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Tax newsletter
 

Welcome to the latest issue of our tax 
newsletter in which we discuss a 
selection of the key tax developments 
and cases to have been published in the 
last month. Most high-profile of these is 
the Government's announcement that it 
intends to crack down on the use of 
compensating adjustments in 
arrangements between individuals and 
companies. Given the short time span 
before new legislation is expected to be 
introduced, those affected should obtain 
advice on their position immediately. 

Compensating adjustments: tax 
clampdown 

Last week, Danny Alexander, Chief Secretary to the 
Treasury, announced that the Government 
proposed to take action to prevent tax avoidance in 
relation to two tax planning arrangements that have 
historically been accepted by HMRC. 

The first of these arrangements involves excessive 
leveraging of companies by individuals. This 
arrangement relates to situations where managers 
of private equity portfolio companies hold loan 
notes (and other debt instruments) in a company. If 
the interest accruing under the loan note is not 
arm's length for tax purposes, the company is 
denied a corporation tax deduction and the 
individual is able to receive a corresponding amount 
of interest completely tax free utilising a 
"compensating adjustment". The mismatch between 
corporation tax rates of up to 23 per cent and 
income tax rates of up to 45 per cent made this 
particularly advantageous. 

The second of these arrangements involves 
professional partnerships that employ their staff or 
carry out other activities through a separate service 
company, owned by the partnership which pay a 
below market fee for this service. Because the 
partners effectively own the service company, the 
transfer pricing legislation substitutes an arm's 
length price for tax purposes, without requiring an 
actual payment of the fee. The service company is 
then taxed on the deemed fee but the partners can  

 

 
claim a compensating adjustment which reduces 
their taxable share of partnership profits. 

The Government has announced that it will 
introduce legislation to prevent individuals claiming 
compensating adjustments in circumstances where 
the counterparty to the transaction is a company. 
The actual draft legislation has not been published 
and the timing of this is unclear but could be within 
the next month. The legislation could have 
immediate effect on publication (and may apply to 
interest accrued but not paid before that date).  

In light of this, any taxpayers holding debt 
instruments in these circumstances may wish to 
consider ensuring that interest is paid in the next 
two to three weeks. Those using the service 
company arrangements may find it more efficient in 
future for the partnership to pay the appropriate 
mark-up on the services and for the service 
company then to distribute this by way of dividend. 

Recovery of input VAT: University of 
Cambridge and Travelodge 

Two recent First Tier Tribunal (FTT) decisions have 
examined closely the ability of taxpayers to recover 
input VAT on costs incurred in relation to non-
taxable activities and the taxpayers concerned have 
had mixed fortunes.  

University of Cambridge 
The first of these decisions to be released 
concerned the University of Cambridge and its 
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attempt to recover input VAT on the investment 
management fees it incurred on managing its 
substantial endowment fund. The FTT held that VAT 
payable by the University of Cambridge on such 
fees is recoverable as part of the University's 
general overheads and therefore subject to its 
partial exemption method. 

This decision is important to any VAT registered 
entity, whether or not a charity, whose 
investments are used for the benefit of its 
activities as a whole. 

Income from the endowment fund supports all 
University's activities 
The facts of the case are straightforward. 
Cambridge University receives donations which are 
invested in its endowment fund. The fund invests in 
a range of securities via professional fund managers 
and VAT is payable on the fees charged by these 
managers. Income from the fund is distributed 
across the University in support of all of its 
activities which, broadly, comprise exempt supplies 
of education, and taxable supplies of research, 
academic publishing and consultancy. 

The University claimed for recovery of a proportion 
of the input tax incurred on the payment of these 
fees, as part of its overheads, in accordance with its 
partial exemption special method. HMRC refused 
this recovery contending that, although not an 
economic activity in its own right, the investment 
activity was nonetheless a "supply" capable of 
taxation or exemption within the VAT system. 

