt. It is therefore beneficial for companies to have a high credit rating. 

not marking down the credit rating. In this regard, loans 
that meet certain criteria are treated as equity by credit 
agencies. These criteria may vary between the different 
credit agencies. In this article we discuss the key criteria 
used by the ratings agencies and the tax considerations 
when trying to achieve equity treatment for rating 
purposes of a shareholder loan.

Criteria for 100% equity treatment of shareholder 
loans
The requirements are all aimed at minimising cash 
leakage out of the structure and to minimise the credit 
risk for the third party lenders. Below are the key 
requirements that are used by the ratings agencies. 
Note that the requirements vary per agency but for the 
purpose of this article we focus on the common key 
principles. 



To get 100% equity treatment, a shareholder loan must:

1. Be subordinate to all liabilities within the group.
Usually this is achieved by structural subordination
(use of a special holding company for the
shareholder debt on top of the structure) and/or an
inter-creditor agreement;

2. Have no securities from other group companies;

3. Have no event of (cross) default or (cross)
acceleration in the loan documentation;

4. Have no contractual repayment obligation, or in
any case not before the maturity of the more
senior ranking debt instruments. In most cases it is
required that repayment is at least one to six months
beyond the maturity of any other debt;

5. Have no fixed, periodic cash interest. In certain
cases, cash interest is allowed when it is based on
financial performance or when a restricted payments
test is met; and

6. Be ‘stapled’ to the equity interest of the shareholder.
There should be documentation that the shareholder
loan must be owned and sold together with the
equity interest.

M&A Tax Matters | 8

Tax considerations
As you might expect, the above requirements will also 
have an impact on the tax treatment of the loan and 
the interest. A key question is whether a deduction 
for the relevant interest payment will be allowed. We 
discuss each of these requirements in turn below, 
although please note that we will not discuss general 
interest deduction rules such as the world wide debt 
cap. Furthermore, for the purposes of this article, we 
have assumed that the shareholder loan is granted 
by a connected party, i.e. an entity that is an (in)direct 
shareholder or an entity under the control of the same 
parent company. 

Requirements 1-3
These requirements should generally not result in 
adverse corporate tax consequences. When structural 
subordination is required, the different UK holding 
companies can apply group relief and as such set off 
interest expenses against operating income.

Requirement 4: Repayment
When a loan has no redemption date or the redemption 
period is longer than 50 years, a loan may be reclassified 
as a ‘special security’. Distributions paid in respect of 
special securities are treated as equity distributions and 
are not tax deductible. Typically third party debt has 
a redemption period shorter than 50 years. It should 
therefore be considered to include a redemption date 
in the shareholder loan agreement which is beyond the 
redemption date of the other debt and earlier than 50 
years after issuance of the loan. Please note that there is 
no reclassification where the interest income is subject 
to corporate tax for the recipient. 

Transfer pricing principles should be applied when 
making this assessment: 

• the could argument – would a typical third party lender
be prepared to advance a loan for (say) 25 years and
therefore could a borrower have borrowed for this
term; and

• the would argument – would the borrower, acting in
the best interests of the business, take on a loan with
a 25 year term.
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Requirement 5: Cash interest
Where the return on a security depends to any extent 
on the results of the company’s business or any part of 
it (but not merely if the interest rate increases if results 
deteriorate or decreases if results improve), the security 
is considered a special security. It should therefore be 
considered to not include such a clause. In situations 
where cash interest has been allowed there is typically a 
restricted payment test which might allow payment only 
when there are sufficient profit reserves or when the 
interest payment is funded with dividend income. This 
should not result in a reclassification for tax purposes 
under these rules. As with requirement 4, there is no 
reclassification where the interest income is subject to 
corporate tax for the recipient.

