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U.K. Tax Update 
BY ARUN BIRLA, JITEN TANK AND DAVID MALLETT 

Set out below is a snapshot of certain key U.K. tax law developments: 

1. Group Companies Taxation: Debt Buy Backs 

On 14 October 2009 the Financial Secretary to the Treasury proposed significant changes to the 
current rules governing how group companies are taxed when they undertake a discounted debt 
buy back. Whilst these changes are likely to be introduced in 2010, they will impact on and 
therefore need to be considered in relation to all debt buy backs undertaken from 14 October 
2009. 

Background 

Previously, companies buying back debt at a discount have been taxed on the difference between 
the amount borrowed and the amount paid for the release of the debt. However, certain 
exceptions exist; notably the ability of a company affiliated to the debtor to purchase the debt 
without incurring the related tax charge. This was provisional on: 

• the creditor company being arm’s length to the purchaser; and 

• the purchasing company not being connected to the debtor any time during the three year 
period ending twelve months before the purchase. 

However, due to this exemption being used beyond its original scope (i.e. to enable company 
rescues) a new regime is now proposed. 

New Regime 

An exception will now only exist to allow a tax free release of the debt when the following are 
satisfied: 

• there must have been a change in ownership of the debtor in the period of 12 months 
before the debt purchase; 

• the debt purchase must have been intrinsic to the change of ownership; and 

• before the change of ownership, the debtor must have been suffering severe financial 
problems. 

Additionally, even if these conditions are met, any future cancellation of the debt by the new 
creditor will result in the debtor being taxed on the previously untaxed discount. 
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HMRC have subsequently issued further guidance (although the draft legislation is not yet 
available) with regards to the interpretation of certain terms contained within this new regime, 
including: 

'change of ownership', which will be construed in accordance with section 769 of the 
Income and Corporation Taxes Act 1988. (Although it has been stated that consideration 
will be given to allowing the condition to apply where the change of ownership takes place 
shortly after the debt-buy back.) 

'intrinsic' (to the change in ownership) which will require that it would be reasonable to 
assume that the debt purchase would not have taken place but for that change of 
ownership, and arises from that change in ownership. 

'severe financial problems' which will be taken to mean that without the change of 
ownership it would be reasonable to assume that the company would have become 
insolvent. 

HMRC also clarified that this new regime will not apply to discounts that would currently not be 
taxed on a future cancellation of debt by the new creditor as a result of a buy back that was 
completed on or before the date of the announcement. 

Potential Impact 

As such, this new exception is of a much narrower scope and it is intended that only buy backs 
that are “undertaken as part of genuine corporate rescues will benefit from the buy back profits 
not being subject to tax”.  Certain securitisation structures for one should be reviewed in light of 
this.  That said, it may still be possible, subject to any new legislation, for tax neutrality in relation 
to a discounted debt buy backs to be achieved via alternative routes; namely in the form of 
waivers implemented under schemes of arrangement or a capitalization share issue. 

2. UK’s 1.5% Stamp Duty Reserve Tax (SDRT) Charge Levied Upon The 
Issuance Of New Securities Into A Clearance Service Is Contrary To EU Law 

On 01 October 2009, the Second Chamber of the European Court of Justice ("ECJ") ruled in favour 
of HSBC in the HSBC Holdings plc SDRT case that the UK’s 1.5% SDRT charge on the issue of 
shares into a clearance service is incompatible with the Capital Duty Directive because it is a tax 
on raising capital. 

Background 

Broadly, the entry of shares into a clearance service gives rise to a charge to SDRT of 1.5% - the 
so called "season ticket" charge as subsequent transfers of shares held in the same clearance 
service will not be chargeable to SDRT. Article 11 of the Capital Duty Directive prohibits the 
imposition of taxes on the issue of securities by a company.  Our previous alert of April 16 2009 
covered the decision of the Advocate General. 

ECJ Decision and HMRC Response 

The ECJ ruled that the Capital Duty Directive prohibits the imposition of a duty on the issue of 
shares into a clearance system and also on the first acquisition of securities immediately 
consequent upon their issue. The ECJ dismissed HMRC’s argument that the 1.5% SDRT charge was 
a “season ticket” for future share transfer.  

In response to the ruling, HMRC issued a press release on 1 October 2009 confirming that “with 
immediate effect, HMRC will not seek to apply a 1.5% SDRT on the issue of shares into a clearance 
service within the European Union to which a 1.5% charge would have previously applied”.  HMRC 
also noted that it is proposed to legislate (with effect from 1 October 2009), to ensure that where 
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securities enter a clearance service or depositary receipts scheme without Stamp Duty or SDRT 
being due in accordance with the HSBC decision, a subsequent transfer of those securities into a 
clearance service or depositary receipts scheme will no longer benefit from the exemptions 
designed to prevent a double charge. 

Claim for Repayment of SDRT 

Taxpayers who have paid the 1.5% SDRT/stamp duty charge in relation to a clearance service or 
depository receipt, should consider making a claim for the repayment.  Interesting issues remain 
with respect to American Depository Receipts and transfers of existing shares to a clearance 
service or a depository receipt system. 

3. Legal Professional Privilege Does Not Extend To Accountants 

In R (on the application of Prudential plc and another) v Special Commissioner of Income Tax and 
another (14 October 2009), it was held by the High Court that where a person obtained skilled 
legal advice about tax law from an accountant, that advice was not subject to legal professional 
privilege (“LPP”). Disclosure of that advice could not therefore be resisted where this was sought 
by HMRC using its powers of investigation in respect of a commercially marketed tax avoidance 
scheme. 

Facts 

HMRC issued notices (under section 20(1) and 20(3) of the Taxes Management Act 1970, now 
replaced by Schedule 36 to the Finance Act 2008) to Prudential seeking 
documents/correspondence relating to a widely marketed tax avoidance scheme.  The scheme was 
promoted and prepared by a firm of accountants.  Notices could only be issued by HMRC under 
these provisions where it reasonably believed that the documents/correspondence sought might be 
relevant to the tax liability of the taxpayer (and HMRC contended that such 
documentation/correspondence would add to the relevant facts they were investigating).  
Prudential sought judicial review of the decision to issue the notices on, inter alia, the ground that 
the documents/correspondence sought by HMRC was protected by LPP. 

Held 

The High Court held that for LPP to apply to legal advice and assistance it had to be given by a 
member of the legal profession, and that exceptions or extensions to that general rule applied only 
when the right or privilege arose in litigation, or when litigation was contemplated. Accordingly, 
the High Court considered that the principles underlying LPP should not be extended to clients of 
accountants giving tax advice. 

  

If you have any questions concerning these developing issues, please do not hesitate to contact 
the following Paul Hastings London lawyer: 

Arun Birla 
44-20-3023-5176  
arunbirla@paulhastings.com 
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