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able of Cases and Decisions 359 This work aims to provide an analysis of various corporate taxation issues arising in
Table of National Legislation domestic as well as(i, cross-border derivatives transactions. It is structured around
365 seven problems(ihythe taxation of derivatives that [ have identified as particularly
Table of Statutory Instruments, Legislative Material and relevant. Each{taxation problem is dealt with in a separate chapter.
Other Official Documents 369 Thesé ‘Problem chapters’ discuss both the UK and German legislative approach
to deal/s¥itH the specific taxation problem in a first step and in a second step analyse,
Table of Double Taxation Conventions, OECD and evaliaik and compare those approaches, including the strengths and weaknesses of the
UN Model Conventions and Other OECD Materials 377 apbfoaches. At the end of each chapter, I propose solutions on how to deal with the
) . specific derivatives taxation problems.
Table of Financial Accounting Standards and Other Materials 383 Although the analysis in this work is mainly based on the existing tax legislation
in the UK and Germany, the work is not aimed to be a comparative work of domestic
Table of ISDA Documents 391 ' tax legislation dealing with derivatives. Rather, it engages in a broader discussion of
Index both general and specific issues at the level of the domestic tax legislation as well as
8 problems on an international level. A comparison of the specific tax legislation in the
UK and Germany and the analysis of practical examples allow a differentiated
discussion of problems and possible solutions that can be adopted in the context of
derivatives taxation, thereby avoiding a one-sided view on how to deal with those
issues from the perspective of only one country’s tax legislation.

The work contains 11 chapters. Chapter 2 explains the economic basics of
derivatives. In Chapter 3, I identify the various taxation problems that derivatives may
create at a national and international level. Chapters 4-10 are specific ‘problem
chapters’ where each of the seven problems which were identified in Chapter 3 are
dealt with. After an evaluation of the advantages and disadvantages of the taxation
solutions implemented by the UK and Germany, I have suggested at the end of each
‘problem chapter’ solutions how domestic tax legislators as well as international bodies
like the OECD may be able to deal with these problems coherently. These solutions
have also been specifically evaluated in relation to the question whether they are
appropriate to tackle tax avoidance schemes that utilise derivatives.

The discussions in these chapters have also incorporated a discussion of various
tax policy issues as well as practical application problems arising in domestic as well as
cross-border derivatives transactions. In the conclusion, I sum up my evaluation of the
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§2.01[A]

after reset date 4 (after 12 months), Company A will receive 0.5 %
at date 2 and 3 and 1% interest at date 4,

Company against interest rates rising above 3%. No payment is made tq
Company A by the counterparty of the cap if interest rates fall below 3%,

atdate 1, g9

Generally speaking, a cap effectively limits the maximum price of the underlyj
or the level of the index for the s
holder of the cap, it effectively p
rate note or swap interest above
provides downside protection an
position® if the price of the un
value.**

A collar agreement is effectively a combination of a short call option and a

put option over an underlying index, asset or other variable, where a lower
upper strike price is agreed.

n
rovides insurance against rising interest on a floati

long
and an

Exarmnple 3:

In case of interest rate collars, A makes periodic payments to B if the interest rate
rises above the specified upper level,” whereas B makes periodic payments® if
the interest rate drops below the pre-agreed lower level.*” The interest rate collar
is a combination of an interest rate cap and an interest rate floor,®

An equity collar hedges against share price losses below a certain minimum pricg
(put strike), whereas the inve

stor can still participate in the share price appreciation up
to the level of the call strike.

Similarly, a put spread can be used as a limited hedge against fallin
underlying assets, for example shares. A put spread is a combination of"% long put
option with a high strike price and a short put option with a lower stxike price, The

investor buys the put option to protect himself f

rom the downward“\moévements and
sells the put at a lower strike price to partly finance the option premium paid under the

first put option. The initial downside protection of the first put is thus limited to the
strike price of the second put option.

By combining and amending these basic forms of derivatives, financial engineers
have developed a great

variety of derivatives with exotic features and incorporated

g pricing of the

22. Ibid., 619; also: Wilmott (2000) 450 (at the exam
23. This position is effectively a long put position,
24, Hull (2006} 620; Wilmott (2000) 450,

25. Which equals the short call position for A.

26. Which equals the short put position for B,

27. Natenberg (1994) 265; OECD (2001) para. 27.
28. Hull (2006) 751.

ple of interest rates as an underlying).
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thereby effectively protecting the |

..mujred b

hort position holder of the cap. For the long positig :

a pre-agreed cap level. In contrast, a floor agreement;f
d payments will be made to the holder of the long floop
derlying asset, index or rate falls below a pre-agreed

i i 2.02 A]
japter 2: BﬂSiC ECDIIOI]LI'C CODCEplS Of Derivatives § [
ap &

i jecti isk features
s ves into structured products to meet the investment ob]:l-:,;tl:vis; and risk
b y the financial institutions and corporate investors alike.

Categorisation of Derivatives According to Their Underlying
Variable

[B]

i contracts can aiso Iie Eategolised aCCDId'Ilg to l_hElI. SEFECiﬁC 'mld&if}'ih‘g
mn: '-‘ra ].VE 1 1 : :
ﬂssef

e . jvatives, o
" ity derivatives, fixed income derivatives, commodity derivatives, currency
are equity o

'aerivatives and credit derivatives.

i i i ice of an
Equity derivatives are all derivatives which e'u‘e'denved ffrrnm :EE \?,:_[lue iy
derlying equity asset, a basket of equities, an equity index, or from
4 ent streams of the equities, i.e., the dwf1demis. I R
I'FmF' ed income derivatives are all derivatives that are derived fro
lx . - s :
of bonds, baskets gf\bonds or bond indices, or fro;n ;nteres; :;ice e o
‘derivatit ivatives which have
derivatiVes' are those deriva : e it . i
.:.m,]:fies as(itte’underlying variable. Commodity derivatives a:edden;lﬂacltf:rr:-c:m:u1
1 mmoditi ilver, wheat, soya, crude oil, etc.
i fiysical commoedities, such as silver, e o
i\ ivati offs depend on the probability of a cre
jvatiGcey are derivatives whose pay ; e
delnf: 1o g;vemment corporate or other bonds, or a credit event occurring in
relacs ]

: 31
tola-defined creditor.

§2.02 BASIC TERMS: REPLICATION, HEDGING OF DERIVATIVES AND
. LEVERAGE

[A] Economic Replication

i i i e derivative
Replication in general means that it is at any time during t.he t-ermbofellillermg il
possible to replicate the total sum of the payoffs of thle g‘envta}tufg uideﬂymg oA
ial i i si v
i i financial instruments, including ba
trading strategy using other
. . 32
nd other derivatives. o o _—
a ?\ derivative can be replicated by entering into other i"_manmai_ mstn]l}m?jr:;(i?aﬁve
maturity of the derivative, the financial irzstrument[s}. which reph;:atuet :h e D;'
have in sum the same payoff as the derivative, meaning the sum of all ca

i fvati iti lic
29. Edgar (2000b) 290 considers the aspect of combining derivatives as critical for tax policy

F W Vi a d 'I..lIL(IEIIy- variable ee (:tl. 4 5.
30 ar (he dlslf_ﬂﬂloﬂ bet een the term undEr] |ng assel ing s S
32 Rubinstein []999&) 71-72 and 179-192. See: QECD [ZWIJ paras 31-41 lﬂ] a SEIlel ai discussion

its i i law.
of the concept of replication and its 1m|'.u:nrla1;1;:rnlz1 ::l L‘Sh?.lu c;n;;e:: gg rg?n e e
erivative are one or more p . Sme e e
- ::eﬁr? iu]? Esecgei-iiative either inflow or outflow; see: Peter ﬁewrg;a[rﬁ :grurfirlgnh’ih;gg}.
Eatwell (eds), The new Palgrave dictionary of money and finan
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3. Neighbour (2001) 1; Strnad (1994) 569; T
6. Thuronyi (2001 a) 263.
7. For a definition of the term, see Ch.

o o
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of income. Or, the general tax rules that also apply to derivatives may be too unspagir

in their application, thereby leading to an overtaxation® or undertaxation® of certajy
income or gains from derivatives,

In case of a special tax regime applying to derivatives, problems may arise if h,
special regime is tailored only to existing derivatives and is not able to incorpor
newly emerging instruments, thereby causing a time lag between the development of
new financial products and the introduction of specifically targeted tax legislation
Constant financial innovation of new types

of derivatives and the use of unus
underlyings may therefore challenge the ability of tax systems in defining derivatj
for tax purposes.®

llu-.l
al

ay indeed be designed to fall either in or outside the scopeg 'g:
the derivatives definition [depending on the aim that the particular scheme is pursy-
ing).® At the same time, a static definition may deter taxpayers from entering intg

derivatives transactiong because of the unknown lax treatment of newly emerging
derivatives,

Different definitions of derivatives used by different countries can also pose 3
serious obstacle to a coherent taxation of derivatives in cross-border transactions, The
application of tax treaties in those transactions can create difficult legal issues of
interpretation because derivatives and hybrid instruments” can often not be classified
unambiguously under the existing articles of double tax treaties.®

Treaty classification conflicts are likely to arise in cross-border transactions if one.
country qualifies the income, g8ains or losses from derivatives as a different category
of income than the other country and therefore applies different taxation rules.” Thys
it may be uncertain in those cases under which article of the double tax treaty'iije
income will fall, as neither the OECD Model nor the UN Model define

‘derivative’, Q\\ N
&
N

=

For example, a general tax system may not only tax net
swap, but all different Payment streams under the swa
pPayment streams for tax purposes due to
» undertaxation of certain de
gains from cash settled equity derivatives would fal| under the n
and be fully taxable, whereas gains from
derivatives would be tax-exempt under the general rules,

8ains and losses under an interest rate
p without allowing the netting of those
the application of general rules,

huronyi (2001a) 261: Warren (1993) 461.