An issue that may arise when only PIK (payment in kind) 
interest is agreed and the lender is located in a country 
where there is no ability to reduce withholding tax to 
nil, is that the deduction may be deferred until payment 
of the interest under the late paid interest rules (where 
interest remains unpaid 12 months after the year end, 
the interest is not deductible until paid. This issue can 
be managed through the issue of a new PIK note for the 
amount of interest accrued. It should be noted that, this 
PIK note should also receive equity treatment in order 
not to deteriorate the credit rating.

We are increasingly seeing HMRC use transfer 
pricing arguments to challenge the use of 100% PIK 
instruments; arguing that in the current market PIK 
toggle instruments may be more relevant (part cash pay 
and part PIK pay) but that 100% PIK instruments are no 
longer common place with third party lenders. 

9 | M&A Tax Matters

Requirement 6: Stapling
‘Stapling’ of a shareholder loan could also result in 
reclassification to equity. Loans are reclassified as 
special securities when the securities are ‘connected 
with’ shares in the company. In order to meet this 
requirement but avoid reclassification, typically the 
shareholder loan is granted by an indirect shareholder. 
For example, TopCo holds shares in HoldCo and a 
receivable owed by UK Bidco, HoldCo holds shares in 
UK Bidco. The shareholder loan owed by UK BidCo is 
‘stapled’ to the shares owned by HoldCo in UK BidCo, 
i.e. TopCo cannot dispose of the receivable owed by UK 
BidCo without HoldCo disposing the shares in UK BidCo. 
Note that reclassification only occurs when the interest 
received by the lender is not subject to corporate income 
tax. 

International tax considerations
Different countries may have different rules to classify 
a security as either debt or equity. Consideration should 
therefore be given how the interest income on the 
shareholder loan is taxed in order to avoid the situation 
where the interest deduction in the UK is safeguarded 
but the tax burden on the interest income is higher than 
it would have been as opposed to dividend income. This 
is potentially relevant at the present time, in light of the 
Base Erosion and Profit Shifting (‘BEPS’) action plan 
of the OECD, where hybrid instruments are under the 
scrutiny of tax policy makers and tax administrations.

In summary, there is increasing pressure from the 
ratings agencies and their advisors to set the terms of 
shareholder loans as such that they can be regarded 

as equity for rating purposes. This can have significant 
impact on the classification of the loan and the 
deductibility of interest. However, a middle ground can 
normally be reached to accommodate both the rating 
agencies’ requirements and the tax considerations.
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Avoidance involving the transfers 
of corporate profits and intra-
group leasing
An anti-avoidance provision was introduced in FA 2014 to counter arrangements where profits are 
transferred between group companies for tax avoidance purposes (section 1305A CTA 2009). The 
provision applies to payments made on or after 19 March 2014 including existing arrangements. 
Groups should consider this new anti avoidance provision whenever arrangements are entered into 
which involve the transfer of profits. 

A measure to counter disguised distributions using 
derivative contracts was introduced at the time of the 
pre-Budget report on 5 December 2013. It is understood 
that the primary focus of this provision was quite narrow; 
to counter schemes to transfer profits via a particular 
type of swap contract. However, HMRC became aware 
that the abuse was wider than just arrangements using 
derivative contracts and so introduced a further measure 
to counter transfers of corporate profits more generally. 

The approach taken to the drafting is consistent with 
other anti-avoidance provisions introduced over the past 
few years which are relevant for M&A transactions in 
that the legislation is widely drawn but then narrowed 
by guidance, e.g. the value shifting rule (in section 
31 TCGA) which was rewritten in FA 2011 and a new 

rule (in section 363A CTA 2009) to counter planning 
around the restructuring of third party loan relationships 
introduced in FA 2012.

Section 1305A will apply where companies in a group 
enter into arrangements which, in substance, result 
in a payment from one company to another of all or a 
significant part of the profits of the paying company 
(or another company in the group). The counteraction 
is to disallow the deduction which would otherwise be 
allowable or, if there is no deduction to disallow (e.g. if 
profits have been diverted to another group company), 
to increase taxable profits. In either case, the adjustment 
is one-sided even where both entities are subject to UK 
tax.
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An example of the potential application of this 
provision arose in the context of the lease by a Jersey 
incorporated and tax resident company of a property 
situated in the UK to a fellow group company located in 
the UK. The rent due under the lease is largely based on 
a percentage of the gross profit of the business operated 
from the property. The arrangements were entered into 
to support an external fund raising. 

