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om eraai Uses of Trusts

-
-

The common law lrust has long been a feature In many kinds of commercial arrangements
It has certain unique characteristics which set It apart from other contract-based
relationships. This arficle sels out some of the many uses fo which if has been, and may

yol be possible, fo put a lrust.

1. Introduction

First, however, we shall review the core elements of a trust and why it lends
itself to commercial applications.

1.1 What is a trust?

A basic definition is a legal arrangement which involves a person (the “settlor”)
transferring legal title to assets to another person or body (the ”trustees”)
to hold for the benefit of one or more persons (the “beneficiaries”), which
may include the settlor. The terms of the trust are usually set out in a wrilten
instrument, often in the form of a deed. The trust imposes onerous dulies
on the trustee; failure to fulfil those duties properly may result in the trustee
being held personally liable.

In order to determine whether the settlor has created a trust, as opposed to
another kind of obligation, the three certainties must be preseni: certainty
of intention to create a trust cerfain of subject matter; and certainty of
beneficiaries (or objects). Although these cancepts can sometimes raise difficult
questions in the context of private trusis, they are usually less of a concern
in a commercial arrangement, as the parties often will have decided in
advance what form they want the venture to take and have recorded that
in the trust deed.

* Katharina Byrne is a Senor Assocate in the Private Cliert and Wealth Stuciuring departmert of Burges Salmon
LiP in Bastd, UK and specalizes in tax and estate gaming for UK and intermaSomal cierts. She also has significant
experionce advising on the commemial apghicaton of rusks (Emal Kathadna byme@burges-saimon com)
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COMMERCIAL LISES OF TRUSTS

1.2 Advantages of a trost

Certain features of the trust make it a very
useful vehicle for commercial purposes. Firsi,
the segregation of the trust fund so that it does
not form part of the patrimony of either the
trustes or the beneficary is an extremely valuable
feature for a number of reasons. For example,
creditors of the trustee will have no daim to the
trust fund; this is also broadly true in the case
of creditors of the beneficiary.

Second, in cerlain circumstances it may not be
possible for the beneficary to hold property in
his own name, whether because of a lack of legal
capacity to do so, or because of fiscal or other
regulatory reasons.

Another impaortant feature is the inherert Qexibility
of a trust. As a general matter, the provisions
of any trust can be whatever is agreed between
the settlor and the trustes. Trusts, apart from
certain exceptions, such as pension fund trusts,
are subject to relatively little regulatory contral.
This is in stark contrast to other commercial
vehicles, whose governance is externally contralled
toa larpe extent by lepizlation. For example, the
very creation of a trust involves very few formalities
in comparison o the incorporation of a company.

A third advantage is the tax treatment of trusts.
Because of the lack af legal personality, the
beneficiaries are aften treated as the direct owners
of the underlying trust property and taxed
accordingly. Such Aow-through reatment for lax
purposes is partcularly important in commercial
transactions; for example, where several
independent parties pool their resources in order
to undertake an investment and sach wishes 1o
share in the dedudions for lax purposes, as well
as the profits, of the venlure.

A fourth benefit is the confidentiality inherent
in both the creation and the operation of a trust

Having reviewed some of the general advantages
of rusts, what then of the specific commercial
uses of trusts?

Commercial trusts can be divided into three
broad categories: trusts for investment pur poses,
trusts acting as a security device, and trusis for
other business purposes thalt do not fit neatly
into one of the other two categories.

2. Investment Trusts

As an investment vehicle, trusts can take the
form of unit trusts, and pension fund trusis
Unit trusts allow several persons to invest in the
same assets by way of what is aften a small
contribution compared o the total value of the
trust fund. The interests of the unit-holders in
the trust are represented by units of beneficial
interest, the value of which are directly related
to the walue of the assets in the trust fund. The
terms of the trust instrument regulate the rights
of the unit-holders, often providing that a unit-
holder does not have a direct proprietary inlerest
in the assets of the rust fund, but only a right
to the income arising in respect of units held,
as well as the procesds of sale of units

21 Pension schemes as trusts

Occupational pension schemes are also often
establihed using trustsand here, too, the fiduciary
nature of the trust and the segregation of trust
assels provide a valuable mechanism for protecting
the interests of the employes-beneficiaries. As
with unit trusts, pension schemes are often subject
to regulation in the interests of the beneficiaries.

3. Security Trusts
11 Debenture trusts

With respect to the second category of trusi
security trusts, a typical example is the debenture
trust, whereby mulliple parties can participate
in lending to a company through the medinm
of a trust. The enders mecaive markelable securities
issued by the trustee, which holds upon trust
for the lenders the right to enforce repayment
of the loan, as well as property provided by the
borrower as security for the loan.

Such an arrangement provides benefils for bath
the lender and the borrowers. For exampls, as
far as the lender is concerned, the size or nature
of the loan may be such that it is difficull 1o
find willing lenders unless their individual
participation is limited to a certain amount. In
the case of a debenture trusi, it is possible o
have any number of lenders providing loans of
varying amounts. Another advanlage for an
individual lender is that the rustee will be
res ponsible for ensuning that the borrow ar complies
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COMMERCIAL UISES OF TRUSTS

with the terms of the loan. A further advantage,
which draws upon the trusies’s inherent duciary
office, is that the trustee will act even-handedly
vis-d-rig all the bondholders, and not allow itseli
to e forced to take action by a small group of
‘rogue’ bondholders, which may be detrimental
1o the bondholders as a whole.

The centralisation of control of the debt in the
hands of the trustes iz also of bensfil 1o the
borrower, since it has to deal with anly the
rustes and nol sach of the bondholders.