8 s. §8.03. Emphasising the debt/equity character, but
applyh:‘tg ittoa ingh.tiy broader range of instruments: Neighbour (1997) 932: Thuronyi (2001a)

documents, 2001) 7.
. Thuronyi (2001a) 264; Thuronyi

(2001b) 3; also: OECD (2001) para. 63.
. Thuronyi (2001a) 265.
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Problems in the Context of Taxing Derivatives Transactions  §3.02[B]
er 3:

LEM VERSUS THE

2: A SPECIAL TAXATION REGIME

PR?EICATIBN OF GENERAL TAX RULES TO DERI UA'ITVE;,YAANDNI)
‘i‘A:IE DISTINCTION OF INCOME AND CAPITAL, AND EQU

DEBT

Specific Taxation Regime versus the Application of the General Tax
Rules

i ' In thi ect, the
el ives may be seen as a third category heyor?d eqmt_y or debctl. .In tt.::s n]e‘s;:ﬂ.A ot
Deri el vir;ll" may choose to design a separate taxation regulI;e fc-r. :;r:]:ra 1 gi;lamrs =
o isting set of tax rules.’* Again other le :
tively s may apply the existing taxr  othy to!

d ecid'tta: ?:;E.?l a se:a:ate set of rules to denvaﬂves,a but maintain the distinction
e 1
‘-’En equity and debt in the context of those rules. it
: - text of all approaches, problems in the taxation o f* i
i distinguish ‘in [the] taxation [rules] according to the c ajrar:

le if capital gains are subject to a more favourable t.ax regime or
ol:her income.'® Issues can also arise, if the tax leglslalo.r .l;‘eats
*quity differently compared to returns from debt, for example privileges
ebt capital gains, or dividends over interest.

o occur if tax s
:g'f‘i_ﬂCOmE.lu fi
lower tax rat
returns

The Taxation Rules for Income and Capital Gains Applying to
Derivatives

istingui en transactions that are entered into in the -:omr;t:
e sysmmbma');ggzt;nngdutlligst;t;:;sactinns with an underlying investment pu{pose.
O{atradtim usiin many countries capital gains belong to the normal corpora'te mco?;

bM ‘?l;gohme countries still privilege capital gains, in many cases ec]urq,:i :;1:;&1

13?5 3 heir corporate tax computation, by way of lower tax r:ates, .
' lf'?ll'. ﬂ;?ion or exemption from tax.'® Correspondingly, capltal ll:lfsses may
adltu;;ﬂ::?;::ﬂ:aﬁ;l: against ordinary income or are not offsettable at all if a capital gains
no

tax exemption applies."’

: s distingiiabiod
B . 2 i ivati s a third category that is distinguis
i i d classify derivatives a
- ?ﬂtms 53:;;3;{;& ?:biﬁ::ﬁor;;?su an wnuijd treat them completely separately for tax purposes
m eq
ity and debt instruments. o .
2 gm gﬂula);r:plies this approach to derivatives held by ti;nrnplamz.*s.f i R
:3' ThrerrI'JK }t’axes derivatives by applying a con_}pizt:]?; zzzziat; rsltleé t:]in cen.-ain i P
] i istinction between equity 4 nin | .
mn:a'itas! :agi‘n'ze;:dd;ﬁg?dlﬁg\r;ive contracts, which are rather attributed to the debt category
s capi ;
ias t;tiﬁI being made. See: Southern (2012) para. 1.9.
14. Thuronyi (2001b) 1. ) :
i {2001a) 263; Thuronyi (2001b) 1. ) ) -
iz Elfk;gﬁeé st O%C}? {zmt}a} g:fr?s ‘fflflnn‘;u;::tﬂf[fgeﬂ Lg::';orate income tax base. )
i d the UK, capi e ga
}; g%%ﬁ??%f]m::%mumnyi (2001b) 1. Atsn_: Laukkanen (2007) 129 who provides
' of special capital gains rules in different countries.
19. OECD (2001) para. 49.
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4: Defining Derivatives for Tax Purposes

§4.03[A] Oktavia Weidmg

ons and futures on the one hand, and CFDs on the other,

) ; =5 . T X n opti
comprehensively.'* ‘[A]ll profits arising to a company from its derivative contractg s jguish DELEs o8 s in the taxation of those instruments.*

chargeable to corporation tax as income in accordance with [CTA 2009, Part 7]."5 g, e there are difference
derivative contracts entered into by companies are subject to the provisions of T
2009, Part 7.'® The ‘derivative contracts legislation’ of Part 7 applies to both sing
derivative contracts and embedded derivatives, provided they are bifurcated f;
‘loan relationship’ host contract under UK GAAP'” or IAS."® r
In order to qualify as a derivative contract under CTA 2009, Part 7, a contrg
must satisfy three tests under CTA 2009, Part 7:"° L

Futures

- is defined in the CTA 2009, Part 7 as a:

niract for the sale of property under which delivery is to be made:
- €0

4t a future date agreed when the contract is made; and

(a) It must be a ‘relevant contract’.*® _ aaprice s0 agreed.’
(b) It satisfies the ‘accounting conditions’ for the accounting period in question,?
or if not meeting the ‘accounting conditions’, it is a commodity-base
derivative or certain type of contract for differences.
(c) It must not be excluded from being a derivative contract by virtue of itg

underlying subject matter*® or by any other provision of CTA 2009.**

pe and includes forwards, i.e., contracts
31 This is in contrast to the economic
een exchange-traded futures and OTC

Again, this definition has a very wide §co
hich are nnn-standardised OTC u'an.sactmns.
j tion of a future re a distinction betw

pe of the definition is wide, one might argue that_ physicall;:
(equity] Brice swaps>® as well as physically settled total return (equity) swaps
ed & :

iyt ion 581.
(al Relevant Contract if (\08s the wording of the definition of future under CTA 2009, section

A derivative contract is a ‘relevant contract’ within the scope of CTA 2009, Part 7 ifjj
qualifies as an ‘option’,?® a ‘future’®® or a ‘contract for differences’ (CFD).*” All threg
definitions will have a wide meaning and only the definitional criteria 'accounting

' ,tr?; ample 17:
conditions’ and ‘exclusions’ narrow down the scope of a derivative contract.”® One

ed total return equity swap with Party B over
| shares of Company Z. Under the swap,

hen received and Party B will pay Party

 Party A enters into a phys.i«::ally settl
| three years. The underlying shares are
l| L Pamr A will pay Party B any dividends w

| A periodicall interest payments. )
4'1]' % :t matzﬁw, Party A will deliver shares in Company Z to Party B. Thus,
o

i

i

i i during the term of
i mically exposed to the price of the shar?s
7 all!; holding the shares until maturity of the swap.

14. Julian Ghosh, Jan Johnson and Paul Miller, Taxation of Corporate Debt and Derivative Conti
(LexisNexis Butterworths 2009 with updates through Issue 2, June 2010) [E2.34]. See al
older version of: Richard Bramwell and others, Taxation of Companies and Com,
structions (8th edn, 2002) A5A.1.1 (R 2, Nov 2002). l\

15. CTA 2009, s. 571(1). FA 2002, Schedule 26, formerly applicable to ‘derivative x
been substituted by CTA 2009, Part 7 in the course of the Tax Law Rewrite
presumed that consolidation acts, such as CTA 2009 Part 7 do not change the ;h§

ts' has = |
1t can be
lmglaw as
t; Eﬂ] (ITECELCH {

en rewriting it.

the swap without physic

such. See: Beswick v. Beswick [1968] AC 58 (HL) 73; HMRC, Corporation
Notes (2009): “The Act does not generally change the meaning of the law
also: Ghosh, Johnson and Miller (2010) [E2.27].

16. CTA 2009, s. 578(1). See: Julian Ghosh, Jan Johnson and Paul Miller, Taxation of Corporate Debt
and Derivative Contracts (LexisNexis Butterworths 2009 with updates through Issue 8, July
2013) [E2.61].

17. UK GAAP is the abbreviation for UK Generally Accepted Accounting Practice.

18. CTA 2009, s. 585(1)-(3). See: Richard Bramwell and others, Taxation of Companies and
Company Reconstructions, vol 2 (9th edn, 2009 with updates through December 2010) H.1.2.4;
Southern (2012) para. 13.2.

2 i lying subject matter, being

7 i le in the context of excluded under! :

ﬂ-.;hmng]&ie E;Iffeﬁc;sa(;gg fgfi‘azrgg‘?, s. 589(4). See Annex, §AS5.01[C]. FuThedrmgeri, (c:l;lﬁe;er:
munﬁ:g tests appl;r to option and futures on land, and CFDs on land. .

§4.03(A](2](D].

R e h the term; also: Ghosh,

03/02 which indicates the wide range of

19. CTA 2009, 5. 576{1)(a)-(c). ‘31, See: Statement of Pra;llige[m 42
20. CTA 2009, ss 576(1)(a), 577(1). 5 i‘l)uhlll]?;?m aﬁr}ldﬁMlller (2010) [E2.145]. - e
21. CTA 2009, s. 579(1). 33 o quiiIY price swap, one party Owes any upside mc:'.rermegl gf R e e
ii gg iggg’ - ggg{z} e [ i oui liss 1 g R e al.:’r:]',' dqwnS;t:E ?;?EE;?!EIJY delivery of the underlying
‘ , 8. 589, ; ! ity, the obligations
2 : i - . 5 swap is physically settled at matun = . .
24. CTA 2009, s. 576(1)(a)-(c). See: Ghosh, Johnson and Miller (2010) [E2.96]-[E2.120]; Tolley's Wap s Dby e end paymenis are made un der a price SWap e

Corporation Tax 2010-11 (LexisNexis UK) [29.3].
25. CTA 2009, s. 580(1).
26. CTA 2009, s. 581(1).
27. CTA 2009, ss 577(1), 582.
28. Ghosh, Johnson and Miller (2010) [E2.96]-[E2.120].

ide or downside ;
sl mt;i\?ind]gngl:rch;;:d and interest paid. Thus, even in case of

, but any ve T 1 4
;:hi'hs?:aglesiﬁﬁ:::;?eo: :;ipswaps. (manufactured) dividend and interest payments will be ma
periodically during the term of the swap.

43
42
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in sections 20(2) sent 1 No. 3a) and 15(4) sent 3 ITA, it is imperative from a systema
point of view that the term is defined comprehensively and unambiguously both in th
tax legislation for private individuals, as well as in the tax legislation for business:
investors. -

§4.04

[A] Different Approaches to Defining Derivatives in Other Countries
In the tax legislation of other countries, one can find different approaches to defining
derivative contracts for tax purposes that can b

outlined in Chapter 4 section §4.02 of this work.

also for tax purposes as there are no special rules for taxing derivatives in the:
legislation.

tax purposes. Instead, forwards, futures,

markets legislation will not serve sufficiently the aim of defining derivatiya
contracts for tax purposes. 1
(4) In Chapter 4 section §4.03(B][1] and §4.03[B][2], ! have illustrated that ap
unambiguous determination of the exact scope of the term in relation to
and physically derivatives is hardly possible because of the rather imp
wording in the law, leading to different points of view in the German tax
literature. ]

In order to avoid the uncertainty in the scope of the term derivative contract used

OTHER DEFINITIONAL APPROACHES

Switzerland simply uses the economic definition of derivatives to categorise them

169

The US legislator has not developed a comprehensive definition of derivatives for

are subject to different sets of tax rules.’?® As the tax treatment can be substarnifiaily
different, it is critical to determine which sets of rules are applicable to the particular
transaction. In addition, the tax rules governing exchange-traded optiongsalid futures
are very different from the rules that apply to non-exchange-traded farwards and
options. As the US income tax system has no single definition of derivatives, it deals
with the different contracts enumeratively by way of statutes, rulings and cases law
with the result that many inconsistencies arise and that in many cases the taxation does

not reflect the underlying economics.