The rent income received by the Jersey company is 
subject to UK income tax (at 20%) under the non–
resident landlord scheme with a deduction being 
claimed for the rent payable in arriving at the profits 
earned by the UK company which are subject to UK 
corporation tax (at 21% this year, reducing to 20% from 
April 2015). 

Since the rent is linked, in part, to the gross profits of 
the UK company, consideration has been given to the 
possible application of section 1305A.

In this case, the property owner and lessee companies 
are party to the arrangement and they are members 
of the same group. In addition, the form of the rental 
agreement is such that the arrangement results in what 
is, in substance, a payment of a significant part of the 
UK company’s profits. 

However, it was determined that the anti avoidance 
provision should not apply because the arrangements 
do not have a main purpose of securing a tax advantage. 
First, the arrangement has been put in place for 
commercial reasons. Second, the rent is deductible 
for corporation tax purposes in the UK company and 
is chargeable to UK income tax in the Jersey company 
with the tax rate differential disappearing from 1 April 
next year. In summary, whilst there is a small tax 
advantage until April 2015, achieving this was not a main 
purpose of the arrangement which will continue for the 
foreseeable future.

In coming to this view, it is recognised that there are 
other potential tax advantages from holding the property 
via a Jersey incorporated and tax resident company, 
perhaps because the disposal of either the property 
or the Jersey company would not be within the scope 
of the UK capital gains rules. However, such a tax 
advantage does not result from a profit transfer arising 
from the payment of the rent. As such, it should not 
trigger the application of section 1305A.
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Degrouping charges for derivatives
A degrouping charge may arise when a UK company leaves a group holding derivative contracts transferred intra-group within six years of the date 
of transfer. Such degrouping charges are not covered by potential relief under the Substantial Shareholdings Exemption (in the event it applies) on 
the disposal of the UK company and, as such, consideration of such transfers and the value of relevant contracts will need to be factored into the due 
diligence/structuring process in the context of an acquisition of a UK company.

Degrouping and derivative contracts: ss630-632 
CTA 2009
Broadly, a derivative contract transferred between group 
companies is transferred for consideration equal to the 
notional carrying value of the contract such that no gain 
or loss arises on the transfer. 

Where the transferee leaves the group within a period of 
6 years of transfer it will be deemed to have disposed of 
and re-acquired the contract at fair value if it leaves the 
transferor group.

Pre 31 March 2014 degrouping charges
For transactions on or prior to 31 March 2014, no 
disposal and reacquisition is deemed to occur where a 
loss on the derivative contract would arise unless there 
is a hedging relationship between the contract and a 
creditor loan relationship that had also been transferred 
intra-group and is subject to a degrouping charge under 
ss344-346 CTA 2009. 

A hedging relationship is defined in s707 CTA2009 and 
occurs where:

• The derivative contract and the creditor loan
relationship are designated for accounting purposes as
a hedge by the company; or

• The derivative contract is intended to act as a hedge
of the exposure to changes in fair value of the creditor
loan relationship and the creditor loan relationship is
recognised for accounting purposes as an asset or
liability (or an identified portion thereof).

Exceptions to degrouping charge
The degrouping charge does not apply in the following 
circumstances:

• Where the transferee company ceases to be a member
of the group of companies solely as a result of the
principal company becoming a 75% subsidiary of
another company (the degrouping charges will however
still be in point if the transferee company subsequently
leaves this group within six years of the original
transfer);

• The transferee company ceases to be a member of the
group as a result of an exempt distribution (as defined
under s1076, 1077 or 1078 CTA 2010), although the
degrouping charge may crystallise in the event a
chargeable payment is made within five years of the
exempt distribution (s632 (1) CTA 2009); or

• The derivative contract is transferred as a result of
a European transfer or merger and the transferee
company ceases to be a member of the group as a
result of the transfer or merger.

