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Introduction

In April 2022, the UK introduced the
qualifying asset holding company (QAHC)
regime which makes it easier for investment
funds to base their under the fund investment
holding structures in the UK, rather than
Luxembourg or Ireland.

This guide provides a walk-through of the rules and published guidance as well as sharing our
experience implementing the rules in private equity and credit fund structures. The guide does
not seek to cover real estate aspects. All legislative references are to Schedule 2 Finance Act
2022 unless otherwise stated.
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Eligibility criteria

MACFARLANES

Conditions for entry into UK QAHC regime

The UK QAHC regime is a bespoke regime that, provided certain conditions
are met, switches off and adapts certain aspects of the UK tax system to
mitigate the barriers that have prevented the widespread use of UK vehicles
as under the fund asset holding companies.

Due to the benefits of the QAHC regime, there are several eligibility requirements to
ensure the regime is effectively targeted.

-
A company will be a QAHC if:
= itis UK tax resident;
= it meets the ownership condition;
= it meets the activity condition;
= it meets the investment strategy condition;
= itis not a UK REIT or a securitisation company*;
= no equity securities of the company are listed or traded on a recognised
stock exchange or any other public market or exchange; and
= it has elected into the regime.
“From 15 March 2023 a securitisation company is prohibited from beginning a QAHC (as
amended by Finance (No. 2) Act 2023).
-

a=sye

Points to note

= While a QAHC has to be UK tax resident (i.e. centrally managed and controlled in the UK), it need
not be UK incorporated. This means that a non-UK incorporated UK tax resident company can enter
the regime. HMT has been separately consulting on allowing offshore companies to reincorporate
in the UK. The Government is committed to the policy (as stated in an April 2022 response to the
consultation), however no timescale or detail has been provided to conclude how this will develop.

There are three potential benefits of using an offshore incorporated company as a QAHC:
manage stamp duty/SDRT exposure on a transfer of shares in the QAHC;

access a more facilitative corporate law regime, making it easier to do share buybacks from the
QAHC; and

allow all share buybacks to be offshore source gains (as opposed to the pro-rated regime for UK
incorporated companies).

While managers may be nervous about using (for example) a Channel Islands incorporated QAHC to
face off against certain non-UK investee jurisdictions, we may see managers considering a double
QAHC structure with a UK resident and incorporated bottom QAHC and a UK tax resident but
Channel Islands incorporated top QAHC.
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Eligibility criteria

Ownership condition

The primary and most complex condition to navigate is
the ownership condition. In its simplest form the QAHC
must be held by at least 70% good investors (referred to as
Category A investors).

The legislation states that if the QAHC does not have tracking
securities in issue, the relevant interests in the QAHC held by
persons other than Category A investors must not exceed 30%.

If the QAHC has shares (other than fixed rate preference shares)
or loans (other than normal commercial loans) in issue that track
particular profits or assets to a greater proportion than other profits
or assets, the relevant interests in that class of profits or assets held
by persons other than Category A investors must not exceed 30%.

There are ramp up provisions which allow a QAHC two years

to meet the ownership condition (if it originally does not) where
it reasonably expects the ownership condition to be met within
that two year period, which can be extended through agreement
with HMRC.

a=sye

a QAHC

must be held
........ by at /east

70%
oo0d

investors
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Points to note

Where a QAHC just has a single shareholder or
multiple shareholders holding the same interests
proportionately, testing the ownership condition
should be relatively easy.

It will become more complicated where there are
tracking securities not held proportionately by
all shareholders.

If the relevant interests add up to more than 100%,

the percentages are not scaled down. As the test

in the legislation is by reference to the 30% bad
investors, not the 70% good investors, this rule
means that it is easier to fail the test than if interests
had to add up to 100%.

If there are more than 30% non-Category A investors
in a class of tracker securities of a QAHC, that will
disqualify the entire company from the regime, not
just the assets tracked by those securities.
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Eligibility criteria

Identifying holders of relevant interests

The ownership condition limits the relevant
interests held by non-Category A investors

to 30%. To determine if more than 30%

of relevant interests in a QAHC are held
otherwise than by Category A investors it is
necessary to identify and quantify the holders
of relevant interests in the company.

A person holds a relevant interestin a QAHC if as a
result of qualifying shares or loans held directly (or, in
some cases indirectly) by the person in the company,
the person:

= is beneficially entitled to a proportion of the
profits available for distribution to equity holders
of the company;

= is beneficially entitled to a proportion of the
assets of the company for distribution to its equity
holders on a winding up; or

= has a proportion of the voting power in
the company,

and the extent of the interest is the greatest of those
proportions. There are equivalent rules in relation to
tracking securities, but without the voting test.

Qualifying shares and loans take the group relief
“equity holder” definition, meaning ordinary shares and
loans other than normal commercial loans. The other
group relief rules apply in an amended way in applying
these tests.

a=sye

An interestin a QAHC is only taken into account to
determine the relevant interests held by a person (T)
if as a result of that interest the person is beneficially
entitled to profits or assets of the QAHC:

= . directly;

= ii. partly directly and partly indirectly through another
person or persons who are not QAHCs; or

= iii. solely through one or more QAHCs.

For the purposes of (ii) (the directly and indirectly
rule), it states that:

= aperson is treated as holding an interest directly if
they hold an interest through a company (C), other
than a QAHC, that is connected to that person;
albeit to avoid double-counting that indirect interest
is not then counted for the purposes of measuring
the extent of that person’s interest (the interest can
just qualify them as a direct holder for the purposes
of the directly and indirectly rule);

= with effect from 20 July 2022, a person is treated
as holding an interest directly if they hold an interest
solely through one or more QAHCs; and

= aperson is taken as holding the indirect interests
(otherwise than via one or more QAHC) held by a
person connected with them who is neither C (the
company referred to above) nor a Category A
investor if those interests would not otherwise
be taken into account in determining the
relevant interests in the company.
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Points to note

= What this means is that it is generally only possible and necessary to look at

the direct interest holders of an QAHC in applying the ownership test. The
only exceptions to this are where the person holds (or is treated as holding) a
direct and indirect interest, where the QAHC is owned by a QAHC or where
the partnership or trust tracing rules apply (which they do not where the
partnership is a qualifying fund). The need to trace through a QAHC means
that the 30% permitted bad investors test (non-Category A) has to be applied
on a look through basis where there is a chain of QAHCs.

The directly and indirectly rule is difficult to follow but ensures that the full
direct and indirect interest of a non-Category A investor is counted where they
have a split interest.

Due to the complexity of the directly and indirectly rule (and in particular the
need to identify the indirect interest of any person who holds directly) and the
complexity of determining the entitlement to profits and assets of a relevant
interest holder, it will be materially preferable if a QAHC only has Category A
investors as direct shareholders.