Investment was not a business activity in its own 
right 
The Tribunal considered, restated and then followed 
the ECJ jurisprudence in Kretztechnik, Securenta 
and AB SKF, in all of which the aim of the various 
transactions in shares was to raise capital in order 
to finance other activities of the company or group. 
As the share transactions in these cases were held 
not to constitute economic activities subject to VAT 
(i.e. were outside the scope), VAT recovery was 
permitted for costs connected with the taxpayer's 
non-economic activity but only to the extent that 
the costs are attributable to the taxpayer's 
economic activity. It is then up to the national state 
to determine that apportionment, which in the UK is 
set out in section 24(5) of the Value Added Tax Act 
1994. 

The Tribunal held that the investment activity was 
not something which was carried on for its own 
sake, but contributed to all the University's other 
activities. The conclusion that the costs were 

incurred solely for the benefit of the University's 
economic activity in general (i.e. both taxable and 
exempt) was therefore inescapable. Accordingly, 
the input VAT could be recovered in accordance 
with the University's partial exemption method. 

Irrelevant that the investment raised income rather 
than capital 
Although previous case law related to capital-raising 
transactions, the Tribunal held that it was irrelevant 
that the investment activity here raised, primarily, 
income. Provided only that the investment does not 
form a separate economic activity therefore, VAT 
incurred in raising funds will, subject to 
apportionment, be recoverable.  

This is a somewhat surprising (since on not 
dissimilar facts, NSPCC had suffered a different 
outcome) yet taxpayer-friendly result. As the court 
in AB SKF said "Where services acquired by a 
taxable person are used for the purposes of 
transactions that are exempt or do not fall within 
the scope of VAT no input tax can be deducted." It 
seems difficult to square that with the University of 
Cambridge, where the investment management 
fees were incurred for the purpose of an outside the 
scope activity.  

The key is perhaps that the Tribunal felt the 
investment activity was not an activity per se and 
that factually there was a direct and immediate link 
between the fees and the overall economic activity 
of the University which the investment income 
supported.  

Effect on partial exemption calculation 
While the judgment does not go on to discuss the 
impact of this decision on either the apportionment 
required under section 24(5) of the Value Added 
Tax Act 1994 or the partial exemption method, we 
do not think that the investment income would be 
taken into account in either calculation. Certainly it 
cannot affect the partial exemption method but nor 
do we consider that it impacts the apportionment to 
determine how much of the costs are input tax. 
That would otherwise be a significant detriment for 
charities which had sizeable investment income but 
little other commercial income as it would 
unreasonably skew the apportionment. 

Travelodge 
The second case concerned the Travelodge group. 
In 2004 and 2005 it had entered into a series of 
sale and leaseback transactions relating to the 
group's hotel properties and subsidiary property 
holding companies. The representative member 
incurred significant VAT on advisers' fees in relation 



 

   
 
 

to the sale of the subsidiaries and sought to recover 
the input tax on these fees. The basis for its claim 
was that the sale of shares did not constitute an 
economic activity. The input VAT was therefore a 
residual cost to be recovered in accordance with the 
group's partial exemption method, a similar 
argument to that adopted by the University of 
Cambridge.  

Sale of shares in the subsidiary was not an 
economic activity 
The first and key question to be answered was 
whether the sale of shares in subsidiary property 
holding companies was an economic activity. 
Travelodge relied heavily on AB SKF, where the ECJ 
stated that the "mere acquisition, holding and sale 
of shares do not in themselves constitute economic 
activity". However, as acknowledged in AB SKF, 
that position changes where the acquisition and sale 
transactions are accompanied by direct or indirect 
involvement by the shareholder in the management 
of the company in which it holds the shares.  

The Tribunal found as a factual matter that 
Travelodge Holdings and possibly also the 
representative member did provide management 
services to the subsidiary property holding 
companies and therefore the sale of the shares was 
an economic activity. It inevitably followed that 
such an activity is an exempt activity and thus the 
advisers' fees – being directly and immediately 
linked to the exempt activity – could not be 
recovered. There was direct authority for this in the 
BLP case.  