Financial Arrangement Rules (TOFA

171

Australia uses a broad definition of ‘financial arrangement’ in its Taxation of

169.

170.

171.
172.

Lionel Aeschlimann, ‘Chapter D5: Taxation of Derivatives: Switzerland’ in Steven Conlon and
Vincent Aquilino (eds), Principles of Financial Derivatives: US and International (1st edn,
Thomson Reuters/ WG&L 2011) D5.01.

Steven Conlon, ‘Part B: US Federal Income Taxation of Derivatives' in Steven Conlon and
Vincent Aquilino (eds), Principles of Financigl Derivatives: US and International Taxation
(Thomson Reuters/WG&L 2011) Bl .01.

Ihid.

Income Tax Assessment Act (ITAA) 1997, Ch 3, ss 230-245, 230-250 and Subdivision 230J.

62

F: ‘ cked securities and structured notes and hybrid securities.

e categorised according to the criteria

options, swaps and similar financial producis

172 and applies the so-called coherent principles:

er 4 Defining Derivatives for Tax Purposes §4.04(B]

I h!7 when taxing this form of arrangement.'” The TOFA rules however do not
: a specific definition of derivatives in the legislation but only define more

ally financial arrangements’.

Definition of Derivatives for Tax Purposes in the Academic Tax
Literature

! i ts have been made by tax experts to
gjmilarly. at the academic level, many attempts : by !
; define gli);rivatives for tax purposes. Some authors merely define derwaulv;s by way of
i ildi i i ts like mortgage-
~ epumeration of the basic building blocks and include also msit:}-sumen gag
that ‘the term “ derivatives”, taken literally, is over-inclusive,

; ts
Zelinsky SUBBES s’ and proposes the use of the

describing some quite traditional form of investment "
bmad designation of "Neyx Financial Instruments’ instead. _ . o
~ Other authors fafour a policy-based approach, which tries to capture Dot
existing and newly(€nerging derivatives. _ _
For exampiey 7 furonyi argues in favour of a very broad cuncep_l of New Financial
Instruments-&8 jax law should be prepared to cover whatever financial instruments the

market cdD qevise’.'”’

His-afgument in favour of such a policy-based approach is that:

defining NFIs [New Financial lpstr‘umems] should be kt_:f;in
in mind if an attempt is made to define new ﬁnanc1a! msl.truments or specific
i, such as derivatives, in the tax legislation. e s detaﬂe_d
definition, unless very carefully structured, can fall prey to tax p!am}srs \;ho -;n!é

arse the definition precisely and devise arrangell;.r;ems that fall outside the scop:
of the definition if it is in their interest to do so.

the inherent difficulty in

categories thereo

Likewise, Romer proposes that tax rules ‘need 10 evolve as new technologies

arrive’’”® and suggests that:

if there is a fixed set of rules in something like a tax che. clever ﬂﬂpﬁ{)lungts w.-l.rr1‘11
steadily undermine their effectiveness. They will do l!ns. for example, Dy € anglbg
the names of familiar objects 10 shift them between different 1e_ga! categlonels. 0[1 n?
winning judicial rulings that narrow the apphcalbﬁny of the existing T4 e;. Iils ! 5,
rules have to evolve in response to three distinct {ac_mrs: new technologies,
increases in the scale of social interaction and opportunistic attempts at evasion.

173. Pinder (2005) 77. Under a coherent ;(rrind?l;'; approach, the principle becomes an gperative
islati ision; see: Freedman 2010 8 ) ) ) )

174, ]:ﬁlsi;?;;igrr;\::ﬂ. ;xposure Draft; Tax Laws Amendment (Taxation of Financial Arrange
ments) Bill 2008, Explanatory Material (2008) 1.19.

175. Wiesenbart and Johannemann (2007) Al 01131,

176, Zelinsky (1997) 947, at fn 185.

177. Thuronyi (2001a) 262.

178. Ibid., 263.

179, Paul Romer, ‘Process, Responsibility,
Wake of the Crisis, 7 Mar. 201 1) 3.

180, Ibid.

and Myron's Law’ (Macro and Growth Policies in the

63
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. §4.06[D]
i i Tax Purposes
§4.06[D] - 4: Defining Derivatives for Tax Purp

Oktavia Wejg ma
. ' ] he specific derivative, under which article of the treaty the
5] Summary of a Tailor-Made Definition for Tax Purposes and ctl:fi xt::ir:::; ;Ym e;l:ts e | | -
. VEL of classification of derivatives income or gains may arise h.ecause
jErUb em:*: ividends’ and ‘other income’ are (as a rule) not conclusive in a double
E Elj‘Irllhe interpretation of their scope will depend on the nali-onal tax law.
: W E]:::; domestic tax legislation may, for ex:arlnple, i’nciude mc?me Fruni
swaps ;nd equity swaps into the category ?f ‘dividends’ under Ize:; n;t;;}lil;e
Furthermore, interest, although compreheqswely df:ﬁned. m;yﬁmuon e
kind of derivatives income based on the mdg meaning of the de S
Model.*** Thus, in certain cases, 2i:icmma' from interest rate swaps may
. m%dﬁl:asﬂ;z rbe: E::r::i::;tg:.l a case-by-case basis under which anicl:e nf’the
e ty derivatives income and payments fall as no definition of der%vat%ves
§ tax' s ythe OECD Model. As a result, the treaty classification of 'der{vanves
i :’fsﬂislln epend on how a tax system classifies the income, gains and
. ivati its national law >
E'ﬁ:’. ” N ;ant:i‘;els ‘E?i?:rrincn me’ may also be taxed in the source slate: WI:IEI'E
( g, ries follow tl{e UN Model, they will be able to impose tax orf denvau\rzg
...‘ .‘ i !- qualify derivatives income as ‘other inco_me’ under their 1'1atmnz.lrl la:. -
[ C . my view, a self-contained definition of derivatweslas the one s!.lggest . alno
\atis incorporated in domestic law could bu? usﬁe;(si tolestabhsh whether income belongs
& ‘derivatives income’ in the first place. .
E -’*he; ;teefiﬁigcifu ?gzszsgssesnijodomesﬁc tax law can however only provide the basis

Based on the above considerations, an abstract, comprehensive and self-cop iny
legal definition for tax purposes could look as follows: 1
A financial instrument qualifies as a derivative if (and as long as)

L. its value depends on the value of one or more independent underlying
variables,

2. its payoff is deterministically dependent on stochastic variables, i.e., the
payoff depends in an uncertain way on the value of the underlying variable, Fain
but the payoff function as such is pre-defined,

3. it has some future date at which it will mature, and

4. it is at any time during the term of the financial instrument possible ta
replicate the sum of jts payoffs by following a trading strategy using the
underlying asset(s), cash or other derivative(s).

[C] Application of the Definition to Existing Derivatives

All traditional types of derivatives, such as options, futures, forwards and SWaps will
fall under the above definition. In particular, it makes no difference for the qualification
under the definition whether the derivative is settled in cash or physically, or whet} er
itis sold or novated before maturity as the different forms of settlement do not have an
impact on its economic value. Hence, they should not be treated differently with regard
to their qualification for tax purposes.*** Furthermore, it does not matter from which o 3 : ntext if it is ensured that the
underlying asset or variable the value of the derivative is derived, as long as it is at a ny  for solving daSSlﬁFam.m e ;T;ﬁi:ﬁ;ﬂ;{;&t with the interpretation at the
time during the term of the derivative possible to replicate its payoff.2* \ - qualification of. dexfvatives Innation

In the Annex, I apply the above-developed definition to specific derivative s, iike: level of the double tax treaty: T —
weather derivatives and credit derivatives, and | determine in relation to eachtphitk : Thus, one should consider whethe This could be achieved by introducing a
instruments whether they fall under the derivatives definition or not.2*! ‘\ i and UN Model would be of merit.

further article for income and proceeds from derivatives in.lhe OECD and the UNI:-;::::
Q that defines derivatives for tax treaty purposes and applies to common cross
[D] Introduction of a Definition of Derivatives in Tax @Qg tha
The problem of how to define a derivative contract also appears at the level of double

~ derivatives transactions. The OECD suggests a:
tax treaties.*** The OECD Model definitions of interest, dividends, other income,

business profits or capital gains may potentially also apply to derivatives income,*

In principle, payments or income from derivatives would normally qualify as
other income, business profits or capital gains under the OECD Model, and thus would
be taxable only in the residence state 2% It will however depend on the specific tax

*

need to complement existing standards that are des'igm_ecl to prex;i?é ug;)yulllj']:;
i ithi double non-taxation in areas pr
taxation with instruments that prevent Rt v
i i d that address cases of no or lo
covered by international standards anc :
associated with practices that artificially segregate taxable income from the
activities that generate it.**?

- Thmng}\;ia{;nil;ééiis could, for example, be treated as interest income urgler f(ﬂ(l:ec ;f:;% qll::l1
cases where the specific tax treaty uses the language of Art. 11 of the OECﬁh r:ource s
(1963) which refers to income that is treated as interest under the laws of the ;

246. See Ch. 3 s. §3.06[A], Example 13.

247, OECD (2001) para. 62.

i 15. . o
i:g ggg?ﬁcﬁiﬂ?}’ﬁn on Base Erosion and Profit Shifting (OECD Publishing, 2013) 13.

239. [ agree in this respect with the position of Reiner (2002) 341,

240. See Excursus of Ch. 45, §4.06(B][1] regarding the distinction between an “underlying variable’
and an ‘underlying asset’,

241. Annex, §A4.01.

242. See Ch. 3 s, §3.01.

243. Thuronyi (2001¢) 15.

244. Articles 7(1), 13(5) and 21(1) OECD Model.
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§5.04 Oktavia Weidmgag

At maturity, gains and losses from derivatives are taxed as ordinary corpory
income.” Losses from derivatives® may however be subject to the loss ring-fen ;
provision of section 15(4) sent 3 to SITA 53 This section is the only provision in the:
that applies specifically to ‘derivative contracts’. It applies not only to non-corpo;
businesses but also to companies by way of reference.**

Under this provision, derivatives losses cannot be offset against other busineg
income of the company but only against other derivatives gains.®® The losses can 'h
carried back or forward to set off against other business income.®® A loss carry ba
forward is only possible against derivatives gains.*” For a discussion of the exceptions
1o the derivatives loss ring-fencing rule,® see Chapter 5 section §5.04.

§5.04 THE DISTINCTION BETWEEN INCOME AND CAPITAL, AND
BETWEEN EQUITY AND DEBT IN GERMANY

For corporate tax purposes, both ordinary business income and capital gains a
subject to the same tax rate® and fall in principle under the sections of the Ge
CTA.”™ Interest received is fully taxable and interest paid is in principle deductible!
subject to certain exceptions under the debt cap provisions.”