Thiz also ensures that the borrower's Anancial
condition is kept confidential so that it is the
trustee and not any one bondholder who decides
whether action needs o be taken o protect the
interests of the bondhaol ders.

3.2 Employee benefit trusts

The security benefils of a frust are also important
reasons why it is often used as the haolding
wehicle for shares or cash which is 1o be distributed
to employess in accordance with a paricular
mechanism. By holding the property in such a
separate vehicle, it is isolated from the risk of
the employer becoming insolvent, or from claims
of creditars of the employer. Such protection can
be wilialed in cerlain circumstances; however,
provided that proper advice is soughl from the
oulsel, the risk of attack can be minimised.

3.3 Sinking fund trusts

Another form of security trust is one which
creates a sinking fund out of which polential
claims can be selfled over a fixed number of
years. An actual example of such a frust is one
that was established for the benefil of sharehold ers
of a company whose business had involved the
use of hazardous malerials. The shareholders
wished to place the company into liquidation,
yet were concerned about possible claims being
brought against them in respect of the company's
products even after the company had ceased to
exisl

Therefore, il was agreed that a sum of money
would be placed into trust for the benefit of the
shareholders and would be disbursed ower a
number of years according to a set formula to
the shareholder - beneficiaries, provided no claim

was brought against them in respect of the
company's products.
3.4 Trusts of insurance monies

Another example of a security trust involved an
armngement whereby the holders of policies issued
by a parficular insurance company agresd to the
proration of payments made in respect of their
policies. Such an arrangement was necessary Lo
ensure the solvency of the insurance company
and allew a scheme of arrangement Lo be pul
in place for the benefit of creditors of the compary.

Fursuant to the trust, a percenfage of claim
payments were assigned 1oa trustee, (o be disbursed
according to the instructions of the insurance
COMPAany.

In addition to ensuring the protection of creditors,
a trust can also be used to protedt rights of a
more intangible nature. For example, the
redomidliation of a company from one jurisdiction
to another may give rise to a conflict betwesn
the rights of shareholders under the laws of the
home jurisdiction and these under the new
jurisdiction. In some jurisdictions, changes 1o
certain shareholder rights require unanimous
shareholder consent. However, in other jurisdictions,
only a specified majority is required. In such a
situation, a possible solution would be Lo issue
a spedal voling share to a trustee to hold on
trust for those persons who are shareholders al
the time of redomiciliation. The terms of the
trust provide that the rights of these shareholders
can only be amended if the trustee does not vole
against the resolution. How the trustes will cast
ils vote will depend on the terms of the trust;
for example, the trust may state that the trustes
can velo such a resolution if not all of the
shareholders agree to the amendment

4. Business Purpose Trust

The third category of commercial trusts, the business
purpose trust, is very broad and can encompass
a myriad of arrangements.

41 Voting trusts

An example of a trust with a general business
purpose is that aof the voling trust This is a
device for separating the economic and cantrol
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COMMERCIAL USES OF TRUSTS

aspects of share ownership. Although shareholder
agresments are nol uncommon, a volng trusi
strengthens such agreements by vesting the voling
rights af the individual sharehalders in a trustee
who is lo exercise those righls in accordance
with the terms of the agreement. Whereas under
a shareholder agreement one shareholder can
choose not 1o abide by the terms of the agreement
and thereby undermine its whaole purpose, this
iz less likely to happen where voling rights are
vested in a neutral parly ie, the trustee, who
iz bound not only by the terms of the trust
agreement, but also by the general principles of
trust law. As a fAduciary, the frustee must act
in the best interests of all the beneficiaries”
shareholders, and cannol favour one over the
other,

A voling trusit can also be an integral part of
a dual-listed compary ("DNLC") structure, whereby
two companies merge their economic interests
while al the same time remaining separale entities.
Both companies also continue to remain listed
on their espective stock eschanges. DLC structures
have a lang history: the Eoyal Dutch Petroleum
and Shell DLC dates back to 193 whereas the
Unilever DL was created in 1930, Cither examples
of DLC spucures include Rio Tinto Limited f
Rio Tinto FLC, and BHF Billiton Limited and
BHF Billiton PLC and Reed Elsevier.

A DLC may involve special woling shares in one
of the participant companies being held in a
trust for the benefil of the shareholders of the
other company. The terms of the trust set out
how the trustee will wote in particular droumstances.
In essence, the purpose of the arrangement is
to ensure that the voting rights atached to the
spedial voling shares are cast in such a way as
to replicate the woling that has taken place at
the general meeting of shareholders of the other
COmMpany.

A trust which holds shares can also be used to
meet regulatory requirements. The author has
advised on a structure where a major airline
established a trust tohold the shares inits sulsidiary
which ran the airline’s frequent Ayer programme.
The trust enabled the airline to comply with
certain EUJ competition law abligations. In another
case, using a voling trust allowed a party to

acquire a regulated business despite the fact that
the regulator did not consider the purchaser to
be a suitable person to operate the repgulated
business. The regulator allowed the transaction
to proceed on condition that voling control of
the regulated business was placed in the hands
of an independent professional rusiee. The
ecanomic rights associated with the business
remained with the new owner.

Another type of business purpose Lrust concerns
the use of a trust as a holding and distribution
mechanism of monies for several parties
representing payment for services rendered by
those parties o each other. A simplified structure
involves the frustee receiving monies representing
advance payment for services. Frovided that certain
conditions are met, the trustes makes payments
out of the trust account to contractors of the
named beneficiary, as well as to the beneficiary
itzelf. In cerlain cases, however, paymenis represent
refunds of the prepaid sums.