While votes are used as a basis to determine the extent of relevant interests,
this will only be the case when the votes are attached to economic shares

as only economic shares are taken into account to determine the holders

of relevant interests. This will mean a holder of solely voting shares will not
be treated as holding a relevant interest. This will allow the voting shares in

a QAHC to be held by the manager group or an orphan if this is necessary
due to investor requirements (for example where there are Canadian pension
fund investors).




Eligibility criteria

— Category A investors and qualifying funds

The ownership condition requires that persons other than Category A

MACFARLANES

investors must not exceed 30%. The most common route through will be to

rely on ownership by a “qualifying fund”.

.
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Category A investors include:
= a QAHC;
* aqualifying fund (see below);
= an intermediate company;
= a UK public authority;
= arelevant qualifying investor, which includes:
a UK or overseas pension scheme;
a UK or non-UK authorised life insurance (or similar) company;
= an entity benefitting from sovereign immunity;
= a UKREIT;
= anon-UK resident property rich company; and
= acharity not connected to individuals managing the QAHC.
A qualifying fund is defined as:
* aCIS (or an AIF (that is not a CIS only by reason of it being a body corporate)*)
which meets the genuine diversity of ownership (GDO) condition;
= a CIS or AIF which is “not closed”; or
= aCIS or AIF which is 70% controlled by Category A investors (the “70%
control test”).
* Change backdated to 1 April 2022 (as amended by Finance (No.2) Act 2023).
J

=) ©

Points to note

= A co-mingled partnership fund will likely

be a collective investment scheme (CIS)
and an alternative investment fund (AIF).

A “fund of one" may be neither an AIF or CIS
(or be both), depending on the circumstances.

The non-close test requires the fund to be
quite broadly held. Funds with a small number

of investors are unlikely to be non-close. These

vehicles (including all funds of one, assuming
a CIS and/or AIF) will need to satisfy the
70% control test if they do not satisfy GDO.

In determining whether a fund is 70%
controlled by Category A investors it is
necessary to look at voting power and
entitlement to income distributions and rights
to assets on winding up. Measuring the votes
of investors (particularly in a LP fund) is not
that obvious as they rarely get to vote and
those votes might not be said to control the
fund. In the guidance, HMRC acknowledge
that limited partners may only have voting
rights in relation to limited matters, however
the votes that they do potentially get to
exercise should be applied for this test.
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Any carried interest (which will almost always
not be held by Category A investors) is taken
into account in the 70% test (as it is in the
non-close test). In practice, this will mean
that if relying on the 70% test, it is likely

all or almost all of the investors in the fund
will need to be Category A. A Category A
investor can include a qualifying fund and so,
as well as funds of one, the 70% test may
be used to qualify master funds where there
are qualifying feeder funds (which satisfy
GDO). This use will be less relevant when
multi-fund arrangements can benefit from
the GDO test (not just individual entities).

If a partnership fund of one is not a CIS or
AIF, it could still hold an interest in a QAHC
pursuant to the partnership trace through
rules discussed later in this guide.




Eligibility criteria

Category A investors and qualifying funds (continued)

Points to note

= A great advantage of a fund satisfying the GDO
condition is that it need not undertake a (potentially
complex and/or uncertain) close company/70% control
test analysis and need not continually monitor its
status. Furthermore, it may allow widely marketed but
narrowly held funds to qualify as a qualifying fund.

While the GDO test was originally designed for the
retail, open-ended fund context, it does work in a
private closed-ended funds context and HMRC's
updated guidance on the application of the GDO
condition (used in a variety of situations including

QAHCs) supports this. We have extracted parts of the
guidance on pages 11-13 as a reminder, and as can
be seen, with the help of HMRC's guidance, it should
be possible for most widely held private funds to be
qualifying funds on the basis of the GDO condition.

a=sye
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= New rules have been introduced by Finance (No. 2)

Act 2023 for multi-vehicle arrangements. This allows
a master fund to satisfy the GDO test by reference
to its feeder funds and also allow funds to satisfy

the GDO test by reference to parallel funds.

Under the originally enacted rules, funds which were
bodies corporate could not rely on GDO. This included
both truly corporate funds but also partnership funds
where the partnership was a body corporate under local
law. The rules have been amended by Finance (No. 2) Act
2023 to extend the GDO route to AlFs where the only
reason they are not a CIS is that they are a body corporate.
This change is deemed to have always had effect.
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Eligibility criteria
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Is the fund a CIS or an AIF?

A fund for the QAHC regime means either a collective investment scheme (CIS) or an alternative investment fund (AIF). These are regulatory terms rather than tax terms, but it is expected most funds will
qualify under one of these categories.

-

N\

CIS

A CIS is defined in section 235 FSMA as:

“any arrangements with respect to property of any description, including money, the
purpose or effect of which is to enable persons taking part in the arrangements (whether
by becoming owners of the property or any part of it or otherwise) to participate in or
receive profits or income arising from the acquisition, holding, management or disposal of
the property or sums paid out of such profits or income”.

The provision goes on to state that the arrangements:

= (i) must be such that the persons who are to participate (participants) do not have
day-to-day control over the management of the property, whether or not they have the
right to be consulted or to give directions; and

= (i) must also have either or both of the following characteristics — (a) the
contributions of the participants and the profits or income out of which payments are
to be made to them are pooled; and (b) the property is managed as a whole by or on
behalf of the operator of the scheme.

However, the law provides that certain entities are not CIS including body corporates
which are not open-ended investment companies, therefore a closed-ended corporate
fund is not a CIS. Following discussions with stakeholders, the QAHC legislation

has been updated to allow AlFs that would be a CIS only for the fact they are a body
corporate to be classified as a qualifying fund.

~

J

a=sye

-

N\

AIF

An AIF is defined in regulation 3 of AIFM regulations SI 2013/1773 as:

“a collective investment undertaking...which (a) raises capital from a number of investors,
with a view to investing it in accordance with a defined investment policy for the benefit of
these investors; and (b) does not require authorisation pursuant to Article 5 of the UCITS
directive”.

The definition goes on to provide that an AIF may be open-ended or closed-ended, and
constituted in any legal form, including under a contract, by means of a trust or under
statute. It is stated that none of the following entities is an AlF:

* [a pension fund];
= aholding company;
= an employee participation scheme or employee savings scheme; or

= asecuritisation special purpose entity.

~
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Eligibility criteria

Tracing

The ownership condition becomes more complicated

in circumstances where it is necessary to trace through
a partnership or a company to identify the relevant
interests in the QAHC. Generally, it is not possible or
necessary to trace through a QAHC shareholder but
there are certain exceptions. This sets out the tracing
rules in determining the owner of relevant interests in a
QAHC. There are different tracing rules for the non-close
and 70% control test.

Tracing through partnerships

Where the direct shareholder of the QAHC is a partnership
which is a qualifying fund, it is not necessary to trace through it
(although an interest through it can still be an indirect interest for
the purposes of the directly and indirectly rule). This means that
GPS and carried interest arrangements within a qualifying fund
should not be relevant provided the holders are not also direct
interest holders in the QAHC.

It is therefore materially preferable to avoid carried interest
holders in a fund also being (or be treated as) a direct
shareholder in an QAHC.