Equity investments made by corporate taxpayers are subject to a favourable tax
regime that provides a 95% corporate tax exemption for non-portfolio dividends angd
equity capital gains from the disposals of shares.” A total of 5% of the dividends and
the capital gains are deemed as non-deductible expenses.” Correspondingly, any
losses from the disposal of shares or expenses in the context of write-downs in the
shareholding are disallowed.™

The legislator has exempted equity capital gains from disposal of shares fron

corporation tax, because the gains have already been subject to corporation tax githe

61. Section 8(1) CTA in conjunction with s. 15(1) ITA.

62. See for the discussion whether the section applies only to cash settled derivatives or also to-
physically settled derivatives: Ch 4 s. §4.03[B][1] and §4.03[B](2].

63. Johannemann and Herr (2013) D2.03[6].

64. Section 8(1) CTA.

65. Section 15(4) sent 1 and 3 ITA.

66. Sections 15(4) sent 1 2nd part, sent 3 and s. 10d(1) ITA.

7. Section 15(4) sent 2 and 3 ITA.

68. Section 15(4) sent 4 and 5 ITA.

69. For example, interest and capital gains on bonds are subject to the same tax rate.

70. Section 8(2) CTA. Exceptions only apply in cases of certain unincorporated associations,
foundations and other societies within the meaning of s. 1(1) No. 4 to No. 6 CTA.

71. Annex, §A5.02[A].

72. Section 8b(1), (2) and (4) CTA. For trade lax purposes, non-portfolio dividends are only exempt
if the company receiving the dividends holds 15% or more of the share capital (s. 9 No. 2a Trade
Tax Act (TTA)). Equity capital gains from the disposal of shares are 95% tax-exempt for trade tax’
purposes (s. 7 TTA).

73. Sections 8b(3) sent 1 CTA (equity capital gains) and 8b(5) sent 1 CTA (dividends).
74. Section 8b(3) sent 3 CTA.

84

5 specia]. Regime Approach versus Integrative Approach §5.04

- the shareholding held by the corporate taxp;iyer.” portfolio dividends were
506 tax-exempt for corporate tax purposes. . .
t decision of the ECJ has however forced Genngny to either introduce a
exemption of dividends for both domestic and foreign corporate sharehold-
alternatively, 10 tax portfolio dividends also in the hands of domestic corporate

- i;r;man tax legislator has opted for a taxation of portfolio dividends WhE{‘E
hglding consists of less than 10% of the share -.".::lpile%]lfEl Dividends will be 1r;
o subject to an economic double taxation due to taxation at :t.'[le company leve
<0 at the level of the corporate shareholder. Dividends remain 95% tafx-free for
¢ tax purposes if the shareholding is 10% or more of the share capital at the
nning of the calendar vear.”™ ‘ . _—
" With regard to derivatives, gains from the disposal of share; received or dehve(jed
context of physically settled derivatives are 95% tax-free,®® whereas cash settle
Jtives are taxed ag ordinary business income.®! ‘ ‘
The distinction Harween equity and debt also has relev'ance in felatmn l_o_the loss
-fencing provisie: of section 15(4) sent 3 ITA. The lqss rm_g-iencu}g provision does

gpply if revaxpayer is a bank, credit institution, financial service company or a

neial 2ompany®” and if the derivative belongs to the regular course of business of
4 2 5_83 -
o ;1ﬁgzgn. the loss ring-fencing provision does not apply for other taxpayers if
= derivative is used to hedge business activities that are “part of the_ regda.r course of
taxpayer's business’.* Both carve-outs do not apply, and the derivatives losses are

The second legislative chamber (Bundesrat) proposed on 7 Nov. 2014 a_minimum ;g:
shareholding for equity capital gains from the disposal of shares 1o qualify for the .
participation exemption. See: Deloitte, Germany Tax Alert: Upper house of paﬂmmem pmpo;a
- new anti-hybrid rule and other measures (7 Nov. 2014). Asof 1 _!an. 2015, the ﬁr.st c_ha{n er
(Bundestag) has not yet introduced that proposal into legislation. See: PWC Henmh:.;lhes
Jahressteuergesetz 2015 beschlossen’ (2015) <hn-p'.waw.pwc.de,fdefsteuerberawngf as-
hehniiche-iahressteuergesetz-zﬂl 5.jhtml > accessed 13 May 2015.
76. Portfolio dividends were and are still subject to German trade tax (s. 8 No. 5 TTA).
i C-284/09 Commission v. Germany [2011] ECR 1-09879.
Section 8b(4) sent 1 CTA. ) )
LA sharehaldi%g of at least 10% that is acquired during the calendar yearis deemedlm be acqu;ted
‘at the beginning of the calendar year and thus falls under the dividend exemption of 5. 8b(1)
CTA. )
8, i i i i : lso applies to the
|80, The 95% tax exemption for equity capital gains under s 8b(2) CTA also a 0!
- subsequent dispusalpc-f shares that were delivered under a physically sjet!l[ed equity derivative.
The physical settlement of the derivative is \reated as a tax neutral acquisition of the underlying
8 : ) D2.03[6]
81, Johannemann and Herr (2013) D2. > )
82, Financial companies are those within the meaning of s. 1(3) Kreditwesengesetz (German
Banking Act).

" 83, Section 15(4) sent 4 1st alt ITA. See Johannemann and Herr (2013) D2.03{6]; Haisch and Helios

~ [2011) 269. ‘ ) ‘ -
"84, Sections 8(1) CTA, 15(4) sent 4 2nd alt ITA. For a detailed discussion of the phrase ‘part of the
7 -:m[lrle of the t{axpa)'er's business’, see Annex gA5.021Cl[2)[al. See also: Johannemann
and Herr (2013) D2.03[6); also: Haisch and Helios (201 1) 270-274.
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Derivatives in Hedging Transactions §7.03[A]

§7.02[A] Oktavia Weid
§7.02  THE ACCOUNTING AND TAX TREATMENT OF HEDGING Treatment of Hedging Relationships from a Post-tax Perspective
RELATIONSHIPS |
. uestion concerns the tax treatment of the hedged item and' the hedge on
A ails i.e., whether gains or losses of the hedge and the hedged item are taxed
mu;; iea’di.ng to a mismatch in taxation of both items and an incomplete
tly,

on a post-tax basis.”

From the economic proposition of hedging, one has to distinguish the acco
tax treatment of hedging relationships. Hedging raises two main issues in y
derivatives which should be distinguished from each other:

(1) hedge accounting and its tax treatment during the term of a hedging
ship; and

(2) the treatment of hedging relationships from a post-tax perspective,

Ie 32:
pany A holds shares in Company B. Gains on tpese SI?EIES are tax-e_x;n:l?l
sses are non-deductible, Company A hedges its equity pusmcn' wit me
hase of a reverse equity note that provides an exposure opposite to the
formance in the shares of Company B. Gains on this note are treated as
' ed as tax deductible.
i?éﬁ:at}nsses al!:atli:ta gain on the shares, this gain will b_e lax-exemp?. At
a same ti mpany A will make a loss on the note which is tax l_je:iucnble.
ing to vourable tax position of Company A on a p(.:-st-tax basis. .
fice)versa, if the shares stand at a loss, the loss will be non-deductible,
25 the corresponding gain on the note will be {ul?lr taxable. Thus, Company
will have an incomplete hedge on a post-tax basis.

[A] Hedge Accounting and Its Tax Treatment during the Term of the
Transaction

The purpose of hedge accounting is to reduce earnings volatility caused by accounti
mismatches between the hedged item and the hedging instrument during the ¢
the hedging relationship.'® These mismatches may arise if both instruments
accounted on a different accounting basis, leading to the recognition of profits or
in different accounting periods.

Hedge accounting of derivatives can follow two different approaches. The
and the hedged item may be treated as a single ‘synthetic’ off-balance sheet transae
tion'® or valuation unit."” Or, the impact of the hedged item may be matched with
hedging instrument in the income statement by recognising profits and losses on b
items in the same accounting period.'®

From a tax perspective, the issue of hedge accounting is primarily one of i
as profits and losses from the hedge and the hedged item should be matched e
in the same accounting period. A tax system needs to provide appropriate (iz
provisions for taxpayers in order to allow tax-neutral and cost-efficient iedging of
arising in assets and liabilities and other balance sheet items duriXg\the term of
transaction.'® However, tax hedging provisions normally do not provide an ans
to how the hedge and the hedged item are treated for tax purposes at maturity as they
only concern the treatment during the term.

=
0

Thus, the question of tax-efficient post-tax hedging is prin?arlly or:je Ef tlilx dla:r aarz
oncerns the question whether gains or losses of the hedged item and t ell e Eg -
jiect to the same tax treatment, or whether they are treated dlfferenb y' 0'21:l
poses, thus leading to disparities and incomplete hedges on a post-tax basis.

TREATMENT OF HEDGING TRANSACTIONS UNTIL MATURITY IN
THE UK AND GERMANY

Derivatives Hedging Transactions in the UK

Treatment of Derivatives Hedging Transactions for Accounting
Purposes
Although some companies are still allowed to apply old UK GAAP for derivatives, many

panies already account for derivatives under ‘new UK GAAP" by apply;ijng FRS 26,
ich is now fully aligned with IAS 39, or account under IAS 39 directly.

15. Southern (2012) paras 16.3-16.5: OECD (2001) para. 121.

16. Under old UK GAAP, the hedge and the hedged item were accounted off-balance sheet. See:
HMRC CFM57010; Haworth and Hollis (2010) 28. !

17. German accounting rules treat a hedging relationship for accounting purposes as a ‘valuation’
unit’ (Bewertungseinheit). Compare: IDW (2011a) para. 11.

18. Southern (2012) para. 16.20.

19, See Ch. 3 s. §3.04. Compare; Neighbour (2001) para. 14; OECD (2001) paras 80, 118 and 121..