Because the trustes only pays funds out of the
trust when cerlain conditions are met, such an
arrangement can, as noted above, mitigate the
insolvency risk of a party. However, using a
trust in this way can also have practical benefits:
for example, administration is ceniralised in the
hands of the trustee. In addition, the trust can
create a “level playing field” where the parties
are nol otherwise equal in {ferms of fAnancdal
strength, for example.

4.2 Purpose trusts

Although many commercial arrangements can
be analysed from a beneficiary trust perspective,
it can be difficult to identify where the beneficial
interest in the trust fund lies al any given time.
Faor example, it is arguable that the beneficiaries
of the sums paid into the above kind of trust
include not only the party which will render the
relevant services but also the payers of those
sums. Would the creditors of those payers also
have a claim to those paid sums in the event
of a payer becoming bankrupt? Furthermore, do
the contractors of a beneficiary have an interest
in the monies held in the trust? Unforiunately,
these ismues lend to be overlooked unless and
until a dispute arises among the parties, or ane
or more of them experiences finandal difficulties.
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COMMERCIAL USES OF TRUSTS

Such an arrangement could also be characterised
as a purpose frusl, on the basis that its key
feature is the mode of application of the trust
fund, not the identity of the ultimate recipients
of the trust fund. As a purpose trust the
arrangement still retains the advantage of creating
a pool of assels which is kepl separate from the
property of the individual parties. Moreover,
this feature is enhanced by the fact that there
are no beneficiaries. As indicated above, in a
beneficiary trust, it could be argued that the
trustee holds the trust fund on a bare trust, so
that each beneficiary has a clearly discernible
interest in the underlying assets of the trust
fund. Consequently, a creditor of the beneficiary
could also lay claim to that interest in bankruplcy
procesd ings.

Although English law recognises purpose trusis
[other than those for exclus ivdy charilable purposes)
only t© a limited extent, several jurisdictions
have introduced legislation that allow for the
creation of frusts for purposes, or in some cases,
trusts with both beneficiaries and purposes.

Key features of a purpose trust

Mostof the jurisdictions which have passed purpose
trust legislation have laken a similar approach
in defining the parameters of the purpose trust,
based on the interpratation of the reported English
cases inwhich such rusts have been considered.

Consequently, many of the statutes provide that
non-charitable purpose trusts are valid, provided
that the purpose is specific, reasonable, and capable
of eing fulfilled. Moreover, the purpose must
not be immoral, unlawful, or contrary to public
policy. In same jurisdictions, the definition of
“charitable purpose” has been extended to allow
the creation of rusts for philanthropic (but not
necessarily charitable) purposes or for the mixed
benefit of worthy causes and individuals,

Many of the jurisdictions have alao done away
with the common law principles against
inalienability, thereby allowing for the creation
of trusts whose purpose is very long term.

Since a purpose trust has, by definition, no
beneficiaries to enforee it, the relevant jurisdictions
have induded enforcement mechanisms in their
trust legislation. In some cases, the trust must

provide for the appointment of a person to ad
as enforcer of the rust. The enforcer is under
a duty to ensure that the trustee carries out the
terms of the trust in connection with the specified

purposes.
5. Dther commercial uses of purpose trusts
5.1 Off balance sheet arrangements

Another example, albeil a sim ple one, of a trust
for commercial purposes is in off-balance sheet
arrangements where the trust holds the shares
of a "quasi-subsidiary”. The reasons for such
arrangemends include circumventing of controlled
foreign company taxaton rules, asset protection
by isolating speculative economic activities from
the assels aof the "parent’, and off-balance sheel
treatment for accounting purposes.

For example, the inance subsidiary of a corporate
group may have issued some form of del
instrument supported by a guarantee from ils
parent company. By transferring the obligation
of the subsidiary to a purpose trust, it may be
possible to release the parent company from ils
guarantee and remove the liability from the
consolidated balance sheet liabilities of the group.
Such a restructuring may be desirable in order
to improve the proup’s credil rating with a wiew
to putting in place another financing ransaction,
or to facilitale a sale of the parent

5.2 Future reserves of provision

Purpose trusts are ideal wehicles for creating a
fund to pay the present and future creditors of
the settlor. Without the nesd to satisfy one of
the three cerlainties, that is, having an ascertainalble
beneficiary in existence at the time of the areation
of the trust, a purpose trust could even be for
the future creditors only.

Such a trust is less wvulnerable to atlack under
irsobency law principles®, for the following reasons:
4 there is no "gift’ o another person, since
it is a trust for purposss, nol persons;
# there is no ransaclion al an undervalue,
since the trusiee is nol benefiling person-
ally from the transacton; and

# no one creditor is preferred.
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Such a trust could be used in a situation similar
to that discussed earlier where a company which
had engaged in a hazardous business was to be
put into liquidation, but shareholders were
concerned about possible claims being brought
against them personally ance the company had
been liquidated. As an alternative Lo a beneficiary
trust, the company could set aside funds o cover
potential daims in a purpose trust which would
last for a specific number of years. The company
could then e pul into liquidation. Cnee the
trust period has expired, the balance of the trust
fund can be paid oul in the manner specified
in the trust deed. The ullimate recipients could
be the former sharehaolders, or perhaps a charitable
purpose related Lo the business of the company.
Such a trust would not require an identifiable
beneficiary on the day that it is created; this
requirement is often overlooked, yet is crucial
to ensuring the walidity of a beneficiary trust
Secondly, the {rustes need nol concern itself
about the nature of the interest of any beneficiaries
and the duties which it may owe to thermn; instead,
enforcement of the purposes of the trust is the
responsibility of the person designated in the
trust deed or under the relevant legislation. If
the trust deed provides that the fommer shareholders
are to receive any balance left in the trust fund
at the end of the trust period, such a right is
arguably not a conlingent equitable inlerest as
might otherwise be the case with a beneficiary
Lrust.