Where the direct shareholder of the QAHC is a partnership or
bare trust which is not a qualifying fund, then it is necessary to
trace through that entity.

a=sye

In determining the relevant interests through a transparent
entity, priority entitlements to profits or gains for managing the
investments of the partnership are ignored.

Where company shares confer voting power, and those shares
are held through a transparent entity (such as a partnership or
trust), the voting power is treated as a power of the partners
divided between the in the same proportions as they would be
entitled to profits arising from securities.

As stated earlier, there are special rules which treat the carry
percentage in such an entity as the overall percentage, not

a higher percentage at different points in a waterfall (for
example, during the catch up), where the carried interest is
held by persons in connection with the provision of investment
management services (IMS).

Tracing through companies

It is generally not possible to trace through a company to satisfy
the ownership condition other than as part of the directly and
indirectly rule (which will apply rarely) although a corporate
shareholder can cause a QAHC to satisfy the ownership condition
if it is a qualifying fund or an intermediate company, each as
defined. In applying the non-close test in relation to a fund,
corporate investors are not traced through. However corporate
investors are traced through for the purposes of the 70% control
test under the qualifying fund rules.

(0]

OO
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Intermediary companies

An intermediary company may qualify as a Category A investor.

An intermediate company is defined as a company which meets
the activity condition and which is owned as to at least 99% by

one or more Category A investor other than a QAHC. The 99%
test only looks at economic rights as references to voting rights
are disapplied.

What this means is that, where a QAHC is owned by a company,
if that company is not a qualifying fund, it must be 99% owned by
Category A investors.

Even where the shareholder of the intermediate company is a
qualifying fund, the 99% threshold sets a strict test and will likely
mean that the vehicle needs to be wholly owned by one or more
qualifying fund.

The 99% requirement means that it is likely not going to be possible
to use a QAHC below a Luxembourg AHC where there are non-
Category A investors in that Luxco (for example team co-invest or
other non-qualifying co-invest).

~ - -



MACFARLANES

Eligibility criteria

Genuine diversity of ownership (GDO) condition

A fund which is a CIS or an AlF that is not a CIS only by reason of it being a body corporate
that satisfies the GDO condition is treated as a qualifying fund, and therefore a Category A
investor. The GDO condition is borrowed from the Offshore Funds rules and is designed to Points to note
prevent funds only being open to a small number of investors.
In respect of Condition A, HMRC state at IFM17310 that: “provided it is specified in the fund documents

The GDO requirement for qualifying funds applies on an accounting period by accounting that the fund will be marketed and made available to that target market then Condlition A will be satisfied.”

period basis, although for a closed-ended fund, the conditions are likely only relevant for its
fundraising period. HMRC makes clear that “Any intended category of investors will be acceptable provided it is sufficiently
wide to ensure that the fund is not limited to a few specific persons or specific groups of connected
persons named or implied by the given categories”. Permitted intended category of investors can

be institutional investors i.e. “investors such as pension funds, sovereign wealth funds and insurance

HMRC has issued new guidance on the GDO condition in relation to its application to the
Offshore Funds rules and the range of tax regimes, including the QAHC regime, where it

also applies. companies”. In assessing whether the condition is met, the document must state that the units in the
To be treated as GDO compliant, a fund vehicle must meet conditions A, B and C. fund will be marketed and made widely available and should also clearly specify the intended categories
of investor. HMRC does not prescribe the format of the document or wording but does provide some
4 N\ examples at IFM17310.
Condition A In general, a new fund should not face any issue with meeting this requirement assuming it has been
decided that a QAHC is going to be used to and there is an awareness that the PPM or other marketing
= Condition A is that the fund produces documents, available to investors materials include the appropriate statements. As a minimum it will be necessary to have them ready, but it
and to HMRC, which contain a statement specifying the intended would not be expected that the documents need to be submitted to HMRC.

categories of investor, an undertaking that interests in the fund will be
widely available, and an undertaking that interests in the fund will be
marketed and made available in accordance with the requirements of
Condition C.

= Condition A is treated as satisfied by a fund marketed before 1 April 2022
if the manager of the fund makes a statement available to HMRC that the
fund was widely marketed to the intended investors.

@ UK asset holding company regime — insights into the regime | July 2023 | Page 11 | © Macfarlanes 2023
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Eligibility criteria

Condition B Points to note

= Condition B is that the specification of the intended categories of investor
do not have a limiting or deterrent effect and that any other terms or
conditions governing participation in the fund do not have a limiting or
deterrent effect. A limiting or deterring effect means an effect which:

Condition B states at IFM17320 that: “The purpose of Condition B is to exclude funds which (notwithstanding
anything contained within the fund's documents designed to meet Condition A) are in practice only ever intended
to be ‘private’ or only available to specific individual or corporate investors...

Neither the specification of the intended categories nor any of the terms and conditions of the fund should be set
in such a way as to limit investment to a select group within the stated categories of investors and they should not
deter a reasonable investor within the intended categories of investor from investing in the fund.

— limits investors to a limited number of specific persons or specific
groups of connected persons, or

— deters a reasonable investor falling within one of the intended
categories of investor from investing in the fund.

Condition B is not intended to prohibit normal commercial variations in charges. It is aimed at situations where
the target market is stated to include a particular category of investor but either the charges or the minimum
investment are applied in a discriminatory way so as to effectively exclude all but a select few, such as quoting a
reasonable market rate annual management charge for favoured persons but a much higher charge for another
O person within the same category of investor.”

< ) J The intention behind Condition B is to exclude funds that limit investment to a select group. As the guidance
states, this should not prohibit normal commercial terms.
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Eligibility criteria

Condition C The commentary provided by HMRC in relation to Condition C states at IFM17335: “Marketing for

this purpose includes any activity that is designed to bring the fund to the attention of investors within the
target market. Where there are a substantial body of unconnected investors in a fund then HMRC will accept
that it has been marketed in accordance with Condition C.

= Condition C is that interests in the fund must be marketed and made
available sufficiently widely to reach the intended categories of investors,

and in a manner appropriate to attract those categories of investors.
Any activity designed to attract the specified category of investor will constitute marketing for this purpose.

This could include: Direct contact such as presentations to or meetings with institutional or high net worth
investors or their consultants...”

= Condition C is treated as being met even if at the relevant time the fund
has no capacity to receive additional investments, unless the capacity of
the fund to receive investments in it is fixed by the fund documents (or
otherwise), and a pre-determined number of specific persons or specific HMRC also recognises that marketing is not necessarily a continuous activity, “where there is no
groups of connected persons make investments in the fund which continuous marketing activity then provided the fund has capacity to receive additional investment there must
collectively exhausts all, or substantially all, of that capacity. be a clear and continuing intention to make the fund available to its target market or to wind it up. A marketing
plan that is documented or recorded may help to evidence this intention...HMRC would not seek to exclude
a case where a fund starts out with a low number of investors (for example, cornerstone investors), as long
as there is a clear intention to subsequently market and make available the fund to the intended categories of
investors specified.”