20. OECD (2013a) 15. g
. Ibid., 15-17, 2a and 2b. ; i i
2 %Ifs qzlistliznﬁ:?:llf)sely interlinked with the question of the different tax treatment of equity and
_ debt for tax purposes.
23. See Ch. 6 5. §6.02[B].
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§7.05[A] Oktavia Weide .7: Derivatives in Hedging Transactions §7.05[B]

Solutions in Respect of the Tax Treatment of Hedges on a Post-tax

as almost all balance sheet Positions could be attributed to the macro hedge, allg
: Basis

macro hedging for tax purposes would open up various tax arbitrage possibilitias
deferring otherwise taxable income. [
Third, tax systems have to decide whether to apply the hedging provisiopg pf!
39, the provisions used in local accounting rules, or whether they design a sepa
of hedging rules for tax purposes. The application of the hedge accounting pro
of IAS 39 in the single company accounts leads to significant challenges
tax legislator has to deal with. When applying IAS 39 in the single company agegy g £t taxation results
for tax purposes, the tax legislator can either follow IAS 39 with the conseque gonsider ﬂ-le lp ;f_ta'}:hpnsuilg:ogptlztee!flxeﬁgeénm; 5;;2‘3:&:? b::;.”? Or, the
I " £y . T ' taxpayer 1s lelt with an
:r;ry Mi::mcmre hedging provisions which may lead to significant PaL 8 1 iamsptgx-free gains on an asset, which are overcompensated by tax deduct-
' 148
Alternatively, a deviation from the hedging provisions of 1AS 39 has tg sses from the hEdgF,'l' iheah f specific anti-avoidance rules, tax arbitrage
implemented for tax purposes with the consequence of a separate tax legislation ghg 'On the other hand, in the ab seﬂ:ﬁ? ] tapx ayers to profit from different taxation
deals in detail with the criteria that allow hedge accounting for tax purposes 143 gies could be Em%tea' Wi S [‘Eesliledge Nonetheless, hedges that are
In my view, tax systems should rather seek to incorporate a different gat yment of the il and‘lhe ;fspec . 'ﬁcant. argument tha’t can be brought
hedging rules into their tax laws that provide tax-neutral hedge accounting for tly ineffect G‘ E_' st batanide :ler aaumgmthe hedge to be efficient on a pre-tax
and portfolio hedging positions instead of applying IAS 39 indiscriminately in d agpinstd pohcy'ap proath thaltoalj}' gg‘zspost-tax basis.'#®
legislation as tax rules can be better tailored to serve the purpose of reducing earning hutdbes not pmwd.e hedge neutrality 2 1 factors in oider to draft the
volatility during the term of the transaction for tax purposes. 0 ¥y view, tax leglslat.crs aveto Cun?lger se:rer«;usmesses from hedging their
Further, if the tax legislator adopts the hedging provisions of IAS 39 also in the hedging rules ccji.refu]ly-m a way thi;;er;:tes':r ;:rre ased hedging costs because of
accounts, problems may also arise in the future if a much more generous approach Qiitins dueto ineffective p Seprinag h room for unwanted risk shifting schemes
macto hedging is applied in the course of the introduction of IFRS 9. How need to overhedge, nor .pmwc;e 100 mclll;n;ofzom the taxpayer to the Revenue.
problems may also occur if the local legislator permits all hedging approaches . move certain wkel risks of transa - neral mismatches in the taxation of
the financial and tax accounts, as macro hedging may be used as a means of d First, a tax .leglslamr. shmfld consi erd?; P e
income by allowing the assets and derivatives to be part of a macro hedging re aic erent i‘emf’b'i'f Tcome, Hnancial asselsan
ship. i a5 possible, . " islati lyin,
Fourth, anti-avoidance provisions may have to be introduced that tackie an ~ Second, the tax !egi.slamr sh:?uld investigate Whetiir::: ;jgiifiselainui;: Ifjr:f)rr}:l ogf
actions that use the hedging rules as a means to defer income in the.fuitiire for ta edging relationships 1s.pntent1ally Prone (o unwan
% 3 hedging or underhedging schemes.

purposes. ) ; : i hedgi
As a solution to manage tax arbitrage risks, tax authoriﬁ@y imit hedgin Third, if a poi;zlm;l for taxt ar]:ltsrgugleﬂ ;h:;_, rll:i ;eéj:lﬁugwmigag:;:tourdt:; wt;'mdsml 3§
P ; ; in hedai il has been identified, tax system 2 ;

provisions to apply only to certain types of transactions and only allow certain hedgin rage schemes that utilise the differences in taxation between the hedged items and

approaches, such as micro hedging and portfolio hedging. BB o potentially introduce tirgeted anti-aviidance legislation.

Additionally, tax legislators may also introduce specific tests to determing . ; s that aims at
whether the hedge is in fact used for risk reduction purposes. In this respect, the . Fourth, if the legislator wants to dﬁ];g';‘_ 1compeut;:;ilixt;§[?nder efficient
criteria of ‘hedge effectiveness’ may be used as a quasi anti-avoidance measu lower hedging costs for taxpayers and abolish any

for tax purposes to determine whether hedging tax provisions can be applied o
not."**

i i d only recognise pre-tax hedges, or
on arises whether tax systems shoul ‘ : :
”&::ey should also permit post-tax hedging for tax purposes if hedging strategies

. 145
effective on a post-tax basis. o
l—,{:lﬂ E:ample, a pre-tax hedge may not provide a full hedge on a1 ﬂost-tasf basis if
L sed item and the hedge are treated differently for tax purposes.'*® Hedging rules

R i ol i hed t the example of a
i 2001) 5, explains the negative outcome of a pre-tax hedge a

mb;nfu;ward], whif'g the tax authorities may tax an FX gain although the taxpaver has

incurred a net FX loss. _ _

147, This is lh: nc:se if arising losses from the hedged asset are non-deductible (e.g., equity losses),

whe corresponding gains on the hedge are fully taxable. ) )

148, The [oeuat::nme wIi)II depeig on the price movements in the underlying asset and correspondingly

_ the price movements in the hedging instrument,

143, Similar: Neighbour (2001) 8.

143. See Ch. 7 s. §7.03[A][2]. §
144. Alternatively, the legislator may limit the possibility of hedge accounting by an acceptabl
range in order to avoid tax arbitrage of hedging provisions. In the context of accounting,
approach is favoured by IAS 39, AG 105, which provides that a hedge is anly effectiv

dccounting purposes if it remains during the whole time of the hedging relationship in the
between 80% and 125%,
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§8.06(A]

il Oktavia Weijg, 8: structured Products and Hybrid Instruments

; [ 1 A § r A t ‘thE
under CTA 2009, Part 7 in relation to the embedded derivative(s)s embedded derivative, it will be accounted for on a fair value basis, bu

. » 85
bifurcation for tax purposes under CTA 2009, sections 584-586 will annual fair value movements are ignored for (ax purposes
the following structured products and hybrid instruments under the follgw
circumstances: ‘
(a) hybrid derivatives with embedded derivatives under CTA 2009,

584, in cases where the hybrid derivative is bifurcated and not treateg
one derivative for accounting purposes;® )
(b) loan relationships with embedded derivatives under CTA 2009, segy; o Accounting of Structured Products and Hybrid Instruments under
585, if the company bifurcates the structured product or hybrid inggy i ] German GAAP
ment for accounting purposes under new UK GAAP or IFRS; F
(c) loan relationships with embedded derivatives under CTA 2009, s
585, where the company does not bifurcate the instrument for aceo
purposes because it applies old GAAP, but it would be req
bifurcate for accounting purposes under new UK GAAP or [FRS
same circumstances and the company has elected that it will be treaf

BIFURCATION VERSUS INTEGRATION APPROACHES IN
GERMANY

ing the accounting of structured

; ] ntain specific rules regard r
l——. . that requires the bifurcation

3 87 exception is section 272(2) No. 2 CLA
?:mt;{B ;grli]cli and%onds cum warrants from the perspective of the issuer of the
8 The general accqunting principles, including the pﬁnciples of or.derllyiil;m?;l l;
; wﬂl also apply fa seructured products and hw_.rbn_d mstryments, inclu alg ‘an
for tax purposes as bifurcating the asset;”” ory asset or liabilitykas to be accounted for by observing 'Ehe ngm-‘per-ltem valuatio ;
(d) other contracts, neither being loan relationships nor hybrid derivatiy :cinle both Jmhe financial and tax accounts.® Tl}us, 1;[: principle every asset 0
with embedded derivatives, if the company treats these contra h' shofide accounted for and valued in its entirety. 1
bifurcated for accounting purposes, and the company has elected
into the taxation in accordance with the accounts under CTA 2
section 617(1).% The general rule for these contracts is however, that

.' (0] Bifurcation versius Integration for Structured Products under German

W View
bifurcation is reversed for tax purposes and the company is treated for GAAP (ID )
ﬂ?ﬁ::;ﬁ,?fgﬁ%&ﬁﬁﬁds=mher eomiiract itk S regard to the accounting of structured products, the [DW (Institute of Public !
Tiv ;

: ditors) has issued a statemnent in 2008.°" IDW statements are 1}01 pa'rt c}f Ge;rzmaré
p_but they can be used when interpreting the German accounting prmqlples an .
e auditor has to verify whether the statements are applicable and has to give reasons

(4) If bifurcation occurs, gains or losses of the bifurcated embedded derivati
will in principle be realised on a fair value basis. In case of convertible an
exchangeable bonds or asset-linked debt, the holder of the debt will howeve
treat these gains and losses that are attributed to the embedded, deriva
contract as capital gains for tax purposes under the deriyative contracts
regime of CTA 2009, Part 7 Ch 7 and g2

(5) CTA 2009, sections 584-586 applies also to issuers of structured products an
hybrid instruments, as these sections determine in which cases these finan
instruments are bifurcated for tax purposes. From an issuer’s perspective,

E';_ Southern (2012) para. 15.27; Haworth and Hollis (2010) 29. Compare: CTA 2009, Part 7, Ch. 8,

58 651-655.

86 , 5. §6.03[A]. _

. Ss?ﬁacrg?g:g gct?ager {2%]0]9] 236. Also: Olaf Mauishag?ln. Folkz;‘ Ereg‘tie am;l: fxfﬁiﬁt&;gﬁiﬂé
! atipe Finanzinstrimente in Industriewnterne mer | t n, Fa :
gral:lﬁﬂhz[et 2008) 244; Tristian Nguyen, Bilanzielle Abbildung von Finanzderivaten und

J ill ei i I icherungsgeschiften (1st edn, Herbert Utz Verlag 2007) 76. ‘
part blfurcated. fm!n it ot C.:;-l peacteil] .El{her bie treated as equmf or ‘!§. foha.nnenfﬁilc anﬁ He[rr (2013) D2.03[4]; Nguyen (2007) 76; Scharpf and schaber (2009) 243;
embedded derivative contract.®® If the residual embedded element is treai€ Sehmitz and Huthmann (2012) 132. A .

89, Sections 246(1), 252(1) No. 3 CLA. See: Johannemann and Herr
Schaber (2009) 236; Schmitz and Huthmann (2012) 132.

90, Scharpf and Schaber (2009) 236. _ - )
‘ 91. IDW, lis?l:-Iiczz, ZuE- einheitlichen und getrennteit handelsrechtlichen Bilanzierung strizkeuri

(2 Sep. 2008} WPg Supplement 4/2008, 41ff, FN-IDW 1072008, 455ff.

as an equity instrument, no revaluations will take place;™ if it is treated asa

77. Haworth and Hollis (2010) 25.

78. Ghosh, Johnson and Miller (2013) [ES.142]-[E9.143]. | ~ erter Finanzinstrumente { hnungslegungshin-
79. CTA 2009, ss 416, 417; See: Sc-ull}tern (2012) para. l]5.25. Thf’ new statement B tl}e mdﬁﬁfﬂinfz%iaﬁ%; 2%%? ;lﬂﬁofv.rrﬁz; wzzgauthoriiaﬂve
80. CTA 2009, s. 586(2), but subject to the exception of CTA 2009, ss 586(4), 616. weis: Zur Bilanzierung ;mkﬂ%ﬂfﬂ‘-” tatement by the IDW is applicable to all audits
81. CTA 2009, ss 616(4) and (5). See: Ghosh, Johnson and Miller (2013) [E9.145]. ! only for audits of financial institutions. The new

i itd i de and account under s. 4(1),
of ons, partnerships and corporate entities that e_ngage in atra : der .
S(ﬁPE?LA? il?dependem ly of their legal form and the industry sector of their trade activities. See:

~ IDW (2008) para. 1. i i 2 -
9. In wlgtgasl.]lﬁ?ematinnal standards of Auditing (1SA) will be directly applicable and binding for

auditors when they will be adopted by the respective Member State of the EU.