Where none of the above circumstances apply, 
consideration should be given to ways to mitigate the 
charge prior to it being triggered, e.g. via settling or 
closing out the derivative contract (and any underlying 
instruments) prior to disposal of the transferee company 
although careful consideration of any redemption 
clauses/penalties and the implications of whether the 
contract stands “in” or “out” of the money would need 
to be made to assess the cost/benefit in doing so. 

Hugo Keane 
Senior Manager 
KPMG in the UK 
T: 020 7311 8488 
E: hugh.keane@kpmg.co.uk
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Revised guidance on VAT 
recovery by holding companies 

13 | M&A Tax Matters

HMRC has been looking at this, particularly in light of 
the Court of Appeal’s Judgment in BAA earlier this year. 
HMRC maintain there is no change in policy, simply 
a clarification of approach as the facts in BAA do not 
address other commonly encountered issues. However, 
this is the first clear announcement on this subject 
since 1993. The issue of VAT recovery by Holdcos has 
long been an area of uncertainty and this does give 
guidance for input VAT recovery on costs incurred by 
Holdcos and what needs to be in place – or put in place 
- to facilitate this. It does however, seem to narrow the 
ability of Holdcos to recover VAT by referring to two 
quite distinct activities, that is to say business and non 
business activities and seeks to introduce the idea of 
an inherent non business activity by reason purely of 
its Holdco status regardless of the existence of any 
economic activity, typically the active involvement in the 
management of subsidiaries.

It has long been held, since the European Court of 
Justice (“ECJ”) case, Polysar Investments Netherlands 
BV C-60/90 (1993) that the mere acquisition and holding 
of shares is not an economic activity. This is because it 
does not amount to the exploitation of property for the 

HMRC has recently released its long awaited Business Brief (32/14) which confirms the publication 
of its revised guidance on VAT recovery by holding companies (“Holdcos”). 

purpose of obtaining income on a regular basis. Any 
dividend received from that holding was merely the 
result of ownership of the assets (shares). In 2008 the 
ECJ Judgment in Securenta (C-437/06) went further 
to say however, that where a Holdco has business (in 
this case acquiring, managing and selling property) 
and non business activities (in this case securities, 
financial holdings and investments) input VAT can be 
recovered only to the extent that it is attributable to the 
taxable business activities and not to exempt or passive 
investment activities.

HMRC’s recent guidance takes this approach one 
step further. Whilst Securenta was a company which 
undertook quite clearly defined (business/non-business) 
activities so the conclusion here was not unsurprising, 
HMRC is now seeking to apply these apportionment 
principles to active, trading Holdcos in relation to what 
HMRC appear to see as an inherent non business 
function. The new guidance seeks to push the 
boundaries of what was previously understood to be 
the right of a Holdco in a taxable VAT group to recover 
overhead VAT. This suggests a new dimension to that 
view.
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We may not agree with all of the guidance, but it does 
now at least set out what HMRC requires for VAT 
incurred by Holdcos to be recoverable which ratifies and 
supports KPMG’s previous and long held recommended 
approach to this issue and sets out the requirements 
for a safe harbour for VAT recovery which clients can 
aim for. There are 4 key components to support VAT 
recovery, where Holdco:

1. Received the supply;

2. Undertakes an economic activity;

3. VAT was incurred in relation to a taxable supply or
intended taxable supply; and

4. Can demonstrate that the costs have a direct and
immediate link with those supplies.

Furthermore, HMRC provide specific comments in 
relation to VAT as follows:

• Must be apportioned between economic and non-
economic activity;

• Is not recoverable where it relates to a non-economic
activity;

• Joining a VAT group does not in itself allow VAT
recovery;

• Is only recoverable by a Holdco in a VAT group where
there is a direct and immediate link to taxable supplies
made by the group;

• VAT can only be recovered where the goods
or services are used for making supplies to the
subsidiaries and are a cost component of taxable
supplies by the VAT group;

• It can be sufficient for costs to be recovered or
recouped “over a period of time” and suggested a
period of 5 to 10 years; and

• Holdco will need to evidence that the invoiced charges
represent the value of actual supplies of services
performed.