= This easement should allow a closed-ended fund to satisfy Condition C.

l O O O HMRC also confirm that marketing activities may not always be required. They state that “Some funds may
— > C ) -/ not need to undertake any active marketing to attract the investors identified in the target market, for instance

e | cm—

because of the reputation of the fund manager or the success if a prior fund launched by the same fund
manager. In this situation, marketing which in practice consists only of discussions with existing investors is
capable of satistying Condition C, provided that there are commercial reason for marketing in this way and it
is not a deliberate attempt to ensure that only a pre-determined group of persons invest in the fund.”

Finally, HMRC state at IFM17335 that they accept that this condition has been met “where there are a
substantial body of unconnected investors in a fund ...as the marketing would have had to be sufficiently
wide to achieve this outcome.”

@ UK asset holding company regime — insights into the regime | July 2023 | Page 13 | © Macfarlanes 2023
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Eligibility criteria

Application of GDO rules to multi-vehicle arrangements

Under the original QAHC rules, it was necessary for the GDO condition to be
satisfied on an entity-by-entity basis. This often prevented structures with feeder

and parallel partnerships to qualify despite one of the entities in the structure being Points to note

widely marketed and even where in substance those vehicles formed part of the

same arrangement the GDO was not satisfied in isolation. Finance (No. 2) Act The drafting of the legislation does not prevent other vehicles being added to the arrangement at a later
2023 introduced new rules that will provide a means for feeder and parallel funds date. Therefore, if a new feeder fund is added just before the final close to accommodate a particular

to satisfy the GDO condition if they are party to a multi-vehicle arrangement and the investor's requirement and is not itself widely marketed, it should qualify as long as the investor regards
arrangement meets the GDO condition. This change takes effect from 11 July 2023. it as an investment in the arrangement as a whole. In these circumstances, any late additions to the

structure should be seen to join the main arrangement and benefit from the GDO badge that those
arrangements as a whole satisfy.

The new rules allow for AlVs to qualify. In its simplest form, we anticipate an AlV set-up to make an
investment via a parallel partnership in which all investors come in directly as opposed to via an existing
feeder and master fund, will qualify. What's important is to stand in the shoes of the investor and ask

[ ] [ ] [ ] [ ] [ ] whether they would regard that investment in the arrangement as a whole, rather than exclusively in any

l l J J particular fund.

Co-investment vehicles will prove more difficult to qualify under the muti-vehicle arrangement rule as
[ ] the underlying economics and risk profile that the co-investors are exposed to are typically different to

the main fund. In these circumstances it would be difficult to argue that the investment is made in the
arrangement as a whole rather than an exclusive part of the fund.

It will be important to make sure the PPM contemplates subsequent vehicles being added to the fund
structure at a later date to support this. The guidance clarifies that the PPM does not need to anticipate
a specific vehicle, just that a reasonable investor will be aware of the possibility of a parallel fund

being established.
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Eligibility criteria

Non-closeness test

I One of the alternative qualifying routes to the GDO condition is the non-

closeness test and this test can allow both CISs and AIFs to be a qualifying fund.

A fund vehicle will be a qualifying fund if it is not “close”. If the fund is a company, the
question whether it is close depends on whether it is a close company for corporation tax
purposes (subject to certain modifications discussed on pages 16 and 17).

In the case of a non-company fund, you ask the same question but assuming that the fund
is a company and that its participants were shareholders.

A company is generally close under section 439 CTA 2010 if itis
controlled or it is majority economically owned by five or fewer participators
(shareholders and their associates), or participators who are directors.

The test basically requires you to take the fund vehicle being tested, identify
the investors in it by tracing through partnerships but not companies, exclude
the voting and GPS/management fee interests held by the manager, treat the
carried interest held by those in connection with the provision of investment
management services as a constant percentage and ask whether the largest

five interest holders who are not Category A investors add up to more than
50% by economics or vote.

Most funds which are fairly widely held should be non-close on this basis.
More details on the operation of these rules are set out below.
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The concept of a “close company” crops up throughout tax legislation. In broad terms, a UK

resident company is close if it is under the control of five or fewer participators or participators
who are directors.

A company will also be close if five or fewer participators (or participators who are directors) together possess
or are entitled to acquire rights which would entitle them to receive the greater part of the assets of the
relevant company on a liquidation, with any amounts distributed to intervening companies being notionally
distributed on the liquidation of that second company and onwards up a chain.

A participator is a person who has a share or interest in the capital or income of a company. So, by treating
participants’ rights in a fund as shares in the notional company, the persons who have an interest in those
hypothetical shares will be treated as participators. A “participant” in a fund tends to be a reference to the
immediate investor, but “participator” is a subtler concept. So, if a partnership (a fund of funds, for example)
participates in a fund through its general partner, the participant may well be the general partner, but the
participators (when it comes to applying the close company test to the underlying fund) will be the partners in

the feeder fund partnership. Creditors in respect of normal commercial loans are not treated as participators
for these purposes.

References to “control” of a company are to a case where a person possesses or is entitled to acquire:
= the greater part of the share capital or issued share capital of a company;

= the greater part of the voting power in the company;

so much of the issued share capital of the company as would, on the assumption that the whole of the

income of the company were distributed among the participators, entitle a person to receive the greater
part of that income or such rights as would entitle a person; or

in the event of the winding up of the company or in any other circumstances, to receive the greater part of
the assets of the company which would then be available for distribution among the participators.
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If two or more people together satisfy any of these conditions,
they are taken to have control of the company.

In determining the rights a person has, they are treated as
entitled to acquire anything which they are entitled to acquire in
the future or will in the future be entitled to acquire. There may
also be attributed to a person all the rights of powers of any
company of which that person and their associates have control
or the rights and powers of any of that person’s associates.
Associates includes relatives, related settlements and partners.

In very broad terms, therefore, if more than half of the
economics of a company (measured by reference to income
or capital) or the votes in a company is held by five or fewer
people (treating associates effectively as a single holder)
then the company will be close. However, a company is not to
be treated a close company if it is controlled by one or more
companies none of which is a close company and cannot be
treated as a close company except by taking as one of the
five or fewer participators requisite for its being so treated a
company which is not a close company.

oooo
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A company is also not treated as a close company if shares in
the company carrying at least 35% of the voting power have
been allotted to and are beneficially held by the public and any
such shares have within the preceding 12 months been the
subject of dealings on a recognised stock exchange.

In its application for these purposes, the close company test
is modified in a number of respects. These modifications are
based on (but are not exactly the same as) a similar test in the
non-resident CGT rules in Sch BAAA TCGA 1992

= First of all, a non-resident company can be close just as
much as a UK one.

= The exception for a company which is controlled by
non-close companies and cannot be treated as close
on any basis without taking the interests of non-close
companies into account is disapplied.

= Similarly, the rule which treats shares beneficially owned
by a non-close company as being owned by the public
for the purposes of the quoted company exception
discussed above does not apply.