82. Haworth and Hollis (2010) 29; Southern (2012) para. 15.27.

83. Southern (2012) para. 15.27.

84, HMRC CFM55510 suggests that ‘the embedded obligation o convert debt into its own shares wilk
generally be a “tax nothing”, giving rise ta no taxable debits or credits under either an income
or chargeable gains code’. See also: Southern (2012) para. 15.27.
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§9.01[A] Oktaviatl Problem 6: Derivatives in a Cross-Border Context §9.01[B]

[A]  Withholding Taxes on Derivatives in the UK [itiholding Taxes on Derivatives in Germany
A company is not required to withhold tax on payments made by j;

derivative contract if that contract falls withi ivati
within the derivative contr, 5
2009, Part 7.2 e

ntext of withholding taxes on investment income, German tax rules distin-
ween resident companies and foreign corporate investors. Domestic compa-
srinciple pay withholding taxes on investment income.® Thls withholding tax
' can however be credited against the corporate tax liability.'" Any excess tax
funded.'? With regard to certain investment income, such as income from
dividends,”® received option premiums,'* derivatives income,'® and incom_e
ost structured products,'® no withholding tax will be levied if the income is
| by a domestic company.'” No withholding tax is levied on capital gains

Example 49:

Company A enters into a single stock future over UK shares, which is tra
a UK s{uck exchange. As the future s a relevant contract that satj -
accounting tests and its underlying is not an excluded subject matter Jil companies from the sale of shares.

qualify as a derivative contract undey CTA 2009, Part 7 and thus will be s hholding tax is however due on income from convertible bonds'” as well as on

excluded from the withholdin g lax regimes under ITA 2007, section 980(1). dividends.™ * .
: .reside:}&(purate investors are only liable to withholding tax on investment

Payments on derivatives which fall outside the regime of Part 7 ont O
I:;f caught b}_,r other mﬂm?}[djgg tax provisions, for example derivatives that do notf (0 investor falls under the source taxation rules (limited tax liability) under
the accounting _‘ESI_ or derivative contracts on excluded underlyings.® ITA 2007 lon 49(1) ITA; and
applies to both usldmduais and companies® and provides rules for withholding Jlithe payments are subject to the withholding tax regime under section 43
annual interest, aimual payments,® manufactured payments and payments i
resident landlords, However, in many cases withholding taxes will not be Jg

;he ;:;:;ymenls under these contracts may not fit under the definitions of ITA
art 15.

Derivatives, like options, swaps, forwards and futures entered into by foreign
tors with German counterparties, as well as received option premiums, will
not be subject to withholding taxes as they generally do not fall under the
gue provided in the source taxation rules of section 49(1) ITA.*

Although payments would principally be subject to withholding taxes if the
Com_pany £ enters into an interest rate swap with Company B. The coirs ve contract is entered into by a permanent establishment (PE) of a company
outside CTA 2009, Part 7, for example, because the accounting l% der d in the PE’s business assets,* section 43(2) sent 3 No. 2 ITA provides for an

2[?{}9, section 579 are not satisfied. The swap would not ject to QL IO s W 0 Setitis prapmants anlcetalp
}mrhholdjng tax rules on interest, as these payments would ify as ye : .

Interest within the meaning of ITA 2007, section 874(1). Payments under intey

rate swaps are reciprocal obligations under swap contracts,® and thus,

would generally not constitute a pure income profit by the recipient, w]
Lwould be an implicit condition for the qualification as annual payments.®

Example 50:

ons 43(1), (4) and (5) sent 2 ITA, 8(1) CTA. ) '

ons 36(2) No. 2 ITA. See: Johannemann and Herr (2013) D2.04[2][b]; Klaus Lindberg, ‘§ 43

EStG" in Bernd Heuermann and Peter Brandis (eds), Bliimich, EStG, KStG, GewStG, Kommentar

(120 edn, 2013) § 43, para. 127. o

Section 36(4) sent 2 ITA. See: Johannemann and Herr (2013) D2.04[2][b}; Ronald Ettlich, ‘§ 36
* in Bernd Heuermann and Peter Brandis (eds), Bliimich, EStG, KStG GewStG Kommentar

(120 edn, 2013) § 36, para. 246.

Sections 43(2) sent 3 No 1, 43(1) No 6 ITA.

Sections 43(2) sent 3 No 1, 43(1) No 8, 20(1) No 11 ITA.

Sections 43(2) sent 3 No. 1, 43(1) No 11 ITA.

Z ;
: (l';l;.ﬁ 2}{1]0?, 5. 980(1) and (2). See: HMRC CFM13608: Ghosh, Johnson and Miller (2010) [E2.541] Sections 43(2) sent 3 No. 1, 43(1) No. 10 ITA.
4. HVRC JE,‘;““’“ and Miller (2010) [E.2.543]. ' Sections 43(2) sent 3 No. 1 ITA.

. » Proposed changes to tax rules on manufactared payments, Consultation doc 18. Sections 43(2) sent 3 No. 1, 43(1) No. 9 ITA.

(27 Mar. 2012) para. 2.15.
5. ITA 2007, s. 874.
6. ITA 2007, Part 15, Ch.
(ITA 2009, s. 899).
;‘ I'TP']A Zr?[}?. Part 15, Ch. 9,
- Ghosh, Johnson and Miller 2010) [E.2. "
9. HMRC CFM50080. ( M2

Section 43(1) No. 2 ITA.
; | Section 43(1) No. 1 ITA.
6- Types of payments are, for example, life annuity payments and royalté Johannemann and Herr (2013) D2.04[2][c].

Wiesenbart, ‘Internationale Steuerfragen bei derivativen Finanzinstrumenten' Recht
der Pinanzinstrumente (2011) 106, 112-114; also: Johannemann and Herr (2013) D2.04[2][c].
3. Section 49(1) No. 2a) ITA.
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=200 ‘problem 6: Derivatives in a Cross-Border Context §9.02(B]

Ok{&v’ia Wi

o second ground, the court decided that there was no treaty abuse.'*® With
ﬂ]js guestion, the court only questioned whether the Danish Bank had e.l se.at
and engaged in genuine commercial activity. As this was the case, 1t_ cgd
isate further the question of abuse as it deemed a general commercial activity
.nish Bank as sufficient to deny treaty abuse.'*® .

the Swiss court further considered whether there was a hnk hetijen the
and the sale of the shares and the swap agreements and denied that link and
4 no interdependence of both transactions.'*” The purchase andlgl;e sale of t_he
-werE conducted in OTC transactions with international brokers.*® The Dam.sh
rovided a notary certificate, that the parties of the swaps are not the same parties

seller of the shares."*”

0

international brokers.!?

_ Under Swiss law, a 35% withholding tax is levied at source on the djyie
reeewgd from Swiss equities, Danish Bank claimed a refund of the 359 ”
tax levied on the dividends under Article 26 (2) of the SMlzerIand/Denmarktr :
the treaty reduced the withholding tax rate to zero and allow

The Swiss tax authorities denied the tax refund. They concluded that SR
Bank Wwas not the beneficial owner of the dividends because it had passed
market risk to the counterparties of the swaps. The Swiss tax authorities algg
that t‘he transactions should be regarded as treaty abuse'*' on the basig
combined transactions were highly unusual in size and structure and only m
by p_urely fiscal considerations, 22 However, the Swiss Federal Administrative
applied a narrow interpretation of the term “beneficial owner''* and decideg ¢
Danish Bank was the beneficial owner of the dividends because: i

s court’s decision has shown the general difficulties in applying
neficial ownership’ in transactions where derivatives are used to
er rigks and rewards of the underlying asset to the counterparty.
 Jorpé, that it might have been the case, that the sale and the purchase of the
was conducted via a broker who was simply standing in between both
sterparties and who acted as an independent counterparty for both parties although
Danish Bank may not have directly purchased the shares from the swap counter-
es.'* This is however a question of fact, which was not further investigated by the
court, and thus cannot be the basis for a legal evaluation of the case. B
~ From a pure legal perspective, the case shows that the concept of ‘beneficial
ship’ can be interpreted widely to encompass an anti-abuse element, or narrowly
regarding the concept as distinct from any question of abuse of legal rights. The

JL=r ow interpretation of the term ‘beneficial owner’ was adopted by the Swiss Federal

[rlegardless of whether it received the dividends, the complainant was obliged to
pay the counterparty the amounts equivalent to the dividends. At the same time
the complainant was free to decide, independently of the swap contracts, whetha:
Lo buy the shares in question and to receive the corresponding dividenés.'*‘

114. The LIBOR rate paid to the short party represents the amount of interest QZ’ Wistrative Cotirts

will pay to a th]'d-pan}r lender for the cash i 3 -
Physically in order to be fully hedged. 1t js asstlxtmr:ieﬂser:: l?ii:cggsg l g 7 Seen in its proper perspective, however, the concept of beneficial ownership is

i merely a condition of entitlement like, say, the concept of re;idence. rather than a
singular abuse clause [...] Only once all the conditions of entitlement n_ndera DTC
are met (including beneficial ownership) does the question of potential abu&g of
the convention arise. This outcome accords with Federal Supreme Court practice,
which draws a clear distinction between the concept of beneficial ownership and

abuse of legal rights.'*!

finance itself at LIBOR flat.
115. A-6537/2010 (2012) 14 1ITLR 638, 693
116. Ibid., para, 6.1, e
117. Ibid., paras 1. and 6.1.