23 Quistclose Trusts

A purpose trust also appears o offer a solution
to the legal problems which arise in connection
with so-called Quistelose trusia.

A Chasiclose trust arises when A makes a tranafer
to B for a specific purpose and for no other
purpose. The significance of the (histclose trust
is that the funds transferred remain the property
of the transferor unless the recipient applies
them for the specified purpose. If the recipient
becomes insolvent before applying the funds for
that purpose, thase funds cannot be used 1o
satisfy ils creditors. For this reason, cases involving,
Cuiztclose trusts are often insolvency cases where
it is necessary to establish who is the beneficial
owner af the unds: the creditors of & or B, or
the persons to whom B was to make payment?

The House of Lords attempied to elucidate the
situation first in Barclays Bank Ltd. v, Quistclose
Investments Ltd”® and then in Twingectra Lid w.
Yardley and othe rs*. However, views differ widely
on the exlent o which the House of Lords has
succesded in doing so. In contrast, if a purpose
trust were used, problems such as the situs of
the beneficial interest at any given tme fall
away. Furthermore, the monies are secure from
the creditors of both A and B.

The classic Cheistclose rust arises when a loan
is made for a specific and exclusive purpose.
Howewver, the basic principle is derived from
earlier case law and the courls have also found
that Cuistelose trusts apply in the ollowing
siluations:

# A company paid funds to its adverlising
agency for the sole purpose of paying third
parties for work on behalf of the company
(Carreras Rothmans Lid. v, Freeman Maf thets
Treasure Lid [1985] Ch 207).

# A company that was a debtor of a second
company paid funds to the administrator
of the second company for the sole pur-
pose of allowing the administrator 1o pay
a subcontractor for further work on behalf
of the first company (Ee Niagara Mechanical
Services Infernationa Lid [2000] 2 BCLC
425).

# A firm of solicitors gave an undertaking 1o
wse funds only to complete the purchase
of a specified property. The firm could not
use the funds for other purposes such as
paying disbursements (Templeton Insurance
Ltdw. Penmingtons Solicitors LLP [2006)| EWHC
685 ([Chj).

+ Individuals paid funds to the promoter of
a film tax relief scheme, while the funds
were held in a dient account before inveat-
ment [ Bieber and others v. Teathers Lid | 2012]
EWHC 190 (Chj).

It is clear fom the preceding owverview thal
trusts have wide applications in the commerdial
aswell as the private sphere. The inherent Aedbdity
of a wrust makes it an ideal wehicle for various
kinds of business ransaclions. Moreower, where
the trust used takes the form of a purpose trust,
the advantages can be even grealer.
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k. Taxation

The taxation of a commercial trust will often
depend on a number of factors, including the
residence of the seltlor, beneficiaries and trustes,
the nature of the beneficiaries” interests in the
trust assels, where the aclivities of the frust are
undertaken, and the location of the trust assels,
In the UK, the general thrust of the income lax
and capilal gains tax regimes is 1o exempt Lrusis
that form part of bena fde commercial amangemenits.
Howewer, this is nol the case with inherilance
tax, despile the fact that the main purpose of
the inheritance tax legislalion is to charge
individuals or their eslales to lax when they die,
or when they make cerlain kinds of gifts.

There are very few UK cases which consider the
taxation of trusts for genuine commercial purposes,
where mitigation of THT is not in issue. Nar has
HMEC produced very much public guidance on
the matter. Clarification from the courts, if nol
the legislature, would therefore be welcome.

The taxation of commercial trusts & less complicated
if the trust is a bare trust®, as it will be taxed
as if the trust assels belong 1o the beneficary
absolutely. However, a bare trust is much less
robust in terms of protecting the trust assels
rom the claims of creditors of the seilor. As
noted above, a non-charitable purpose trust is
arguably less vulnerable to attack from the creditors
af the selllor than a tradidonal trust. Howewver,
it is not clear how the UK revenue authoribes
would characterise such a trust for tax purposes.

1 For exampie, iftemational fnancal cantms such 2= Barmuda, Jamey, Guemsay, fa kla of Man, ths Cayman khands,
the Brifzh irgn lslands, Balze, e Cook lddands, Cyprus and Labuan. Howesar, anshom jurisdicfons, including
e US siate of Delaware and the Camadian province of Ouebec also parmi purpose frusis under domesfic law.

2. Far exampla, as a prefemnce, or a Fansacion ail an undarvalue Ses UK insolwency Acl, 1988, saclons 339,340

and £23
3. [1988] UKHL 4
4. [2002] UKHL 12

5. Broadly, a bare trusi iz a fust! whem e bamefcary (or benaficades) haz an immedate and absobhss right o both
the capial and incoma of #he fusl The poparty is held in fhe name of fhe nsies (or Fustess), bul e fusies

hat na dizorafon ower tha acoelc hald in frust
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The Enactment of 2
UK GAAR

n 17 July, 2013, the United Kingdom introduced its wersion of a

general anti-avoidance rule. The proposals for such a rule, as noted

in previous editions of this journal (see, in particular, Val. & May
2012), have been subject to a long period of consultation. Going back further,
the idea of a general anti-avoidance rule is something that previous UK
governments have looked at, but never fell able to enact. The main issue has
always been ane of uncertainty, or defining what should be caught by such
a rule.