It will be interesting to see what impact the ECJ case 
Larentia and Minerva (C-108/14) has on HMRC’s 
guidance – cases which they acknowledge may have 
some bearing on this. Nevertheless, it is likely to be 
some time before this is heard and in the absence of 
more litigation, the guidance seems to be here to stay 
for some time. 

Clients with UK Holdcos should assess the amount of 
VAT potentially at risk by reviewing the level of VAT-
able costs incurred in relation to the above principles 
of recovery. If the costs are significant, further 
investigations including possible steps to mitigate any 
potential exposure going forward should be considered.

Sarah Reynolds 
Senior Manager 
KPMG in the UK 
T: 011 8964 2234 
E: sarah.reynolds@kpmg.co.uk
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Employee Shareholder Status – 
some practical experiences
Consideration of employee tax reliefs are an integral part of structuring any M&A deal. In the UK we have grown used to the opportunity for 
employee shareholders who meet certain conditions benefitting from preferential tax rates when those shares are sold. September 2013 
saw  something quite different, however, with the introduction of ‘Employee Shareholder Status’ (“ESS”). 

Under ESS, employees can agree to surrender certain statutory 
employment rights with their employer in return for an award of shares, on 
which the employee will pay income tax. Provided that the shares awarded 
are worth between £2,000 and £50,000 (and certain procedural steps are 
observed in relation to the award of shares itself) any gains on those ESS 
shares are exempt from CGT.

But the question on many people’s minds was whether an employee 
would be happy to give up fundamental employment rights, fought for and 
developed in the UK over centuries, in return for a potential tax break? The 
answer, in our experience, is yes. 

ESS is becoming a core feature of any management term sheet in 
particular in relation to ‘sweet equity’ (equity given out as part of an 
incentive programme) It avoids some of the issues related to voting rights 
which often cause challenges for CGT Entrepreneurs’ Relief. In most 
acquisition structures this should be relatively easy to accommodate and 
there appears to be little, if any, downside from the perspective of the 
investor. However, care still needs to be taken to make sure ESS works 
from a practical perspective. 
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So where can those problems lie?
Firstly, it is important to remember that the ESS equity is ‘unfunded’ (i.e. 
no cash can be subscribed for the shares). Therefore if we look at an equity 
structure of 1,000,000 ordinary shares with, say, £1m of share capital of 
which 10% is ‘sweet’ to be awarded through ESS, then the actual monies 
subscribed will only be £900,000. So on a pro-rata basis, each of the 
shares is only “worth” £0.90, and after an appropriate minority discount 
may potentially be “worth” as little as £0.30. 

Normally a low valuation would be a good thing for management as 
it would reduce their tax exposure, however, with the minimum value 
requirement of a qualifying ESS shareholding being £2,000, this can 
present some challenges. Our experience has shown there are a number 
of ways of overcoming this which HMRC Shares & Assets valuations 
accept as effective, but this does require some thought ‘up front’ to make 
sure it is accommodated in the design of the capital structure.
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The opportunity to apply for a pre-transaction valuation 
ruling from HMRC is a welcome feature which takes 
away much of the uncertainty around valuation. 
However, this will often mean that any sweet equity to 
be issued through ESS cannot be issued on closing, as 
the practicalities of concluding a valuation with HMRC in 
conjunction with closing the deal are likely to make this 
difficult to achieve.