= The share capital test of control is disapplied.

= Most importantly for us, partners in a partnership are not
treated as associates. Taking this together with our view
of who the participators are where an investment in a
fund is held by a partnership, investors in a fund of funds
partnership which holds a stake in an underlying fund
under consideration can all be looked at separately with
no aggregation of the partnership’s interest. If the feeder
is a corporate vehicle, there is no similar look through
even if the fund is controlled by one or more non-close
corporate feeders.

= Finally, a company is not to be regarded as a close
company just because a person possesses or is entitled
to acquire the greater part of the voting power in the
company as a result of being a manager of a collective
investment vehicle or a general partner in a collective
investment scheme limited partnership. This deals with
directional, voting control by a fund manager but not
economic control, which we discuss on the next page.
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General partner’s share/carried interest issues

A typical fund waterfall will allocate all of the income/gains
realised by the fund in any particular period to the general
partner up to a limit (normally a percentage of the total
amount committed to the fund). If there are insufficient
profits in a particular period, the fund will advance the
shortfall to the general partner as a loan (using money
drawn down from investors) and there will be a “catch up”
allocation of income and gains to the general partner in a
future period.

Subject to distributions to the general partner, all income
and gains are then typically allocated to investors (and
proceeds distributed to them) until they have received
back all of the money they invested in the fund together
with a preferred return. After that, the carried interest
holders would be entitled to all of the distributions until their
drawings from the fund have “caught up”. So, for example,
if the carried interest is intended to be 20% of the profits
of the fund, carried interest holders will at this stage in the
waterfall be entitled to all of the distributions in the fund
until they have received an amount equal to 20% of all the
distributions in excess of the return of capital contributions
made both to them and to the investors. Thereafter,
economics will be shared in the agreed ratio (typically
80:20) between investors and the carried interest holders.

This waterfall is important when it comes to looking at

how the close company test is to be applied to a limited
partnership fund. As we have already seen, the voting
control which a general partner or manager of a fund has is
ignored in determining whether the fund is close. However,
the economic entitlement of the general partner is not
ignored and that is likely to mean, certainly in the early years
of the fund, that the fund will be close if all of the general
partner’s share is paid to a single corporate general partner.
Similarly, if during the carried interest “catch-up” period
more than half of the carried interest distributions are in
fact enjoyed by five or fewer carry holders, that of itself

may make the fund close. As we have seen, the legislation
treats a person as entitled to acquire anything which they
are entitled to acquire at future date or will at a future day be
entitled to acquire. It is not clear whether those provisions
would treat carried interest holders as entitled to amounts
which would be distributed to them if (but only if) a carried
interest hurdle is met.

To address these issues certain additional modifications
are made to how the close company test is applied to a
non-corporate fund. Firstly, the general partner’s priority
entitlement is ignored in determining any person’s
interests in the fund. Secondly, where a person has a profit
entitlement under “investment management profit-sharing
arrangements” the person is taken to have the maximum
proportional entitlement that could arise over the life of
the arrangements rather than the actual proportion at any
time. So, in our example waterfall the total carried interest
entitlement would be 20% (not the 100% it could be during
the “catch-up” phase).

20%
share

of profits

80%
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Eligibility criteria

Points to note

While the non-close test is not for the
faint-hearted, some funds with a large
investor base will comfortably meet the
test, albeit with ongoing requirements
to monitor the status of the fund.

The test as to whether a fund is close or not is
applied separately in relation to each parallel fund
within a single overall fund structure. There is no
aggregation for the purposes of the non-close test
as there will be for the GDO test (following the
changes introduced by Finance (No. 2) Act 2023).

a=sye

One disadvantage of the non-close test compared
with the GDO test, of course, is that it needs to be
applied from time to time and, in a fund with a typical
waterfall and where there is a degree of secondaries
trading in investor interests, there might be a different
answer at different stages in the life of a fund.

For the first two years of entry in the QAHC regime,
there is a grace period whereby a QAHC may treat
itself as having met the ownership condition if it
reasonably expects that it will do so before the two
years is up (or such greater period as is negotiated
with HMRC). This might be useful for new funds that
are expecting to attract new investors — even if they
currently do not meet the close test, if they expect

they will after the new investor commitments are
formalised, it is possible to start to benefit from the
regime immediately. Although this grace period in
theory applies to all of the methods of meeting the
ownership condition, in practice it will probably only
apply in respect of the non-close test or 70% control
test, as GDO should be met once a fund is closed.

UK asset holding company regime — insights into the regime | July 2023 | Page 18 | © Macfarlanes 2023
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Eligibility criteria

70% control test

4 N

I The qualifying fund definition is also met if the fund is 70% Points to note

controlled by category A investors.
These tests are the same as the close company tests with the following differences/points to note:
A fund (again defined as a CIS or AIF) is 70% controlled by category A

. X . o = while the question of whether investors have voting power is not critical to the close test,
investors if one or more of them directly or indirectly possesses:

itis necessary to conclude that they do for the purposes of the 70% control test and then

= 70% or more of the voting power in the fund or, in the case of a fund that to determine how to measure it. While a fund will usually be controlled by a manager/
is not a body corporate, an equivalent ability to control the fund; general partner, investors will usually be given voting rights on certain matters and HMRC
- so much of the fund as would, on the assumption that the whole of the regard that as both sufficient and the voting power to be measured in this context;
income of the fund were distributed among persons with interests in the while for the close test there is no tracing through corporates, for the 70% control test is it
fund, entitle that investor or those investors to receive 70% or more of the possible to trace through any number of body corporates (although the rules do not tell you

amount so distributed; and how to do so where the body corporates have more complex ownership structures);

= such rights as would entitle that investor or those investors, in the event while for the close test, you trace through all partnerships, for the 70% control test you
of the winding up of the fund or in any other circumstances, to receive do not need to trace through a transparent CIS that meets the GDO condition;
70% or more of the assets of the fund which would then be available for
distribution among persons with interests in it.

like the close company test, in determining economic rights, it is necessary to ignore any
interest any person has as a creditor of the fund in respect of a normal commercial loan; and

. J the fixed carry percentage used in this test ignores PPS and the
votes follow the economics provisions set out above.

It is going to be difficult for a fund to be a qualifying fund under the 70% control

test by reference to direct investors. This test is likely to be limited to (i) funds of

one (or two or three); and (i) where there are feeder funds which satisfy the GDO
condition (it is necessary to trace through feeder funds which do not satisfy the GDO
condition with the result that all investors are effectively direct investors).
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Eligibility criteria

I In addition to the ownership condition, a QAHC must
satisfy the activity and investment strategy condition.

Activity condition

The activity condition states that the main activity of the
QAHC is the carrying on of an investment business and
that any other activity is ancillary to the carrying on of that
business and is not carried on to any substantial extent.