Tax avoidance is not a straightforward issue for any jurisdiction to address,
not least because of the difficulties in deciding what is actually meant by
the cancept. Clearly doing anything that results in paying less tax, whether
that i= investing in a tax-free savings product in line with relevant statutary
rules or deliberately failing 10 dedare earnings, could be seen to be "avoidance”.
Therefore, there is at least another, more significant dimension to the question:
what type of behaviour is to be permitted?

The UK's general anti-avoidance rule, or the general anti-abuse rule ("GAAR")
a5 it has been called, quite deliberately seeks 1o target tax avoidance behaviour
that is “abusive”. In other words ils focus is on behaviour which, whilsl not
unlawful or criminal, is beyond what might reasonably be regarded as a
reasonable course of action. This central question as to what is “abusive” may
not always be easy to answer. However, any additional uncerlainty this
creates is intended only to apply in respect of avoidance arrangements where
the fax treatment is already uncertain.

This article considers the background to the GAAR and how the rule fits into
the UK’s anti-avaidance landscape. As will be seen, the GAAR is a powerful
weapon; however, a number of safeguards have been built in to give taxpayers
comfort that it will achieve ils stated aim of targeting abusive tax avoidance.

* lan Camochan is a Senior Associate af Burges Salmon LLP. He advises on a wida range of copomfe, fnancing
and real esiate imnsactions. (email an.camodhani@bunges-salmon com)

232 INTERNATIONAL TAXATION = WOL. 9w SEFTEMIBER 2013 » 43



THE EMACTMENT OF A UK GAAR

Az well as looking at how the legislation operates,
two novel features of the GAAE (namely the
role non-statulory guidance is to play and the
functions of a specially created adwvisory panel)
are also discussed.

1 The genesis of the GAAR

The recent history of how the UK GAAR came
aboul has been well charted in this journal. To
give a very brief recap, in 20010, the UK Coalition
Government asked aleading lax counsel, Graham
Aaronson O, to form a study group to report
on the feasibility for the UK tax system of a
general anti-avoidance rule. Following an eleven-
month review, the study group published its
report in Wovember 2011, It recommended a
narrowly-focused GAAR with the specific aim
of deterring abusive tax avoidance schemes. The
report concluded that a broad spectrum general
anli-avoidance rule would not be beneficial for
the UK tax system. This is perhaps not a surprising
conclusion, given that the study group’s terms
of reference required it to consider whether a
UK general anti-avoidance rule could deter and
counter tax avoidance, whilst at the same time
providing certainty, retaining a tax regime that
is attractive to businesses, and minimising costs
both for businesses and the UK tax authaority
("HMRC").

The Government then spent a period of time
considering the study group’s report before
announcing in the March 2012 Budget that it
would consult formally on introdudng a *general
anti-abuse rule” with a view to bringing forward
legislation in the Finance Bill in 2013. The GAAR
which has now been enacted (in Part 5, Finance
Act, 2013} remains frue to the principles behind
the study group’s recommendations, although it
has been refined with the benefil of considerable
input from both HMEC and taxpayer represen-
tatives as part of the consullation process.

2. Something new?

How does the GAAR fit into the existing UK
anti-avoidance landscape? UK tax legislation
(especially new legislation) often indudes a targeted
anti-avoidance rule (or “TAAR") in some form
or other; and specific TAARs are often enacted
to close down particular avoidance schemes which

come Lo the attention of HMREC (Often such
schemes have been disclosed though the Dhsclosure
of Tax Avoidance Schemes or THWITAS rules)
Whilst TAARs apply only to specific areas of the
tax legislation, they may be tlargeted at
arrangemerds which might not necessarily be
regarded as abusive, and so in thal sense may
be seen to apply more widely than the GAAR.

HMEC also aften argues that tax avoidance schemes
do not work when the relevant legislation is
applied using a * purposive construction”™ of that
legislation. This is a judicial principle of statutory
inter pretation (often referred to as the Ramsay
principle) whereby Courts construe legislation
with regard to ils purpose. This requires a
determination of the nature of the ransaction o
which relewant legislation was intended to apply
and then a decision as to whether the actual
transaction, viewed realistically, answers to that
statutory descripion. Whilst of generl application,
the principle has often been used intaxavoidance
cases o “do down” the offending scheme, possibly
leaving some judgments open o criticism that
legislation is being unduly stretched to achieve
a particular resull (It will be interesting to see
whether the Courls are less willing to siretch
legislation in this way now that the GAAR has
been enacted.)

(her tools the UK Government has used 1o
discourage tax avoidance incdude signing banks
up to a "code of practice on taxation for banks”
and issuing “spotights” highlighting marketed
avoidance achemes which HMEC considers 1o
be ineffective. The Government is also consulting
on ways to curtail the activities of promoters of
egregious schemes (o deal with the “supply
side” of tax avoidance).

Thus, the GAAR is not the only anti-avoidance
tool available to HMEC. A key question is whether
the GAAR does anything new. In a way, it takes
the Ramsay principle a stage further. Rather than
seeking to determine Parliament’s intent from
the words of the legislation alone, the GAAR
allows the Court to go beyond that, not least by
looking at a much wider range of material in
order to assess {axpayer behaviour. The GAAR
is intended to prevent abusive results which
Farliament had not anticipated but which it would
nolt have intended (in a much broader sense
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than rules of statutory construction allow). Just
as Ramsay liberated the Courts from having o
apply a literal inler pretation of revenue statules,
the GAAR may be seen as liberating the Courts
from the limits of the Ramzay principle.