118. ﬁbknm"en dEl SCI'WE‘IZEHSChEu Eld EIIDSSEIISC]laﬂ und dEI‘Il KU"-'g]EICIl Dﬂﬂemalk
g
€ g €T D'ﬂp L
VErm lduﬂ d [J'EIbES euer uﬁg auf dEIII Gehiete dt‘! SIEUEIII vom EII‘IkDmJIl-EII und

119. Article 26(2) in conjunction with Art. 10(1) Swi :
it 638, 685, sars 11 (1) wilzerland/Denmark treaty. See: A-6537/2010°
120. ?r?[?:’f: ;Inadm?usenhan l[sl]].?.} 557. Art 10 of the treaty was amended on 22 Nov, 2010 by
rof NOW provides a general right of the source stat | i ‘ on
- rnz;wslends ![new Art. 10(2) of the lrea:ﬁ. RS ISR i
- ™0 general anti-abuse clause was contained in th
122, A-6537/2010 (2012) 14 ITLR 638, 674, para I. =SSR Do nesy s
123, {Mtho'xggh II}_e _Smtzerlaqdfnenmark treaty (1973) does not contain an explicit reference to the
Oerm §pe icial Owner’ as the treaty was concluded before introduction of the beneficial
b:rnt;irs_ ip - concept in .ﬁ:rt. l_ﬂ[lz_',l of the OECD Model (1977), it is thought that the criterion of
neficial ownership s implicitly contained also in double taxation conventions concluded

before that date. See:
124, Ibid, para, ;;1_5“3 A-6537/2010 (2012) 14 ITLR 638, 687-688, paras 3.3.1. and 3.3.2.

125, [bid., para, 7.2.
126. Ibid., para. 7.2.
127, Ibid., paras 3.4.2 and 6.2.1.
‘128 Ibid., para. 6.1.

129, A-6537/2010 (2012) 14 ITLR 638, 677, para K. o ) )
130, Rene Matteotti, ‘Beneficial Ownership Switzerland’ (Beneficial Ownership conference, Vi-

enna, 18-19 May 2012) Slides 10-12, who questioned whether there was an interdependence
due to the fact that the Danish Bank used a broker to buy and sell the shares.
131. A-6537/2010 (2012) 14 ITLR 638, 690, para. 3.4.3.
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11.03[A]
§11.03[A] Oktavia Wejd, 5

11: Conclusion

(2) the application of a special taxation regime versus applying the ges
taxation rules when taxing derivatives, and the influence of the distina
between income and capital, and between equity and debt on the t3
derivatives;

(3) the question of alignment of accounting standards and taxation rules 3 nd
application of fair value accounting when taxing derivatives; )

(4) tax-efficient hedging, the application of different hedging approag|
hedge accounting rules for tax purposes and the taxation of post-tax

ont qualifies as a ‘derivative contract’.! Nevertheless, the e.xisting'def‘inilion
y 2009, Part 7 may however not cater for all newl.y emerging denvanves. as
-< of derivatives and the underlyings are only dealt Wl?h I?y way of enu;nﬁ;'annr:
“f defining the scope of the term ‘derivative contract with the help of abstrac
:asl;f;‘:: é?t‘.;n‘.'alf.ness of the definition contained in CTA 2E!09. Part 7 is the
+:onal method that allows to define the term by way of exceptions ax.:d cc-un,te‘r-
ions entailed in the ‘accounting test’ and the ‘excluded underlying test’ to

transactions; down the scope of the definition. Thus, no clear concept arises as to what
(5) bifurcation or integration of structured products and hybrid instrumenge. stutes a derivative contract for tax purposes,
tax purposes; '

Although problems with the definition of derivative contracts under CT.ﬁ .2(}0"3::i
7 exist, the UK legislator has nonetheless adopted a far more sup;nm_u-;:atter
sroach in defining derivatives for tax purposes com'par?d tn.:} the Germefn Tegls a uE:
R The German tax legislator simply uses the term denva.nve cm:tra_ct ( edrrmn:g
ift) in the Inco ax Act applying to individuals and busmes_ses. _w1thout eﬁr?mg
term in the t islation itself.® This approach has CI:E.EIIECI significant uncertainty
pecttot pe of the term “derivative contract’ as it is unf:lear whet.her the tcclemi
s the saifiy meaning as in capital markets law, or whether it has an independen
3 ul:;l,lri?i?:ains open to interpretation whether loss:es from p.hysicallz
-4 derivatives will be subject to the loss ring-fen.cing rule applying l‘u bu_smesfs an
porate taxpayers, or not.” Therefore, it is imperative frum_ a sgstex?latlc point ouwew
at derivatives are defined comprehensively in the tax legislation in order “;Ek ow a
-mination of the exact scope of the term for taxpayers and the Revenue alike.

(6) the application of withholding taxes to derivatives, the problem of divige
stripping transactions that utilise derivatives and the beneficial ownerght
concept in relation to derivatives transactions: ]

(7) tax arbitrage schemes and derivatives, the problem of tax arbitrage g
loopholes in the general design of the tax system and the effectivene

specific anti-avoidance measures, disclosure rules and GAARs applyi
derivatives.

§11.03 SUMMARY OF SOLUTIONS ADOPTED BY THE UK AND
GERMANY AND MY PROPOSED SOLUTIONS REGARDING THE
TAXATION PROBLEMS POSED BY DERIVATIVES

Tax legislators have to act at various levels in order to tackle the problems posed b

derivatives comprehensively and successfully, \

First, the domestic tax legislator has to deal coherently with the taxatios Jastes
arising in the context of domestic derivatives transactions. &a
t

2] Solution to Problem 1: Abstract Definition of Derivatives in Tax
' Legislation

*

Second, national legislation has to deal with the taxation probIeQ
derivatives are used in cross-border transactions.

Third, solutions for the taxation of cross-border derivatives h@sactions have to

" An abstract and comprehensive definition of derivatives in th.e national tax leglslanor;
3 d allow the capture of newly developed derivatives without an ad]u.stment 0
ting tax legislation to new instruments and there[r?{e wou-ld h‘elp tax legisﬂilalor: to
be found, either in the context of bilateral tax treaties, or at a multilateral level in i respond more quickly to tax arbitrage strategies that utilise derwa.nves. [ have there ore
context of the OECD and UN. proposed the following abstract definition for tax purposes In Chapter 4 section
From a tax policy perspective, coherent taxation rules on derivatives should §4.06(B][5]:
ensure an uninhibited access to the derivatives markets for taxpayers, promote a leve
playing field for all market participants, and at the same time prevent loopholes in the

tax system that encourage taxpayers to enter into tax arbitrage schemes.

ial i ent qualifies as a derivative if (and as long as): .
i %nagmvzﬁsz on f:ehe value of one or more independent underlying
variables, _ . _
2. its payoff is deterministically dependent on stochastic vanab?es, e, I{IE
payoff depends in an uncertain way on the value of the underlying variable,

[A] Problem 1 and Its Solution but the payoff function as such is pre-defined,

[1] Definitions of Derivatives in the UK and German Tax Legislation

03[Al12][a] to §4.03[A][2][c]. ) o
g&?ﬁi Egnce[mgrllgll[adsiness investors is referred to in the corporate tax legislation.
Ch. 4 s. §4.03[B][1] and §4.03[B][2].

Ch. §4.03[B][2].

1. See
The UK has adopted an advanced approach when defining derivatives for corporateta X g: The
purposes by implementing a three-step test in the tax legislation to determine if an ;‘1 sﬁ
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§A4.01[C]

The function of the third layer (recovery rate) can be illustrated by the foli;

i bond has after default and closes its short position, thereby making a gain

of 80% of the notional value of the bond.
(3) The gain under the short position offsets the loss under the CDS.

Example 67: Hence, by entering into the short position Bank A could perfectly hedge the

Company A purchases a CDS from Bank B in order lo protect against a defaul i payment under the CDS.
Company C. The CDS is referenced to the corporate bond X (term until mangs
five years), which was issued by Company C. The CDS has a term of twa-
Company C goes bankrupt in year 1. The default under the CDS is trigge
the.cre.dii event ‘bankruptcy’ of Company C. As Company C will not repay
(o:tgégatmn under the bond, Company C defaults on the reference bond undep j
An auction is held after default of Company C in order to determine
recovery value of the corporate bond. In the auction, the bonds are sold y
40% of their notional value, thus the recovery rate is determined at 409% of
notional value of the bond. Bank B will pay Company A 60% of the notig
value of the bond X under the CDS (1%-40%).

Thus, because of the possibility to replicate the CDS, and hence hedge the risk
on, a CDS referenced to an underlying bond qualifies as a derivative for the
of the definition of these instruments for tax purposes.
" As CDSs are OTC contracts, the parties could also agree the terms of a CDS which
referenced to a specific bond, but where the ‘reference asset’ is a loan or a
aantee. In those cases, a CDS would not qualify as a derivative for the purposes of
ax definition as the protection seller could not hedge against the payment risk
the CDS. pans or guarantees, no primary or secondary market exists on
hich the lo guarantee can be traded during the term of the CDS. Thus, no
ial i ent including the reference asset exists that is fungible and liquid, and
e used to replicate the CDS.
pace, CDSs over loans or guarantees would not qualify as derivatives under the
ed tax definition because a replication or hedge of the CDS would not be
e. Instead, such CDSs over loans or guarantees would qualify as mere bets.
Other credit derivatives include Credit-Linked Notes (CLN), Total Return Swaps
Credit Spread Options.
Under a CLN,* the buyer of the CLN pays the notional amount of the CLN to the
at inception and receives periodic interest payments which consist of interest
nts on the capital invested and additional interest for the credit risk that the
3 er of the CLN has assumed.
panyes At maturity of the note, the issuer only pays back the notional value of the CLN

CDSs and other credit derivatives only qualify as derivatives for tax purpo:
under the proposed definition if they can be replicated using other derivatiye
underlying asset or other financial instruments, 2 Because a CDS is always refej
to a specific bond, the protection seller can replicate the assumed risk under the CD§
shorting the underlying reference bond. 3

Example 68:

Bank A sells protection in respect of the default of Company C to
under a CDS. The CDS pays out the notional value 100 minus th ve

i 28  credit event has occurred in the underlying reference asset(s) of the CLN.*
if Company C defaults on the ref. ¢ 2 yIng

and Company B pays pmicdicerizlt];i:: mix' Thle 1ermBof o e erlying reference assets of CLNs could be a specific loan issued by the seller of the
protection under the CDS. payments to for the default tt;s a third party, a single reference bond or a whole portfolio of reference bonds or

) Bank A borrows the reference bond from Bank D and sells the bond to Bank
E in order to hedge its exposure under the CDS. If Company C defaults under the

reference bond X, assuming a recovery rate of, for example, 20% in the auction,
Bank A has the following position:

CLNs are structured products,®® as they consist of a bond plus short CDS(s).”
e the credit crisis, CLNs were popular instruments under which banks would pool

3. A credit linked note can be regarded as a securitised CDS.

ohl/ Liebig in: Roland Eller, Walter Gruber and Markus Reif, Kreditrisikomodelle und Kredit-
derivate (1999) 508.
Scharpf and Luz (2000) 183.
‘See Ch. 8 5.§8.01. Similar: Moorad Choudhry, An Introduction to Bond Markets (3 edn, John
Wiley & Sons 2006) 315.
#. The investor of the CLN holds a bond and at the same time enters into the position of the
_Protection seller under a CDS. Hence, the payout under the CLN at maturity is the notional value
of the bond minus any losses assumed under the position of the CDS on the reference basket of
assets. If the basket of underlying reference assets is only worth 50% of the initial value of day
1, the CLN would pay notional value of the CLN -50% of value of the reference basket at
‘maturity,