Even if it were an economic activity, the sale was 
not a TOGC 
The Tribunal then decided that if the sale was an 
economic activity it could not constitute a transfer 
of a business as a going concern (TOGC) so as to 
then remove it from the scope of VAT and give 
Travelodge another bite at the cherry. That 
argument had been raised in AB SKF and given 
some prospects but here it was dealt with simply by 
determining that the sale of shares did not equate 
to a sale of the underlying business. 

However, the Tribunal also decided that, even if it 
was wrong in finding that the sale of shares in a 
company could not equate to a sale of its 
underlying business, the transfer would still not 
have been a TOGC. It considered that a TOGC 
required two elements. First, there must be a 
business transferred which is capable of separate 
operation. Second, the transferee must carry on the 
same kind of business. The Tribunal accepted that 
the second requirement was satisfied as the 

property companies had a business of letting hotel 
properties on commercial terms. Surprisingly, 
however, the Tribunal held that the first 
requirement was not satisfied as the property 
companies did not have the staff or other capability 
to operate a letting business, lacking "the apparatus 
that differentiates what is a business from what is 
the mere holding of an investment". If that is 
correct, one wonders how the transfer of a let 
property (which is generally accepted to be a 
TOGC) is any different. 

What if the sale of shares was not an economic 
activity? 
The other interesting point from the Tribunal 
decision comes from its consideration of a further 
question in case their answer to the original 
economic activity was incorrect, the answer here 
being pertinent to the University of Cambridge case. 
This was whether there was a right to deduct if the 
sale of the property companies was not an 
economic activity. Travelodge's position was that if 
the input costs were most directly linked to a 
transaction that is outside the scope of VAT, then 
that transaction is disregarded and the question 
becomes one of whether the input supplies are 
directly linked to the taxpayer's business as a whole. 
The VAT on input supplies would then be an 
overhead cost.  

The Tribunal decided that the relevant consideration 
was whether there was a direct and immediate link 
between the supplies of the professional advisers 
and the sale of the shares in the property 
companies. Notwithstanding that those were 
"outside the scope" transactions (assuming the 
initial question had been so decided) the Tribunal 
decided on the facts that there was a direct and 
immediate link to the sale of the shares. Therefore, 
such a link to a transaction for which no output tax 
can be collected means that there can be no input 
tax deducted. 

Difficult to reconcile with University of Cambridge 
case 
It is difficult to reconcile this conclusion with the 
conclusion in University of Cambridge. Both cases 
appear to have been heard without the benefit of 
the other. Perhaps the reason for the difference is 
the finding of fact in the former case that the costs 
of the investment activity were not incurred for the 
purpose of the non-economic investment activity 
but were incurred solely for the benefit of the 
University's economic activity in general. As to 
which is the better decision, the University of 
Cambridge case seems to us to reflect better the 
critical part of the AB SKF case namely: 



 

   
 
 

"there is a right to deduct input VAT in respect 
of services carried out in connection with 
financial transactions if the capital acquired by 
means of those transactions is used in 
connection with the economic activities of the 
person concerned". 

Given that these are both FTT decisions, an appeal 
in one or both should be expected and perhaps then 
there can be some consistency. What seems clear, 
as always, is that the facts of each case are 
fundamentally critical to the tax analysis but if you 
are a charity collecting donations and investing 
them, the odds of recovery are in your favour.  

Financial transaction tax: Council 
opinion 

The Legal Service of the Council of the European 
Union has issued a damning opinion stating that, in 
its current form, the proposed EU financial 
transaction tax (FTT) is unlawful. 