The GAAR is aimed at abusive lax arrangements
which would otherwise achiewve their intended
result, and which might otherwise side-step any
existing TAAR or the application of a “purposive
construction” of relevant legislation. In theory,
at least, the GAAR should only affect the outoome
of a very small percentage of cases (often where
very prescriptive legislation is being exploited
that deoes not lend itselfl particularly well o a
purposive construction and where there is no
applicable TAAR). However, the GAAR can still
be used even if there are other ground s of challenge
open to HMEC

Fundamentally, therefore, the GAAR may be
seenas something new in the UK anti-avoidance
landscape. Where the GAAR applies, Parliament
has given the Courts the ability to override the
application of other legislation enacted by
Farliament. In that respect the GAAE may be
seen as a very powerful provision. The GAAR
might even be regarded as falling into a similar
category as the European Communities Act, 1972,
insafar as that Acl has come to be regarded as
a voluntary limitation by Parliament of its own
sovereignty (in that case, by enabling the principle
of supremacy of directly effective European
Community law over other legislation enacted
by Parliament to apply].

3. Taxpayer safeguards

Because of what the GAAERE can do, the UK
Government has recognised that there need (o
be appropriate taxpayer safeguards. There are a
number of such safeguards and they give
considerable confidence that the GAAER is not
capable of being used in most cases involving
mainstream tax planning. Some of the key
safeguards are sel out below.

# The legislation has been drafled with the
stated purpose of counteracting only abu-
sive tax avoidance. Although what is “abu-
sive” is defined by the legislation, such a
statement of purpose does set the contexi
of the GAAR. Leaving aside all other safe-

guards, a Court may be expected to con-
strue the GAAR legislation according to

this purpose.

# In addition to the legislation and how it

has been formulated (see further al section
4), a further safeguard is that there is a
body of guidance (the "Guidance™) which
is irdend ed 1o explain how the GAAR should
work in practice. The Guidance includes a
number of examples (in a separale docu-
ment running o 136 pages) which illus-
trate where and for whal reasons the GAAR
does and does not apply. Whilst many
arrangemenis are unlikely o match exactly
these examples, the Guidance does address
many of the concerns regarding uncertainty
of the GAAR legislation and illustrates the
principles that should be applied. The Courts
must have regard to this. Furthermore, there
iz a mechanism in place o ensure that the
Guidance is prepared and kept up-to-date
independently of HMEC

+ Before HMEC can apply the GA AR, a number

of procedural steps have 1o be laken:

(i} First, a senior officer of HMEC [who
must be designated for these purposes
by the HMEC Commissioners) has to
conaider whether or not the GAAR
should apply.

() Secondly, notice has 1o be given to
the taxpayer who has 45 days (which
may be extended) to respond.

{iif) Thirdly, if the taxpayer either does
not respond, or does respond and
HMEC wishes to proceed in applying
the GAAR, a reference has Lo be made
to an advisory panel (the *Advisory
Fanel”). The Advisary Fanel iz not
supposed to be carrying oul any ju-
didial function. Both the taxpayer and
HMELC have the right to make writ-
ten representations. A thres person
sub-panel of the Advisory Panel then
gives its opinion (or separale
opinions if the members dizagres).

{iv) Finally, after considering the Advi-
sory Panel opinian(s), the HMEC officer
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has 1o decide whether or not Lo pro-
ceed with the GAAR The Adwisory
Fanel's opinion is not binding, but in
practice it is very unlikely that HMEC
would continue with a case (without
very good reason) if even one mem-
ber of the Advisory Fanel were o
give anopinion that the arrangements
in question were reasonable.

# If, following the Advisory Panel process,

HMEC wishes to apply counleraction under
the GAAR, the taxpayer still has righis of
appeal to the relevant tribunal or court
Here there are further safeguards for the
taxpayer. First, the burden of proof is on
HMEC [both in terms of showing that there
are abusive lax arrangements and that the
proposed counteraction is just and reason-
able). Secondly, the tribunal or court is
required to take into account both the
Guidance and the opinion|s) of the Adwvi-
sory Panel. The court may (but this is not
mandatory) take into account a range of
other relevant material, even il not other-
wise admissible in evidence, which was in
the public domain at the time the arrange-
ments were entered into or olher evidence
of established practice at that time. Whilst
this is presented as a safeguard, there are
practical and cost implications for taxpay-
ers and advisers (either in ensuring that
sufficient contemporansous evidence is
retained or in oBaining expert wilness
evidence as to what established practice
was).

European tax subject to its own abuse of
law doctrine) are not included.

Arrangements are “lax arrangemerds” if,
having regard to all the drcumstances it
wiould be reasonable o concude that the
obtaining of a tax advantage was the main
purpose or one of the main purposes of the
arrangements. This is an objective test. “Tax
advantage” is defined wery broadly. Cuite
deliberately, therefore, the GAAR seis a
low threshold as o whalt may be seen 1o
be tax awoidance. The real heart of the
GAAR, and ils focus, is on what is not
permitted or, in other words, what is
“abusive”.

Tax arrangements are “abusive” if they are
arrangements the entering inlo ar carrying
out of which cannot reasonably be regarded
as a reasonable course of achion in relation
to the relevant tax provisions, having re-
gard to all the circumstances, including:

{a) whether the substantive resulls of the
arrangements are consistent with any
prindples on which those provisions
are based [whether express or implied)
and the policy objectives af those

(% whether the means of achieving those
resulis involves one or maore conlrived
or abnormal steps;

() whether the arrangements are intended
to exploit any shortcomings in those

4. Dutline of the legislation # Where the arrangements form part of other
arrangemenis, when determining whether

that part is abusive, it is necessary 1o have
regard to those wider arrangemenis.