The ‘no consideration payable’ requirement also 
introduces some interesting legal questions in relation 
to how the shares themselves can legally be issued. 
Different rules will apply in different jurisdictions but 
again with appropriate advance thought this can be 
accommodated relatively easily. For example, from a 
UK company law perspective, only the nominal value 
of a share needs to be paid up, so creating a share with 
a low nominal value means that whoever ultimately 
needs to fund this cost should not have to pay a 
significant amount. It is also worth bearing in mind that 
commercially the unfunded amount may need to be 
funded to finance the deal, most typically with the lead 
investor subscribing for a greater number of loan notes 
to ‘bridge the gap’.

Leaver provisions require some additional care too – 
typically unvested shares or shares sold by bad leavers 
would be required to be sold back for the lower of 
market value or the price at which the shares were 
subscribed. 
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Where people have not subscribed cash, but have 
potentially paid a significant tax bill, should this form 
part of an employee’s ‘cost’ when determining the price 
they receive, or do they get back nothing in a bad leaver 
scenario?

Provided that the individuals concerned have UK 
employment rights, then the location of the employing 
company or parent company in which they receive their 
ESS shares should not affect eligibility for relief, so 
overseas resident companies issuing shares would not 
necessarily cause any problems. However, with the BEPS 
regime becoming more of a focus for investors, we have 
seen some US investors look to use partnerships as 
the ultimate holding entity in structures, where the ESS 
analysis is far less certain.

In our experience, ESS is a highly popular arrangement, 
(perhaps more so than anyone anticipated), but one 
which continues to attract a large degree of controversy. 
However, it is certainly something which investors should 
seek to understand how it may work in their preferred 
capital structure to maximise how attractive their bid is 
when it is presented to a management team. 

Chris Barnes 
Director 
KPMG in the UK 
T: 011 3231 3929 
E: chris.barnes@kpmg.co.uk
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FATCA in the due diligence environment: 
Development of the Common Reporting Standard

To mitigate a number of legal conflicts between UK law 
and the US FATCA rules, the UK and US subsequently 
signed an Intergovernmental Agreement (IGA) on 12 
September 2012 entitled the ‘UK-US Agreement to 
Improve International Tax Compliance and to Implement 
FATCA’. FATCA is an important issue for due dilligence 
work due to the increased reporting obligations and 
there are challenges, discussed later, that should be kept 
in mind for acquisitions invloving financial institutions. 

Crown Dependencies and Overseas Territories 
(CDOT) 
As a result of the IGA, the UK Government will 
exchange information directly with the US Government, 
instead of each Foreign Financial Institution (FFI) 
reporting directly to the US. Following the UK-US 
IGA the UK Crown Dependencies (Guernsey, Isle of 
Man & Jersey) and UK Overseas Territories (“CDOT”) 
(Anguilla, Bermuda, British Virgin Islands, Cayman 
Islands, Gibraltar, Montserrat and the Turks and Caicos 
Islands) have concluded similar agreements with the UK. 
UK Financial Institutions will therefore have to provide 
data on financial accounts held by residents of these 
territories as well.

The Foreign Account Tax Compliance Act (FATCA) was enacted by the United States Congress as part of the Hiring Incentives to Restore 
Employment Act on 18 March 2010 to combat offshore tax evasion by US persons, including failures to disclose income. The intent behind 
FATCA is to keep US persons from hiding income and assets overseas. FATCA requires Foreign Financial Institutions (FFIs) to report to the IRS 
information about financial accounts held by US taxpayers, or by foreign entities in which US taxpayers hold a substantial ownership interest. The 
provisions of FATCA can impact both financial and non-financial operating companies and commenced on 1 July 2014. 

The Common Reporting Standard (CRS)
On 9 April 2013 the UK along with France, Germany, 
Italy and Spain announced an agreement to develop 
and pilot multilateral tax information exchange based 
on the Model Intergovernmental Agreement to improve 
international tax compliance and to implement FATCA. 
The Organisation for Economic Co-operation and 
Development (OECD) has now published the final text 
of the CRS for multilateral exchange and HMRC have 
also concluded a consultation period on proposed 
Regulations. It is expected the ‘early adopter’ countries 
(currently more than 50) will enact legislation to 
implement the CRS from 1 Jan 2016, with reporting 
beginning in 2017.