Investment strategy condition

The investment strategy condition states that the QAHC's
investment strategy should not involve the acquisition of
equity securities that are listed or traded on a recognised
stock exchange or any other public market or exchange, other
than for the purpose of facilitating a change in control of the
issuer of those securities with the result that its securities are
no longer listed or traded, or other interests that derive their
value from such securities. With effect from 11 July 2023

(as aresult of changes made by Finance (No. 2) Act 2023),
an irrevocable election can be made to treat the investment
strategy condition as met notwithstanding the holding of
listed securities. However, the election turns off the dividend
exemption with respect to all listed securities such that

the QAHC will pay corporation tax on dividends from listed
securities.
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Activity and investment strategy conditions

Points to note

Activity condition

= The aim of the activity condition is to ensure that the
QAHC is not used as an operating business (or at least not
to a substantial extent).

There is no legislative basis for determining trading versus
investment however guidance has been published by
HMRC to provide some comfort specifically for credit
strategies. We expect most credit strategies, will be
considered investment in nature.

The terms “ancillary” and “substantial extent” are not
defined in the legislation. HMRC guidance suggests that
“substantial extent” is determined by looking at whether
potential investors would have regard to those activities
when making a decision to invest or not.

Investment strategy condition

= The rationale behind the investment strategy condition is
to provide comfort to HMRC that QAHCs will not be used
as a vehicle to acquire listed securities and convert income
into capital gains. The development of this condition
resulted in the removal of more complex tracing provisions.

The legislation does not articulate what the investment
strategy must consist of, but it is clear that it is the QAHC's
investment strategy, rather than the fund's strategy. It is
not entirely clear how one should determine the QAHC's
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investment strategy other than by looking at what it owns,
however if a strategy is set out, HMRC have confirmed that
not explicitly ruling out the acquisition of listed shares in the
strategy should not mean there is a strategy of acquiring
listed shares.

Unless an election has been made, where a QAHC does
acquire listed securities it will need to demonstrate that
the purpose of the acquisition is to ultimately change the
control of the company and to delist it (i.e. it is a public to
private transaction or stake-building prior to a takeover
bid). The legislation does not stipulate over what period of
time, nor does the condition restrict it to certain size stakes.
The investment strategy condition will allow QAHCs to
hold listed shares following an IPO of a previously unlisted
investment as that holding would not be an acquisition
forming part of an investment strategy.

As stated above, Finance (No. 2) Act 2023 introduced an
irrevocable election that means where the QAHC holds
listed securities it is possible for the QAHC to treat the
investment strategy as having been met. The cost of this
is to turn off the dividend exemption in respect of listed
equities. The denial of the dividend exemption applies

to all listed securities held by the QAHC, irrespective of
ones that may have been acquired as part of a public-to-
private transaction (and were previously exempt).
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Operational aspects of the regime

Main tax benefits of the UK QAHC regime

The overarching design of 4
the regime is to ensure that the .
i & i ) Key tax benefits of the UK QAHC regime
vehicle provides tax neutrality by
switching off or adapting aspects of Q A gain accruing to a QAHC on a disposal of (non-UK Q A paym:nt mafdf by a O’:‘HC Qntthe{ejemphon,I;elpayment
p_— roperty rich) shares is exempt from corporation tax on orpurchase ot its own shares Is treated as a capita
the UK tax system. This will ensure (F:)ha?geei/ble g)ains. There are :o conditiorF\)s attached to distribution within the capital gains regime unless those
investors are not disadvantaged this exemption. shares are held by a portfolio company executive (i.e.
in their use of a QAHC platform the shares are an employment related security held by
dt king th amanager in a 25% subsidiary of the QAHC). A fund
Fompare 0 ITla KIng those Payments of interest by a QAHC are not subject to executive is specifically excluded from this exclusion so can
investments directly and means withholding tax (and furthermore, the UK does not impose benefit from capital treatment.
the UK regime is comparable to withholding tax on dividends or other distributions).
other jurisdictions. ' . ' ' ' The transaction in securities rules are also switched off
Q Various rules Fiegymg or delaying a deduction fgr finance in this context ensuring capital gains tax treatment for the
returns on (principally) shareholder debt are switched off. share buyback. Furthermore, such a transfer does not attract
In particular: stamp duty.
* the deemed distributions rules which are applied to
securities which are convertible into or stapled to
shares are switched off, as are the equivalent rules
for securities where the return is results dependent or
excessive; and
= the late interest rules and equivalent deeply discounted
securities rules are switched off ensuring a deduction
on an accruals basis.
- J
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Operational aspects of the regime

Entry, exit, administration and other provisions

In order to make use of the QAHC regime,
it is necessary to elect into the regime.
There are a number of considerations

to take into account when electing into
the regime as well as the administration
of the notification requirements.

The QAHC regime provides for existing
companies to be able to gain access to the
regime and also recognises that companies
could either unintentionally breach the
conditions or wish to leave the regime.

A QAHC has to elect into the regime and
is able to elect out of the regime as well.
A QAHC can also be expelled from the
regime in certain breach scenarios.

a=sye

Points to note

Entry and exit

= Anew accounting period for corporation tax
purposes is created on entry into the regime.
Similarly, on exit the accounting period ends.

On entry and exit, there is a deemed disposal and
reacquisition for market value of shares and overseas
property related assets. If the deemed disposal would
qualify for the SSE on the way into the regime but for the
fact that the shares have been held by the company for
less than 12 months, the SSE is extended and continues

to apply if the QAHC goes on to satisfy all of the SSE
conditions at the end of the 12 month holding period.

The deemed disposal and reacquisition on entry does not
apply to assets of a non-resident company becoming UK
resident in the 30 day period prior to becoming a QAHC.
This is to allow and encourage non-resident companies
to redomicile to the UK in order to enter the regime.

Administrative matters
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A company that wishes to be a QAHC must make
an entry notification to HMRC specifying its
intended effective date (which can be no earlier
than the day after the entry notification).

A company becomes a QAHC at the beginning of the first
day on which all of the relevant conditions are met (note that
a QAHC can enter the regime before the ownership test is
met under the two year ramp up provisions discussed above).

The QAHC business within the regime (the QAHC ring fence
business) is all of its activities in relation to the holding of land,
qualifying shares, loans and any related derivative contracts.

A QAHC must take reasonable steps to monitor whether the
ownership condition continues to be met in relation to it.

A QAHC must provide certain financial information
in relation to the assets, proceeds and activities

with its tax return including an estimate of the
market value of the assets of the QAHC's ring fence
business as at the end of that accounting period.

A company can give a notification to exit the
regime and must notify HMRC when it ceases
to meet any of the eligibility requirements.




Eligibility criteria Operational aspects of the regime Application

Points to note

Other provisions

Curing breaches

In the event that the QAHC breaches certain conditions, it is
possible for a QAHC to cure the breach in certain scenarios.

A non-deliberate breach of the activity condition is cured if it is
remedied as soon as is reasonably practicable and a notice is
made to HMRC regarding it.