#+ The legislation contains a dear slatement # The legislation includes examples of fac-

of purpose. The purpose of the GAAR is tors which “might indicate” abusiveness:
to counteract tax advandages arising from

tax arrangements that are abusive.

A wvery brief overview of the GAAR legislation,
as enacted, is as [ollows.

(@) Income, profits or gains for tax pur-
poses which are significantly less than
the economic profit;

(I Tax losses which are significantly greater
than the economic loss;

#+ The GAAR applies to a list of laxes, includ-
ing income lax, capital gains lax, corpora-
ton tax, inheritance tax, and stamp duty
land tax. Cerlain taxes such as stamp duty
(a documentary tax) and VAT (which is a
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(¢} Oaining a tax credit in respect af
tax (including foreign tax) which is
unlikely to be paid.

+ The legislation also includes an example of
something which might indicate non-abu-
sivensss, ie. where the arrangements are
consistent with established practice accepled
by HMEC at the time. The Guidance notes
that the nature of HMEC s acceplance is
relevant; a grudging acceptance that the
legislation does not waork to stop an abu-
sive scheme is likely to carry litle or no
weight

#+ If the GAAR applies, the tax advantages
that would otherwise arise are to be coun-
teracted by making adjustments thal are
“just and reasonable”. What is just and
reasonable is nol defined in the legislation.
Any adjustments are to have effect for “all
purposes”.

# If there is counteracltion under the GAAR,
this ¢ould lead to double taxation. This
possibility is addressed through a mecha-
nism that enables consequential relisving
adjustments to be made. Such adjustments
must be just and reasonable and cannot
increase a person’s liability to tax

5. The Guidance and the Advisory Panel

The heart of the GAAR is the concepl of laxpayer
behaviour which cannot reasonably be regarded
as a reasonable course of acton in relaltion 1o
the relevant tax provisions. This is the key tesl
of what is abusive.

This “double reasonableness” test, as it has come
to be called, itself provides a safeguard for
taxpayers. If there is a reasonable view thal an
arrangement was a reasonable course of action
{even if others hold different views), the Courl
must hald that the GAAR cannot apply. Of course,
just because a reasonable person expresses a
view thatl an arrangement is a reasonable course
of acion does not mean that it is; promoters of
tax avaidance schemes will not be able to GAAR-
proof the scheme simply by olaining counsel’s
opinion that the arrangement is reasonable.

Whilst the double reasonableness test contains
an inherent safeguard, there is always the risk

that Courts might interpret the test so that the
GAAR applies more widely than anticipated.
Arguably, the objective phrasing could be sesn
as masking whal is essentially a subjective “amell
teat”, and how is a taxpayer to be cerain when
such a test applies? As mentionsd above, the
legislation contains examples of arrangements
that might be treated as abusive, induding for
example being laxed or relieved on amounis
which do not match economic reality. Such
examples are nol endirely helpful and whilst
they may be features of abusive arrangements,
their presence in an arrangement does not
necessarily mean that it is abusive (and the
legislation recognises this). There would be a
concern, if the GAAR, construed by reference lo
such examples, opened the door to HMEC being
able 1o lax according o economic reality (an
argument that is wsually given short shrift by
the Couris).

The real and practical answer to such concerns
is 1o be found in the Guidance and the raole of
the Advisory Panel. Importantly, as mentioned
abowe, the Guidance containsg a number of examples,
covering the main taxes covered by the GAAR
and illustrating a range of situations where the
GAAR does or does not apply. As is pointed out,
these are illustrative of the principles (and it has
to e recognised thal what is normal behaviear
in one context may not be in another; similarly,
a slight amend ment to a sel of facts could change
the overall condusion). One example in particular,
which deals with borrowing to mitigate inheritance
tax, sels oul various variants with increasing
levels of abnormality; this helps show approcimatey
at what point the boundary is crossed.

In order to provide a guide as to what may or

may not be considered to be abusive the Guidance
identifies seven different categories of behaviour:

# Straightforward legislative choice;

# Long established practice;

+ Situations where the law deliberately sels
precise rules or boundaries;

# Standard tax planning combined with some
element of artificiality (this begins to move
into GAAR tlerritory where arrangements
could fall on either side of the line);
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# Transactions that are demonstrably con-
trary to the spirit jor policy and wider
prindples) of the law;

# Exploiting a shortcoming in legislation (in-
cluding a TAAR) whose purpose is to close
down a form of activity;

# Arrangements that are contrived or abnor-
mal and produce a tax position which is
in no way consistent with the legal effect
and economic substance of the underlying
transaction.

The Guidance also gives comfort o taxpayers
that the GAAR will not operate in relation to
arrangements entered into for the purpose of
avoiding an inappropriate lax charge that would
otherwise hawe been Iriggered by a more
straightforward transaction. Thus, simply taking
what appear to be contrived steps in order that
a taxpayer mightavoid a “bear trap” je.g. avoiding
a tax liability on more than the economic gain
would not generally be regarded as abusive.

It is important to bear in mind that there is a
requirement for the Guidance to be approved by
the Adwisory Fanel (which is independent from
HMREC). The current wersion of the Guidance
was approved by an interim Advwisory Panel
with effect from 15 April, 2003, It is enwisaged
that subsequent appmved versions of the Guidance
will be published annually in Cotober.