For CRS to come into force each jurisdiction will have 
to enact the necessary domestic legislation and enter 
into appropriate bilateral or multilateral governmental 
agreements for the exchange of information. The EU will 
enact legislation by way of Directive under the revised 
Directive on Administrative Cooperation. 

The OECD proposed CRS will see a significant increase 
in the customer due diligence and reporting obligations 
of Financial Institutions (FIs) globally. In particular, those 
FIs based in any of the early adopter countries will, 
subject to the enactment of enabling local legislation, be 
required to implement new requirements on customer 
on-boarding, pre-existing customer due diligence, entity 
and product classification, governance and reporting.

Similar to FATCA and the various IGAs between the 
IRS and partner governments, CRS imposes obligations 
on FIs to review and collect information in an effort to 
identify an account holder’s country of residence and 
then, in turn, to provide certain specified account holders 
information to the relevant country. It is expected that 
FIs in countries adopting the CRS will be required to 
undertake the necessary due diligence obligations. 
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In many ways, the CRS will impose a heavier operational 
burden on Financial Institutions than the FATCA and 
CDOT regimes:

• FATCA only requires a Financial Institution to identify
and report US customers, the CRS requires Financial
Institutions to report account holders of all countries
participating in the Standard.

• CRS does not provide the option of electing a de-
minims threshold for individuals and new entity
accounts therefore increasing the number of
customers in scope for further due diligence and
reporting.

• CRS does not provide all of the exemptions available
to low risk financial institutions currently existing under
FATCA, bringing more financial institutions in scope of
the CRS.

• CRS provides a number of definitions that differ either
from FATCA or from the UK version of the Model 1
Intergovernmental Agreement (IGA) and Guidance
Notes, which could increase the number of Financial
Accounts and lead to a different classification of
account holders and investor under each regime.

CRS timeline
The Early Adopters’ implementation timetable is as 
follows:

• 31 December 2015 - Accounts opened on or prior to
this date will be treated as pre-existing accounts.

• 1 January 2016 - Accounts opened on or after this date
will be treated as new accounts. Relevant procedures
to record tax residence should therefore be in place by
then.

• 31 December 2016 – Due diligence to identify high-
value, pre-existing individual accounts must be
completed.

• 30 September 2017 - First exchange of information (for
early adopter countries) in relation to new accounts
and pre-existing individual high-value accounts.

• 31 December 2017 - Due diligence to identify low-
value, pre-existing individual accounts and for entity
accounts must be completed.

What immediate challenges exist for financial 
institutions and what should they be doing now?
• Many clients are quickly realising the scale of this

identification and reporting exercise will require a 
strategic, systemic solution and cannot be done 
tactically

• Some clients and industry groups are considering
lobbying points in larger jurisdictions to get some
consistency and favourable provisions into the
domestic implementation of the CRS

• Financial institutions are considering the budget
they need for CRS implementation programmes and
some are exploring ways to retain staff with FATCA
experience

• Many clients are struggling to keep management
attention given competing priorities even though go
live might be as close as 13 months away

• Considering the impact of non-resident reporting on
global operations

• Reviewing the gaps between the IGAs and the CRS to
determine if there is anything which can be added to
the FATCA programme to prepare for the CRS

• Analysing existing IT development projects to
determine if they are impacted by CRS and/or can
assist with CRS identification and reporting

These developments will have an impact on transactions 
involving financial institutions and so need to be kept in 
mind for MBA work.

Peter Grant 
Director 
KPMG in the UK 
T: 020 7694 2296 
E: peter.grant@kpmg.co.uk

Rohini Sanghani 
Senior Manager 
KPMG in the UK 
T: 020 7694 8129 
E: rohini.sanghani@kpmg.co.uk
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