The opinion is unequivocal and leaves no doubt as 
to the Legal Service's confidence in its conclusions. 
Even before this, the smart money since the 
summer has been on a serious reduction in the 
scope of the FTT, if it ever were introduced in the 
11 relevant Member States (EU-11). The 
assumption was that the FTT would probably only 
apply to sales or purchases of shares (but not 
bonds) issued by a company incorporated in the 
EU-11 and would apply wherever the buyer or 
seller was located. That would be very similar to 
the existing UK stamp duty and French and Italian 
FTTs. This legal opinion reinforces that likely 
endgame.  

Residence principle 
The "residence principle" ensures that, as well as 
the FTT applying to transactions in securities issued 
by a company incorporated in the EU-11, it would 
also apply to transactions entered into by a financial 
institution resident in the EU-11, regardless of 
whether the securities or derivatives had any 
connection themselves to the EU-11.  

However, the problems with the FTT stem from the 
extension of this principle such that a financial 
institution resident outside the EU-11 would be 
deemed resident in one of the EU-11 countries 
when transacting with a counterparty in that 
country.  

Unlawful on several counts 
The Legal Service concluded that the FTT in its 
proposed form: 

• exceeds the EU-11's jurisdiction for taxation 
under the norms of international customary law; 

• infringes the taxing competences of non-
participating Member States which have chosen 
not to implement the FTT but which nonetheless 
find their financial markets burdened with the 
tax; and 

• is discriminatory and likely to lead to distortion 
of competition to the detriment of non-
participating Member States. This comes about 
not only from the fact of whether the FTT is 
imposed on a transaction at all, but also the rate 
at which it is charged and the availability and 
practicality of enforcement measures. 

Retreat from the current proposal 
It is unusual to see an opinion in such strong and 
definite terms, and it has been cynically suggested 
that this is deliberate in order to give certain 
governments in the EU-11 room to back away 
from the more controversial elements of the FTT 
without losing face before their electorates. 
Regardless of the reason, the FTT will now need to 
be watered down to have any realistic chance of 
being adopted.  

The opinion focused solely on the residence 
principle and this seems unlikely to remain an 
element of the FTT now, with taxpayers helpfully 
alerted to the grounds on which they might 
successfully challenge the tax. However, there also 
remain other issues that have caused grave concern 
in financial markets. 

Key among these concerns is the inclusion of repos 
in the scope of the FTT. As a crucial source of 
funding for banks, even a small charge on each of 
these would result in disproportionate costs, 
potentially exacerbating liquidity issues affecting 
the economy as a whole. Similarly, the debt 
securities market would be hit very hard because of 
the frequency of transactions. The current lack of 
an exemption for intermediaries has also attracted 
criticism, given the multitude of intermediaries 
which can be involved in any given transaction in 
securities and derivatives, and it is to be hoped that 
this too is rectified.  

Implementation by January 2014 
The current timetable is for the Directive to 
continue to be discussed by Member States until the 
end of the year, with a view to its implementation 
under the "enhanced co-operation" procedure. All 
28 Member States may participate in the 
discussions on this proposal. However, only the EU-
11 will have a vote, and they must agree 
unanimously before it can be implemented. The FTT 



 

   
 
 

is then due to come into force on 1 January 2014, 
although this seems optimistic.  

Construction of sale agreements: 
Ardagh -v- Pillar and Tullow -v- 
Heritage 

Two recent cases have highlighted the importance 
of considering and clearly providing for all potential 
scenarios in tax clauses in transfer agreements. In 
each, the losing party contended for an 
interpretation of the respective clauses that 
required additional concepts to be read into the 
wording, only to be disappointed by the court 
applying a literal interpretation supporting the 
assumption that the deal documentation was 
intended to give rise to speedy and certain 
resolution of the issues. 

Ardagh -v- Pillar  
The first was Ardagh -v- Pillar concerning the 
interpretation of provisions in a share purchase 
agreement (SPA) for calculating contingent 
consideration. The Court of Appeal found that the 
purchaser was liable to pay additional consideration 
as the phrases "effective off set" and "allowable 
capital losses" as used in the SPA covered certain 
capital losses agreed by HMRC in a compromise 
agreement even though, under the terms of the 
compromise agreement, other tax losses were 
given up in return, thus reducing the net benefit to 
the purchaser. 