A QAHC is also given a cure period in relation to a non-deliberate
breach of the ownership condition if the 30% threshold is

not breached by more than 20% (i.e. not more than 50% bad
investors) and the QAHC has complied with the ownership test
monitoring requirements.

The “cure period” is:

= the period of 90 days beginning with the day on which the
QAHC became aware of the breach; or

such longer period beginning with that day as HMRC may in
writing agree to.
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There are provisions to allow a QAHC two years to wind down
within the regime where the breach is as a result of a qualifying
fund invested in the QAHC ceasing to be a Category A investor
or a buyback of interests by a QAHC provided it does not acquire
any “optional” assets or raise any capital during the wind down
period (in which event the period immediately ends). The wind
down period can be extended by agreement with HMRC.

Ring fencing

There are provisions to allow a QAHC to carry on activities within
the QAHC regime and activity outside that regime (including
activities of the company before it became a QAHC and after it
ceased to be one) with a QAHC to be effectively treated as two
companies — one carrying on the QAHC activity and one not.
Losses cannot be surrendered between “companies” on either
side of the ringfence, and assets transferring within a company
across the ringfence are treated as disposed of and reacquired
for market value. Easements are provided if that gain has been
taxed already.

Groups

There are various rules around groups in relation to QAHCs and
the transfer of assets within the same group.

QAHCs treated as close companies

Even if it would not otherwise be, a QAHC is treated as a close
company under para 37 meaning that rules such as the loans to
participators and other anti-avoidance rules apply to it.

Exchange gains

The loan relationship and derivative contracts (exchange gains
and losses using fair value accounting) regulations (also known
as the disregard regulations) are amended for QAHCs such
that stripping out FX gains on back to back debt should not be
restricted by the corporate interest restriction rules.
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Points to note

Other provisions (continued)

Application of the corporate interest restriction rule

It is worth noting, despite modifications the QAHC is a normall
company for corporation tax purposes, and so for example, the
corporate interest restriction will apply to QAHCs with certain
modifications. However, as all profit on debt is treated as interest
or interest equivalent in the UK (even profit relating to market
discount), these rules should not cause an issue in the credit
fund context.

Anti-hybrid rules

The QAHC regime switches off the application of certain aspects
of the hybrid mismatch rules. The simplifications are in relation

to hybrid instruments, so hybrid entity rules would still need to

be considered in full. However, following the 2021 changes

to the hybrid entity rules, these should be manageable in most
fund structures.

a=sye
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VAT

Supplies made by a UK holding company will usually fall under
one of the finance VAT exemptions and will therefore only give the
UK QAHC entitlement to input tax recovery to the extent that the
recipients of the supplies belong outside the UK.

A UK QAHC making supplies to non-UK recipients (e.g. EU
recipients) should therefore be able to recover VAT on its costs
which is attractive. In contrast, a UK QAHC making supplies to UK
recipients is typically unable to recover much, if any, of its input tax
but this is not usually a material concern.

However using a QAHC below a UK fund with a UK VAT grouped
manager may worsen the manager's VAT recovery position
compared to a Luxembourg AHC.

Aggregation of portfolio holdings and application to SAO

If the QAHC meets the relevant thresholds it will be necessary to
consider a number of provisions, such as the senior accounting
officer (SAO) regime, that have not been switched off for the
QAHC regime.

Stamp duty

Although a stamp duty exemption is provided in relation to share
buybacks, the exemption does not extend to transfers.
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Distributions to remittance basis users

The QAHC regime makes special provision to allow
investment managers to protect their remittance basis
position. UK resident non-domiciled individuals eligible
for remittance basis taxation do not ordinarily pay tax
on foreign income or gains unless they are remitted to
the UK. However, they pay tax on the arising basis in
relation to UK source income and gains.

Without any specific rules, all income and gains arising from

a UK QAHC would be UK source even if they derive from
underlying non-UK income and gains (i.e. using a UK QAHC
would convert offshore income and gains taxed on the
remittance basis into UK income and gains taxed on the arising
basis). The regime includes special rules to alleviate this point.

There is also the question whether making investments into

the QAHC constitutes a remittance. There are no special rules
addressing this question and reliance needs to be placed on the
existing arguments why this is not a remittance (where those
are available). These rules are complex and are considered
further here.
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Without any specific provision, profits arising from a QAHC would constitute UK income/gains taxable
on the arising basis even to non-domiciled remittance basis users.

However, under special rules within the regime, profits arising to a remittance basis user as a result of a payment of interest or a
distribution by a QAHC (including a payment of interest or another distribution on a security which is not treated as a distribution
by the QAHC rules) or a disposal (including buyback or redemption) of shares in a QAHC can be divided into a UK and a foreign
proportion if the individual provided investment management services in respect of the investment arrangements to which the
QAHC is a party (so, including providing such services to a fund which owns an interest in the QAHC) and, in the case of a
disposal of shares, acquired those shares during the course of providing those services.

The foreign proportion of any income or gain reflects the proportion of the profits of the QAHC's ring-fenced business in the
relevant period that were derived from foreign sources, apportioned on a just and reasonable basis. For these purposes, the
“relevant period” means the last three complete accounting periods of the QAHC if the company has been a QAHC for at least
three accounting periods. Otherwise, it means the period beginning with the day on which the company became a QAHC and
ending immediately before the time when the income or gain arose.

As well as looking at income and gains which actually arose in that period, it is to be assumed that the QAHC disposed of all of
the assets within its ring-fence business for a consideration equal to their market value immediately before the end of the relevant
period. In other words, the test is looking to see what the UK:foreign profit split would be based on actual profits in the previous
three years assuming the QAHC realised all its remaining assets.

Whether profits are derived from a foreign source is to be determined by reference to the ultimate underlying income or assets

to which the profits relate. So, if a QAHC holds shares in a French holding company which has subsidiaries in the UK and

abroad, each of those subsidiaries (but not every last transaction entered into by each of those companies) would be an ultimate
underlying source of profit. The legislation does not set out how the split is to be calculated, simply that it needs to be “by
reference to” ultimate underlying income or assets, so on a sale of the French company in this example, the UK:foreign split might
reflect the relative values of the UK and foreign subsidiaries or their contributions to group profitability.

J
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Eligibility criteria Operational aspects of the regime Application

Points to note

This relief is both complex and restricted. It is only of
benefit to investment managers and only in relation to
determining whether profits they derive from a QAHC
are UK or foreign income or gains.

The procedure for working out the UK and foreign proportions
needs to be operated every time income or gains arise until
the QAHC has three complete accounting periods under its
belt. The calculation requires valuations of existing assets and
some diligence around where they carry on their activities and
the exercise of judgement around the relative importance of
those locations.

Unless the QAHC's underlying investments are all non-UK,
the calculation will always produce some UK income or gains.
An investment in a non-UK QAHC would produce only foreign
income and gains.