The Advisory Fanel is preserdly chaired by FPatrick
Mears, formerly a lax partner at an international
law firm. There are six other members of the
Advisory Panel. When a specific case is referred
to the Adwvisory Fanel, the Chair will choose a
sub-panel of three members (which need not
indude the Chair). The Chair may also recommend
the temporary appointment of additional persons
to the Adwisory Panel in order to ensure that
the sub-panel has appropriate expertise to consider
a specific case. [Such ad hoe appointments would
only be for the purpose of that specific case.)
The sub-panel will normally aim to deliver its
opinion(s) within &80 days of when it receives a
referral. The Advisory Fanel is not required to
anawer the double reasonablensss lest sel oul in
the legislation. It is simply required 1o give its
view [or wiews) as to whether the tax arrangement

iz a peasomable course of action. This is deliberate:
the Advisory Fanel is not intended to exercise
a judicial function; it is simply giving an opinion
whichHMRC must consider when deciding whether
or not lo proceed with counteraction.

It is anticipated that opinions of the Adwisory
Panel are 1o be published (in anonymised form}
and this should, it is hoped, give further guidance
to taxpayers as to how the GAAR is being applied.

B. Clearances and Penalties

As expected, there is no clearance procedure as
such (although if a statitory cearance can be
obtained under existing provisions, and full
disclosure has been made, the GAAR will not
be used Lo override that clearance). Nar is there
a specific penally regime. However, laxpayers
are required to take the GAAR inlo account
under relevant self-assessment regimes; failure
to make any appropriate adjustment could render
the {axpayer open Lo a penallty in the normal
way. I may seem unlikely that a taxpayer would
enter into a tax avoidance scheme anly to self-
assess that the GAAR applies, although this is
not inconceivable. More likely, taxpayers engaging
n tax avoidance armngements may need 1o consider
the use of “white space” disclosures in order to
mitigate the risk of possible penalties if there is
any concern of the GAAR applying.

1. International aspects

One issue which caused debate in relation Lo the
proposals for the GAAR was the extent to which
the GAAR might overide the provisions of double
taxation agreements, the issue being whether
this might put the UK in breach of its international
treaty obligations. The Guidance makes clear
that where there are abusive arrangements which
seek Lo explaoit particular provisions in a double
tax freaty, the GAAR can counteract such
arrangements. An example is given based on a
cage where UK resident individuals sought to
avoid paying UK income tax by structuring the
provision of their services through a partnership
and trust structure that took advantage of relief
under a double tax {reaty. The Guidance is clear
that the application of the GAAR in this way
should be regarded as consistent with the OECD
commertary on the Model Tax Convention. This
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provides that States do not have to grant the
benefits of a double tax convention where its
provisions are being abused. Interestingly, one
of the actions (number &) in the OECDYs Action
Flan on Base Emsion and Prafit Shifting (published
on 19 July, 2013} is to develop recommendations
“regarding the design of domestic rules to prevent
the granting of trealy benefits in inappropriate
circumstances” . The GAAR must be seen to be
in line with this.

B. Commencement

The GAAR applies 1o all tax arrangements entered
into onor after 17 July, 2013. If the arrangements
are part of wider arrangements which began
before this date, no regard can be had to these
wider arrangements, excepl to show that the
subsequent arrangements are nol abusive. This
seems o be avery fair approach to cormmencement,
eapecially given that the enactment of the GAAR
had been well trailed in adwvance.

9. Fnal thoughts

For most UK taxpayers, the GAAR is unlikely
to have any real impact. Adwvisers can expect to
be asked to give a view on the likely application
of the GAAR, particularly where any tax plamming
i= being undertaken, and in most cases the
conclusion is likely to be that the GAAE does
not apply.

Maor is it expeded that HMEC is likely to use,
or want to use, the GAAR very aften. In the
early years at least, one might expect that HMEC
will seek to apply the GAAR only in the dearest
and most extreme of cases. Therefore, it may be
some time before any significant body of Advisary
Fanel opinions or Court judgments builds up on
the GAAR. The existence of defailed Guidance
goes some way in Alling that gap.

Because the GAAR does seem capable of countering
abusive tax avoidance, il is likely to have some
deterrent effect. Mainstream advisers are likely

to be less inclined to promote or otherwise be
involved in schemes which would be caught by
the GAAR, which may in turn lead to greater
forus on less aggressive forms of tax planning.
e hopes that this will not in turn lead to a
gradual locsening of the GAAR over time (whether
by legislative change or through judicial
interpretation), although the risk of this cannot
be ruled oul

One thing that will almost certainly change over
time is what is regarded as acceptable behaviour.
This iz as true in lax lerms as it is in socely
more generally. (A few years ago, one might
have gqualified such a statement by noting that
people would probably not, however, be taking
to Oxford Sirest o protest about tax avoidance.
Even this has changed) The GAAR, as
supplemented by the Guidance, recognises the
possibility that norms of tax behaviour may be
different at different poinds intime. In this sense,
the scope of the GAAR may fluctuate over time.
This may also be frue of the way the Courls
have approached the principle of purposive
construction, but at least with the GAAE the
ground rules seem clearer.

In any case, the days of the Duke of Westminster
are long gone. It is no longer considered right
that tax payers should be able 1o avoid tax through
the ingenious use of tax legislation. And so the
tax avoidance debale moves on o new areas.
Being narrowly focussed on what is abusive, the
GAAR will cerlainly not stop many of the tax
arrangements which multi-national companies
and others ender into (and which the wider public
might generally regard as being unacceptable).
Here the atlention may be seen to be shifting
to the waorld slage, as couniries recognise the
need to work together o prevent multinational
enter prises from minimising their tax burden in
harmful ways. Perhaps it is not too great a step
to imagine the OECTYs pronouncements in this
area as a move lowards a global GAAR.
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