Under the SPA, Ardagh agreed to sell a subsidiary, 
Yeoman, to Pillar for £2.2m payable on completion 
plus a contingent consideration equal to 9 per cent 
of the capital losses in Yeoman that were used by 
any member of Pillar's group by virtue of the 
"effective off set" against a taxable profit or gain by 
such company of all or any part of "allowable capital 
losses" for tax purposes of Yeoman. As it turned out, 
although use of the losses against profits 
transferred into the subsidiary after completion of 
the sale by members of the Pillar group was 
disputed by HMRC, some £82m of the losses was 
eventually allowed as part of a "package deal". In 
return for this, the Pillar group agreed not to use 
£50m of other losses. Ardagh claimed contingent 
consideration under the SPA of an amount equal to 
9 per cent of the £82m of the losses. Pillar refused 
to pay this amount, arguing that the conditions of 
the SPA had not been satisfied.  

Construction of the terms "effective off set" and 
"allowable capital losses" 
Pillar argued that the SPA required the contingent 
consideration to be calculated by reference to the 

commercial net benefit which Yeoman or any 
member of the purchaser's group had obtained 
from setting off Yeoman's allowable losses. The 
Court of Appeal, however, preferred Ardagh's more 
literal interpretation of the contingent consideration 
provisions, considering that the words were clear. 
"The better interpretation of the expression 
'allowable capital losses' is that they are losses of 
Yeoman allowable for capital gains tax purposes. 
The off set is 'effective' when the set off of those 
losses is agreed by the Revenue or upheld by the 
court."  

Pillar's interpretation would have led to an 
evaluation of the net commercial benefit received 
by it in respect of Yeoman's losses, taking into 
account the other losses which Pillar's group had 
been required to give up in return. The Court of 
Appeal noted that this would be a complicated and 
time-consuming exercise; not only were there none 
of the detailed provisions in the SPA that one might 
expect if this was the correct approach to the 
calculation of the contingent consideration, but it 
would also be inconsistent with the five-day period 
for payment set out in the agreement.  

Important to provide for all circumstances 
There is authority to the effect that a court may 
deviate from the straightforward meaning of 
drafting in transaction documents in order to reflect 
the commercial intentions of the parties. However, 
it is clear that this does not extend to filling the 
gaps where the parties have not provided for a 
specific scenario. Lord Justice Underhill explained 
that "all that has happened is that the [Sale] 
Agreement failed to provide for the circumstances 
created by the particular arrangement which [the 
Purchaser] made (or, rather, chose to make) with 
HMRC, so that it ended up paying out for an 
apparent benefit which was, in those circumstances, 
of no real value to the group. But that is not a 
licence for departing from the straightforward 
meaning of the words used: parties not 
uncommonly make contracts which work out 
expensively for them in particular situations for 
which they have failed to provide".  

Losses can be particularly problematic on the sale 
of companies. Not only is it important to consider all 
possible outcomes when negotiating and drafting 
agreements and to provide for a mechanism for 
valuing the losses if and to the extent successfully 
used, but any future actions which might affect the 
availability of the losses or the net benefit arising 
should also be carefully considered. For example, 
the court here noted that there was nothing in the 
evidence to suggest that the package deal could not 



 

   
 
 

have been structured to retain the other losses in 
place of those arising to Yeoman, and so avoid 
contingent consideration being payable. In practice, 
however, it may be in many cases that taxpayers 
would have little control over the form of deals with 
HMRC or other tax authorities.  

Tullow -v- Heritage 
The High Court found no objective test to be 
satisfied in determining whether a tax demand was 
legally valid and within the scope of a tax indemnity 
provision, provided that the recipient's belief in the 
validity of the claim was not fanciful, absurd or a 
belief that no reasonable person in its position 
would have reached. In addition, the court 
considered that a contractual obligation to give 
notice of any claim to which the tax indemnity 
might apply should not be construed as a condition 
precedent to liability under the indemnity. 