(1) Bank A pays to Company B 100%-20% which equals 80% of the notional
value of the reference bond. N
(2) Bank A makes a gain of 80% of the notional value of the reference bond"
under the short position because it has sold a bond for 100 to Bank E. When
returning the borrowed reference bond to Bank D, it simply purchases the
bond at 20% of the notional value in the market because that is the value the

22. See Ch. 4 s, §4.06[B][4].
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§AS5.01(B]

“ox to Chapter 5 §A5.01(B]

certain tangible movable property and certain embedded derivati
: i erivatives gyer
regime was introduced by FA 2002, Sch 26, paragraph 45A-45KA, now C?ITA
» Ch 7 and 8,"* which subjects those derivative
allowable losses instead of taxing them as income profits or losses, 137

7

CTA 2009, seFlions 641, 643 and 644 treats any gains or losses on the o
chargeable gains or allowable losses for corporatio il

contract is not entered for the i
o purpose of a trade and the company is not ap ¢

Annex tg cha

the property element of the contract.'** The aim of CTA 2009, section 650 is
ate property-related amounts from interest-related amounts.'**

'In order to avoid the conversion of capital losses into income losses between
acted parties,'** CTA 2009, section 650 (as amended by FA 2013) does not apply
- connected persons.'® In addition, a tax avoidance ‘mini-clause’ was added
'gnsures that CTA 2009, section 650 only applies if ‘the securing of a tax
ge is neither the main purpose, nor one of the main purposes, for which the
ny is a party to the derivative contract’.'* ‘If section 650 does not apply, it
means that the debits and credits are brought into account as income rather

ita—ls.ld?

contracts to chargeabja

If the underlying of a derivative consists of land or tangible movable
Prop

N tax purposes,’*® provided s

Example 78:

Company A purchases a cash settled call option over a selected portfolig o Fretor et Rl il B Skt or Ruvoes

commercial properties for non-trading purposes. The term of the option is

: ; . t anilla equity options or futures, which are not embedded into
T . Ll i the:portifin gy inception of the option is GBP 100 milljg Ent,l‘mqfall}:.ml:ier the normal provisions of CTA 2009, Part 7

Company A pays an option i - :
g premium of, say, GBP 5 million. Th. i . .
option Is set at 100% of the value of the portfolio, e strike of tha and: ct to the capital gains treatment of CTA 2009, Part 7 Ch 7 or 8.'*°

If the price of the commercial i
property would rise 10% over the two years
company A would make a gain of GBP § million (GBP 110 million - slrikey'

- option premium paid), If the Price of the property portfolio would nt ol ~_Any subsequent sales of the shares received due to the exercise of the options or

the term of th i (he futures will however be subject to capital gains treatment under TCGA 1992.'%°
equals the opusosif:::]}iﬂin};zg?;j};:: tuig ;akz;;ui; of G}?P 5 million w, ich One should note that the base cost of the shares'®" has to be adjusted in case of
is treated as a CFD and the DO ST uw?ljl e .-;ubF E;is; settled call optig n -acquisition of shares through an option exercise or thr::lugh a futures contract in
gains or allowable losses under CTA 2009, section 641 Ject 1o tax as chargeable er to reflect any gain or loss on the option or future, which has already been taxed
’ : der the derivative contracts rules.’®® In order to avoid double-counting of gains or

o\

based total return swaps which are brought into account under CTA\2009

1 "
641.1% Und.er CTA 2009, section 650, gains or losses on a swap ove
may be subject to a capital gains treatment within the derivative

The capital gains tax treatment may also apply to gains or Ioss rop

perty i
ts l'lIlES .i.f 1]

142, Ghosh, Johnson and Miller (2013) [E9.78].
. HMRC CFM55110.

144, Ghosh, Johnson and Miller (2013) [U1.39] (Issue 9, December 2013).
. CTA 2009, s. 650(8) as introduced by FA 2013, s. 41 (3)(b).

. CTA 2009, s. 650(9) as introduced by FA 2013, s. 41 (3)(b).

. Ghosh, Johnson and Miller (2013) [U1.41] (Issue 9, December 2013).

135,

136.

137.
138.
139,

140,

141.

. CTA 2009, s. 708 defines a plain vanilla derivative contract as a contract, which is not

embedded into another contract. In case of embedded derivatives, most derivatives will be

embedded into loan relationship contracts. There are however cases where a derivative
contract is embedded into a non-loan-relationship contract, such as sale and repurchase

.'[agreements. See: Bramwell and others (2010) H1.4.27; Ghosh, Johnson and Miller (2010)

_ E9.133).

149, Share-based derivative contracts were previously excluded from the derivative contracts
regime but were included into Sch 26 from 16 Mar. 2005 onwards, unless certain conditions as
set out in CTA 2009, s. 591 were satisfied. The rules were further redrafted in 2008 to include
also equity derivative contracts that produce an interest-like return into the derivative contracts
regime. See: HMRC CFM13108, CFM50730 and CFM50740; Ghosh, Johnson and Miller (2010)

i [E9.111].

150, TCGA 1992 will only apply if the shares are not held on trading account. See: Ghosh, Johnson

: and Miller (2010) [E9.111].

151, For the purposes of calculating the base cost in accordance with TCGA 1992, s. 38,

152, Bramwell and others (2010) H3.4.1.

;;:gugghe?gﬁdgdiiﬁvagiﬁes over shares are covered by this special regime of CTA 2009,
bifurc:aticn. » they will be discussed separately in Ch. 8 of this work in the context
See: §12004,/2001, 512004/3270, S12005/646, S12005/2082, 512005/3440 and S12006/3270,

which the introducti i i i ivati
hon et dl‘on of the chargeable gains regime for equity derivatives and derivatives

G_hush: Johnson and Miller (2010) [E9.21].
Simon's Taxes, vol 5 (2012) D1.884.
CTA 2009, s. 643(3) and (4).
_An excluded body is defined in CTA 2009 d
:Jwtestgentﬂilco?lpanjes Or venture capital trusts. SRS TR e i 'UD'Eﬂ“end -
ote that the loss company A can make will never be l
more th illi s
company A has purchased an option, not a swap or future, Bhias

For an example o, i s
CFM55120, ple of segregation of property-related amount and interest-related amount: HMRC

282 e




¢ to Chapter 8 §AB.02[A]

§AB.02[A] Annex to Chan

convertible is a combined price of a straight bond plus an equity option byt ys

slciilition Based babilities of 5 In contrast, where the payments depend on the credit risk of a reference
calculation based on probabilities of conversion.

ot other than the debt instrument itself, a separation will be required.’

§A8.02 BIFURCATION OF STRUCTURED PRODUCTS AND HYBRID

INSTRUMENTS UNDER IAS 39, IAS 32 AND IFRS 9 I Again other examples of bifurcation of an embedded derivatives component from

hpst contract do not mirror the economic reality of these instruments.

[A] Definition Criteria under IAS 39, Paragraph 11 as an Indicator fgp.
Bifurcation i ‘Example 83:

3:_. the case of inflation-linked bonds, both the coupon and the notional are

i dexed to an inflation index. The holder of the bond not only receives less

jnterest, but also protection against rising inflation by way of indexation of the

| coupons and the notional to an inflation index.

Under IAS 39, paragraph 11, bifurcation of the embedded derivative from the hg
contract is only permitted if: b
|

(a) the economic characteristics and risk of the embedded derivative and the hg
contract are not closely related; 1
(b) the embedded derivative, if it were a stand-alone derivative would m
definition of a derivative in IAS 39, paragraph 9; and
(c) the combined instrument is not already itself measured at fair value with ap
changes in the fair value recognised in the income statement.? F

<A
~d il

IAS 39, AG@YJ seems to suggest that no separation is required if the inflation
is on 1s commonly used for this purpose in the economic environment in
is denominated, and that separation would be required if the inflation

“S to a different economic environment or the index is not one that is
monly used for this purpose.®
Under IAS 39, paragraph 11 the embedded derivative if it were a stand-alone
tive with the same terms as the embedded derivative, would be considered as
eting the definition of a derivative in IAS 39.° In my view, the second criterion in IAS
paragraph 11 has to be analysed more rigorously."®

In the above example, the indexation component would not fulfil the criteria of
39, paragraphll(b) because the indexation is not achieved by any embedded
vative contract.'’ Thus, the example in IAS 39, AG33(f) cannot be considered as a
per example of an embedded derivative contract as the indexation feature would
meet the definition of a derivative under IAS 39, paragraph 9 if it were a similar
d-alone instrument.
Furthermore, because the definition in IAS 39 is at the same time very wide and
too narrow, it (1) includes financial instruments that would not qualify as derivatives
1 an economic perspective, and (2) excludes certain derivatives that would qualify
@ derivatives from an economic perspective. As a consequence, some instruments

ol

The term ‘not closely related’ is not defined in IAS 39.% Instead, only examples are
given by the standard that show what closely related means.’

Example 81:

Equity-linked or commodity-linked interest or principal payments are newvey
closely related to a debt host contract, and thus separation would be req e 5
cases where interest or principal payments are dependent on equity ox cdiam od-
ity prices.® \

Whereas some examples as the one above are easy to pu&@hhe category ‘no
closely related’, others are more difficult to categorise.

Example 82:

7. IAS 39 (2009) AG30 (h). See: KPMG, Financial Instruments Accounting (2004) 25, Table 3.2 {on

- file with the author).

8. KPMG (2004) 25, Table 3.2.

Southern (2012) para. 15.6.

In this context, an embedded derivative can be regarded as ‘one or more implicit or explicit terms

In a contract that affect the cash flows of the contract in a manner similar to a stand-alone

derivative instrument’, see: HMRC, International Accounting Standards, Comparison Document

<http://webarchive.nationalarchives.gov.uk/20130129110402 /http://www.hm-treasu

1y.gov.uk/d/comparison_document.pdf > accessed 15 May. 2015, para. 397; also: KPMG
~ (2004), 20, Table 3.1.

AL In the abave example of the inflation index, the embedded feature would likely not qualify as a

-stand-alone derivative contract under AS 39 (2009), para. 9, because a pure indexation is no

financial instrument or other contract.

When the payments of the contract are related to the credit risk of the issuer
the debt instrument itself, the feature will be regarded as closely related and no-
separation of the credit feature is allowed.

%]

+ Wilmott (2000) 473 notes that from a pricing and hedging perspective, convertible bonds
highly complex instruments.

- Bramwell and others (2010) H1.2.3; Southern (2012) para. 15.6.

. Southern (2012) para. 15.8.

- 1AS5 39 (2009) AG30 and AG33. See: Southern (2012) para. 15.8.

. 1AS 39 (2009) AG30 (d) and (e). See: Southern (2012) para. 15.10, Example 15.1.

O o e
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