One helpful point is that HMRC has confirmed in principle
that (as is already the case with carried interest arising to
remittance basis users) it will be possible to split a distribution
into UK and non-UK proportions to avoid creating a

mixed fund.
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It is important to remember that these rules do not affect the
UK:non-UK split of gains chargeable under the special carried
interest regime. This depends on where the relevant executive
performs the services that gave rise to the carried interest and
is unaffected by whether a UK QAHC is used.

The provisions do not help external investors in the QAHC.

All the income and gains they derive from a QAHC will be

UK income/gains, even if all the activities of the QAHC's
investments are carried on abroad. So a QAHC will not be
attractive to a UK resident non-domiciled third party investor
investing into a tax transparent fund which invests into the
QAHC. As mentioned earlier, using a non-UK incorporated
but UK tax resident QAHC as the parent company of a UK
incorporated and tax resident QAHC may improve the position
as far as gains are concerned.

Remittance basis users are taxed on foreign income and gains
remitted to the UK and there is a question whether a direct or
indirect investment into a QAHC will constitute a remittance.
The rules do not contain any new relief in this regard and it

is necessary to rely on existing arguments that a remittance
does not arise in this situation.

.:@:.

Where a non-UK partnership fund invests in a QAHC there is
a technical position (supported by HMRC guidance) that this
is not a remittance (on the basis that a “genuine” partnership
is not a relevant person). So there is a route to there being no
remittance on an investment by an offshore partnership into a
QAHC but some advisors may not be comfortable relying on
this position and guidance particularly where all investments
into the partnership are routed into the QAHC.

A QAHC could itself be a relevant person for an investor in the
fund and so an investment in the UK by a QAHC could trigger
a remittance by an investor. There is also guidance from
HMRC that this may not trigger a remittance at least as long
as the QAHC (or the fund which owns it) also makes non-

UK investments, so that it cannot be said that any particular
investor’s funds have been used to make an investment in the
UK. A direct investment into a QAHC or into a UK partnership
will always have the potential to trigger a remittance.

UK asset holding company regime — insights into the regime | July 2023 | Page 26 | © Macfarlanes 2023




MACFARLANES

Eligibility criteria Operational aspects of the regime Application

Corporate law considerations

The QAHC regime will allow profits

distributed on a share buyback

to be returned in a capital form

to be taxed as capital gains. We
expect this route to be used to
repatriate underlying equity

gains to investors as capital gains,
however where the QAHC is a UK
incorporated company a share
buyback gives rise to UK corporate
law considerations.

a=sye

Points to note

Ordinarily, for tax purposes, the premium element of a share
buyback is treated as an income distribution, rather than a
capital gain, irrespective of its underlying source. This is one
of the reasons why UK holding companies have typically

not been used. The QAHC regime treats both the capital
repayment and premium element of the repatriation as

capital, and taxes it accordingly in the hands of the investor.

The one limiting factor is the corporate law considerations around distributable
reserves. The starting point for a share buyback is that the company must

use its distributable reserves or (subject to certain restrictions) the proceeds
of a fresh issue of shares made for the purpose of financing the buyback,

to pay for the shares the QAHC wishes to buyback. Although there is an
exception for small buybacks out of capital, this is unlikely to be useful in

these circumstances.

The company’s distributable profits are its accumulated realised profits less

any accumulated realised losses in each case determined in accordance

with GAAP. Distributable reserves are not always in ready supply therefore a
non-UK incorporated (but UK tax resident) company located in a more relaxed
corporate law environment may be more favourable. It is hoped the Government
will consider amending UK company law in due course to encourage UK
incorporated companies, as this would be more in-keeping with the objectives
of the regime.

In the meantime, other methods could be considered. These include a buy-back
out of capital or a reduction of capital.

The latter is easier and more commonly used. Under a reduction of capital,
the company reduces the amount of its share capital by reducing either the
number of shares or the value of shares in issue. Alternatively, or in addition
the company can reduce its share premium account. There are certain other
reserves that can be reduced, but they are less common.

Under this procedure, the company can either create distributable reserves,
which can then be used to fund a buyback or (more commonly) make a straight
capital payment directly to its shareholders (the fund). In order to carry out the
reduction of capital, either the company must seek a court order sanctioning
the reduction, or more commonly, the directors must make a statutory solvency
statement confirming that they have formed the opinion that, as at the date of
the statement, there are no grounds on which the company would fail to meet
certain solvency tests. In either case, the reduction must be approved by the
company’s shareholders by way of special resolution.
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Eligibility criteria Operational aspects of the regime Application

Comparison of UK and Luxembourg

It is useful at this point to consider
how the new UK QAHC regime will

. Points to note
stack-up against Luxembourg.

Pros of UK v Luxembourg Cons of UK v Luxembourg

= Broad gains exemption for shareholdings = Eligibility criteria.

without participation exemption criteria. - Stamp duty on transfer of shares.

With all profit on debt treated as interest
equivalent, a much clearer position on interest
barrier rules.

UK will not be subject to ATAD |lI
substance requirements.

No WHT on dividends.
Outside of offshore fund rules.

No net wealth tax.
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Application

Application to a typical private equity fund structure

f \ 0
Issues to consider

= Exemption for gains on equity = VAT: ensure no services for consideration are
investments without need to provided by portfolio manager to QAHC (same issue
satisfy SSE conditions. in Luxembourg).

= Profits extracted on buyback of
tracker shares treated as capital
gain for UK recipients in fund.

Fund LP

= Deduction for return on back-to- / \ Benefits of UK QAHC regime vs Luxembourg
back debt should not be denied or . . . . L
deferred under distribution or late Class of tracker shares Back to back shareholder Broad C.apltal gan exemption without participation
interest rules. per investment debt per investment if any exemption requirements.

- Shareholder debt remains subject = No issues with offshore funds rules.
to anti-hybrid rules but those rules = UK not subject to ATAD Il substance requirements.
workiin similar way to Luxembourg SRR = No WHT on outbound dividends and interest.
rules and should be manageable.

= No interest WHT on shareholder or
third party debt.

- QAHC should just pay tax on Investment A Investment B Investment C
transfer priced (minimal) margin on
flow through shareholder debt.

- J
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Application

Application to a typical credit fund structure

4 )

®

Issues to consider

= Deduction for return on back-to- = Accounting within QAHC.
back debt should not be denied or
deferred under distribution or late
interest rules.

= VAT: ensure no services for consideration provided
by portfolio manager to QAHC (same issue in

Luxembourg).

= Shareholder debt remains subject

to anti-hybrid rules but those rules Fund LP Repatriating gains on secondary debt as gains reliant

S on EIS rules.
work in similar way to Luxembourg
rules and should be manageable. /
= No interest WHT on shareholder or
third party debt. Funding
- Exemption for gains on equity Benefits of UK QAHC regime vs Luxembourg
investments/warrants. = No interest barrier concerns on sheltering profit
= Provided accounting is managed, eI Sy e
should just pay tax on transfer UK QAHC = Total capital gain exemption without participation
priced (minimal) margin | exemption requirements.
within QAHC. , . .
Debt investment = UK not subject to ATAD Ill substance requirements.
- J
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