Tullow entered into an agreement for the sale by 
Heritage of its 50 per cent interest in a licence of 
the petroleum exploration rights in two Ugandan 
oilfields. Under the agreement, Heritage 
indemnified Tullow against transaction taxes (other 
than stamp duty) imposed by the Ugandan 
Government on the transaction. Tullow was obliged 
to give written notice to Heritage of any tax claim it 
received within 20 business days. For this purpose, 
a "Tax Claim" was defined as: "any claim, 
counterclaim, notice, demand, assessment, return, 
account, letter or other document issued or 
prepared by or on behalf of any Tax Authority from 
which it appears that a liability for Taxes will fall on 
[Tullow]."  

Dispute over the validity of third party notices 
The Ugandan tax authority imposed a $434m 
capital gains tax charge on Heritage as a result of 
the transaction. Heritage disputed this and 
therefore did not pay the full amount (the appeals 
were still outstanding in the Ugandan courts at the 
time this UK litigation was heard). Following 
completion of the sale, the Ugandan tax authority 
sent Tullow two third party agency notices for the 
unpaid balance of the tax. This was on the basis 
that the Ugandan tax authority had the power to 
demand payment of unpaid taxes from any person 
in possession of assets belonging to a tax payer and 
Tullow was a joint signatory to an escrow account 
into which part of the sale proceeds had been 
placed. These notices were stated to have been 
copied to Heritage, but Tullow did not notify 
Heritage separately.  

Initially, Tullow obtained advice from Ugandan tax 
counsel that the agency notices were not valid and 

did not pay the tax immediately. The Ugandan 
Government then began a period of sustained 
commercial pressure on Tullow, including refusing 
to allow Tullow to operate the oilfield interests it 
had purchased and pressing Tullow for payment of 
substantial amounts of other taxes that were in 
dispute. These obstacles to business were 
compounded by an "unremitting series of very stern, 
indeed often intimidating, meetings with the highest 
officers of the Ugandan Government, from the 
President himself downwards". It is notable that, 
following the sale of its interest here, Heritage was 
no longer operating in Uganda and was therefore 
not subject to the same pressures. 

Tullow then received further advice (including from 
the former Solicitor General of Uganda) that it was 
likely that the notices would be upheld by the 
Ugandan courts. Ultimately, therefore, it paid the 
outstanding tax and sought to recover this under 
the indemnity from Heritage.  

Notices did not need to be a valid tax claim, so long 
as belief in their validity was reasonable 
Mr Justice Burton held that if a claim was obviously 
bad on the face of the notice or demand then it 
would be arguable that there was in fact no "tax 
claim" under the indemnity. However, the 
provisions here were drafted in terms that the 
purchaser would be indemnified "In the event that 
any Non-Transfer Tax is charged to [Tullow]..." and 
it was held that there was no room for an overlay of 
"validly charged". As in Ardagh -v- Pillar, the court 
considered that the provisions in question were 
intended to create speed and certainty. As had been 
shown by the differing legal opinions and need for 
judicial involvement, investigation into the validity 
of a notice could be a lengthy and expensive 
process, at odds with the 20 business day period 
allowed in the agreement for giving notice to 
Heritage of any tax claim. 

Determining whether the third party agency notices 
were a tax claim would therefore be a subjective 
decision and subject only to Tullow's belief that the 
notices were valid not being fanciful, absurd or a 
belief that no reasonable person in its position 
would have reached. The court was satisfied that 
this was not the case and held Heritage liable under 
the indemnity regardless of whether the notices 
were in fact valid.  

Giving notice was not a condition precedent to 
liability 
Tullow had technically breached the terms of the 
sale agreement in not notifying Heritage about the 
notices. However, the breach did not cause Heritage 



 

   
 
 

any loss and, as the judge noted, Tullow could only 
have been required to dispute the tax claim on 
certain terms and if in Tullow's reasonable opinion, 
the action would not be likely to affect adversely 
either the future liability of Tullow to tax or its 
business or financial interests. This latter wording is 
not uncommonly found in sale agreements but 
should be considered particularly carefully in 
circumstances where the purchaser is reliant in any 
way on the co-operation of government or taxing 
authorities or where its own tax position is 
vulnerable. 

The High Court also held that the obligation to 
notify did not operate as a condition precedent to 
any claim under the indemnity. "Given the drastic 
nature of the alleged condition precedent, on a true 
and proper construction of the commercial 
agreement, it was most unlikely that any minor 
breach of the notice requirement would disentitle 
[Tullow], and there is no room for any construction 
so as to differentiate between major and minor 
breaches, or indeed to allow for whether in the 
event notice was received from some other source 
even if not given by [Tullow]." In order for such an 
obligation to have this effect, therefore, it would 
need to be clearly stated. 

Lloyds TSB Leasing: overseas leasing 
and "main purpose" test 

The Upper Tribunal (UT) has, reluctantly, upheld 
the First Tier Tribunal's  (FTT) decision that a 
leasing company was entitled to capital allowances 
in respect of expenditure on a ship which was 
ultimately leased to a non-UK lessee.  

Ships used for overseas leasing in highly 
structured transaction 
To simplify enormously, Lloyds TSB Leasing 
purchased two ships for the purposes of shipping 
liquefied natural gas. The ships were finance leased 
to a joint venture company which chartered them to 
K-Euro, a UK resident subsidiary of a Japanese 
shipping company. The ships were then time-
chartered on to a Scandinavian consortium of 
energy companies. 

Capital allowances would not normally be available 
for ships used for the purposes of "overseas 
leasing", unless they were used for a "qualifying 
purpose" within the meaning of section 123 of the 
Capital Allowances Act 2001. A qualifying purpose 
includes letting on charter in the course of a trade 
which consists of or includes operating ships by a 
person who is resident in the UK or carries on the 
trade there, and is responsible for navigating and 

managing the ship throughout the period of the 
charter and for defraying all (or substantially all) 
expenses in connection with the ship throughout 
the period.  

"Main object" of the arrangements 
However, even if the above operational conditions 
are met (as the FTT decided was the case here), 
capital allowances will be denied if the main object, 
or one of the main objects, of the relevant 
transactions is to obtain allowances regarding the 
expenditure on the provision of the ships. HMRC 
contended that K-Euro was only included in the 
structure in order to obtain the allowances. 

The FTT decided that the K-Line Group's objective 
in using K-Euro in the structure was fundamentally 
commercial and allowed the taxpayer's appeal. The 
UT, though, was split as to whether the FTT had 
applied the correct legal test as certain of the FTT's 
earlier observations on the law were open to 
criticism.  

Criticisms of the FTT's reasoning 
The FTT had concluded that the object of obtaining 
allowances was here "subservient to, or of lesser 
importance than, achieving the commercial 
purposes of the relevant transactions". This implies 
a consideration of a test more akin to a "sole or 
main benefit" test, such as that considered in BMBF, 
rather than a "one of the main objects" test which 
would not necessarily rule out a dominant 
commercial purpose.  

The UT also criticised the FTT's narrow reading of 
the "main purpose" test which was made on the 
basis that the capital allowances provisions are a 
statutory regime whose purpose is to incentivise 
capital expenditure, and therefore – by definition – 
designed to influence behaviour. The UT noted that 
the "main object" test qualifies the ambit of the 
"qualifying purpose rules" and reinstates the clear 
policy of reducing or denying capital allowances for 
overseas leasing. It would therefore be wrong to 
proceed on the basis that the main object test 
should be construed narrowly so as not to conflict 
with the policy objective of the capital allowance 
legislation in general. In other words, in construing 
legislation, the context of the section in question is 
crucial.  

Finally, the FTT had noted that K-Euro was not 
essential in the chain of leases but it did have 
commercial implications involving real risks and 
benefits. It was therefore of the view, following 
Brebner, that it was not appropriate for HMRC to 
suggest that some other structure, with different 



 

   
 
 

commercial implications, should have been selected. 
HMRC correctly pointed out that the authorities in 
Brebner said that the existence of a less tax-
advantageous alternative did not "as a necessary 
consequence" carry the inference that avoidance of 
tax was a main object, not that the existence of an 
alternative was necessarily irrelevant.  

The FTT was not unreasonable to have come 
to its decision on the facts 
In a split decision, carried by Newey J's casting vote, 
the UT determined that the FTT had applied the 
right test. Nowlan J disagreed on the ground that, 
taking into consideration the four characteristics of 
the object of obtaining the allowances addressed 
below, the FTT was unreasonable in coming to its 
conclusion.  

These characteristics were: 

• the extent of the tax planning advice received 
and its role in the final structure; 

• the financial significance of obtaining the 
allowances;  

• the objects of the lessee companies and their 
shareholders in relation to the obtaining of the 
capital allowances, as it was these parties who 
would benefit through reduced rentals; and  

• the reorganisation which took place 
subsequently which abandoned every 
commercially significant feature of the original 
structure while retaining the technical ability to 
claim allowances.  

Nowlan J's preferred course would have been to 
remit the case back to the FTT to evaluate the 
parties' objects in light of the above, but Newey J's 
casting vote that the FTT had correctly applied the 
law won the day. These characteristics are therefore 
not to be treated as necessarily problematic in 
themselves but nonetheless are factors to consider, 
and which could quite conceivably carry more 
weight before a differently constituted Tribunal. 

In view of the differing opinions, an appeal is likely. 

Transfers of long-term insurance 
businesses 

In August, HMRC announced an informal 
consultation to correct an unintended interaction 

between the transfer of business and 
demutualisation rules (Chapter 11, Part 2 of the 
Finance Act 2012) and the transitional provisions 
(Schedule 17 of the Finance Act 2012) of the 
Finance Act 2012 regime for the taxation of 
insurance companies carrying on long-term 
business. Following this consultation, The Insurance 
Companies (Amendment to Schedule 17 to the 
Finance Act 2012 (Transitional Provision)) 
Regulations 2013 (SI 2013/2244) have been made 
which will amend the transitional provisions in 
relation to transfers taking place on or after 30 
September 2013. 

Specific transitional provisions were introduced at 
the time of the Finance Act 2012 reform. Where 
there are differences between the FSA return and 
statutory accounts, certain items (referred to as 
"excluded items") are excluded from being taken 
into account in the calculation of post-31 December 
2012 BLAGAB trade profit or loss or the non-
BLAGAB long-term business profits. Additionally, 
where amounts have been taken into account in 
determining pre-1 January 2013 trade profits 
arising from the life assurance business of a life 
insurance company, they are excluded from being 
taken into account in the calculation of post-31 
December 2012 BLAGAB trade profit or loss or the 
non-BLAGAB long-term business profits. The issue 
which has been identified is that the transfer of 
business rules may inadvertently recognise 
differences arising from these excluded items. 

The amendment to the transitional provisions 
prevents the recipient of an insurance business 
transfer (i.e. under Part VII of the Financial 
Services and Markets Act 2000) from bringing into 
account amounts which "derive from" or are 
"referable to" amounts which the transferor would 
have been prevented from bringing into account 
under the transitional rules. This could otherwise 
have resulted in the recipient receiving additional 
taxable income or expenses in respect of items 
which had already given rise to taxable income or 
expenses in earlier periods. The drafting is very 
broad but it seems clear that if an amount 
recognised on a transfer occurring after 30 
September 2013 represents an adjustment in 
relation to such an "excluded item", that amount 
will be required to be disregarded for the purposes 
of determining the transferee's BLAGAB trade profit. 
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