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The UK tax treatment of a distribution from a Swiss company

A UK trading company holds ordinary shares in a Swiss company as an investment, the holding being less

than 1%.

The Swiss company is buying back a proportion of the shares and has stated that 35% withholding tax will

be deducted from the consideration paid in excess of the nominal value of the shares. It has also advised

that shareholders may be able to reclaim some of the tax under the UK/Swiss double tax agreement.

Several questions arise about the tax implications for the UK company.

Is the distribution received as capital or income? Income would be preferable because a dividend

would be exempt, but for a corporate shareholder it appears that CTA 2009, s 931RA applies and the

distribution will be treated as capital so a chargeable gain will arise.

The UK/Swiss double tax treaty allows tax withheld to be reduced to 15% on dividends. I assume that

the 20% balance could be reclaimed if the distribution was treated as income, but can it be reclaimed

if the distribution is treated as capital?

Is the distribution treated as franked investment income for the purposes of calculating the level of

profits for the small company rate of tax?

Query 18,498 – Perplexed

Reply from Steve Kesby

Irrespective of what the Swiss treatment might be, the payment for the shares will be treated as a

distribution for UK tax purposes to the extent that it exceeds the amount subscribed for the shares.

All that CTA 2009, s 931RA does is say that a distribution is not excluded from being taken into account for

the purpose of calculating any chargeable gains. It does not automatically treat a distribution as capital

and the provision would come into play only in the case of a capital distribution.

The income distribution will be liable to corporation tax only if it is not an exempt distribution.

If the company is a small one the distribution will be exempt because the UK has a treaty with Switzerland

containing a non-discrimination clause (CTA 2009, s 931B and s 931C). If the company is large, it will be
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exempt as being a distribution in respect of a portfolio holding (s. 931G).

The gross amount of the distribution will, therefore, be franked investment income (defined in CTA 2010, s

1126) because all exempt distributions have a tax credit attached to them by virtue of s 1109.

The real issue is in relation to the Swiss tax. The 35% rate is the default Swiss withholding rate for

dividends. The Swiss would also, therefore, seem to be treating the payment as a distribution.

As Perplexed notes, the rate is restricted to 15% under the UK/Swiss treaty. The UK will not give credit for

withholding tax suffered in excess of the treaty amount, and so action will be necessary in Switzerland to

either:

ensure that the tax withheld is reduced; or

reclaim it from the Swiss tax authorities.

The double tax relief also cannot exceed the UK corporation tax on the income. Because the income

distribution is exempt, the 15% is cost to the company. It will not be recoverable either in Switzerland or

the UK.

Reply from ANA

Dividends and other distributions are subject to corporation tax under CTA 2009, s 931A, although most

dividends received by UK companies fall into one of the exemptions under CTA 2009, Part 9A. So the

starting point is to determine whether there is a distribution for these purposes.

The definition of distribution is taken from CTA 2009, s 1000(1). It includes any dividend and any other

distribution out of the assets of the company made in respect of shares, except to the extent that the

distribution represents a repayment of capital on the shares or is equal to any new consideration received

by the company.

In HMRC v First Nationwide [2012] STC 1261, the Court of Appeal held that the nature of a foreign receipt

should be established by reference to its legal form and the local legal machinery that is used to effect it.

This confirmed previous decisions such as Rae v Lazard Investment Co Ltd (1963) 41 TC 1. After this case,

HMRC issued guidance on the tax treatment of payments to UK companies from foreign companies.

The guidance states that payments on the reduction of share capital are normally not treated as

distributions, unless the payment is from a reserve which was created by the capital reduction.

Perplexed should therefore obtain Swiss legal advice on the buyback to confirm that it is treated as a

repayment of capital under Swiss law and does not come from a distributable reserve created by the

capital reduction.

If so, the repayment of capital is not a distribution under Part 9A and Perplexed will need to do a capital

gains calculation on the part-disposal of the shares.

If the repayment of capital is treated as a dividend under Swiss law, the UK/Swiss double taxation

agreement, Article 10(3) will still apply to reduce the withholding tax rate to 15%. The UK corporate tax

treatment of the payment does not change this analysis.

If the repayment of capital is not a distribution under Part 9A, it is not included in franked investment

income for the purposes of calculating the profits for the small company rate of tax.

Franked investment income is defined in CTA 2010, s 1126 as any distribution received by a UK resident

company that has a tax credit attached to it. CTA 2010, s 1109 provides that a tax credit is available in
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respect of an exempt distribution, regardless of whether the distribution is UK or foreign.

Therefore if the distribution is exempt under Part 9A it will be included in franked investment income. If

not exempt (ie it is treated as a capital gain) then it will not be.

Reply from the Elman Wall tax team

We are not told whether the UK company is small or not for the purposes of CTA 2009, Part 9. On whether

this is income or capital, FA 2009 fundamentally changed the UK treatment of dividends to align those

received by UK companies and from companies resident outside the UK.

The result is that many distributions will now be exempt from corporation tax under one of the

exemptions in CTA 2009, Part 9.

On whether this is a distribution of a capital nature, case law authorities are clear that, although the nature

of the relevant receipt must be determined by reference to the law of the place of incorporation of the

overseas company, it is not determinative.

The question of whether the distribution is income or capital is a matter of UK law (see Rae v Lazard

Investment Co Ltd 41 TC 1 and Courtaulds Investments Ltd v Fleming 46 TC 111).

Once stripped of the complications of the analysis of transactions governed by foreign law, the principles

established in these cases should apply equally to determine whether the distribution received is of an

income or a capital nature for the purposes of CTA 2009, Part 9.

On form or substance, Rae v Lazard demonstrates that the principle of establishing whether a shareholder

receives a distribution as capital or income is that UK law goes by the form in which the distribution is

made rather than the substance of the transaction.

HMRC’s Savings and Investment Manual at SAIM5210 states:

“The proper test in such circumstances is, applying the local law, whether or not the corpus of the

asset is left intact after the distribution. If it is not, the receipt will be a capital receipt; if it is, the

payment will be chargeable”

Perplexed states that a proportion of the shares are to be repurchased. This means that the corpus of the

asset will not remain intact and as such the receipt is of a capital nature within CTA 2009, s 931A, given that

it is accepted that a share buy-back is a capital transaction.

Had the corpus of the asset remained intact, the distribution would have followed the case of HMRC v First

Nationwide [2012] STC 1261 whereby the payment is treated as a dividend for the purposes of CTA 2010, s

1000(1)A.

On this basis, the questions raised by Perplexed can be summarised as follows.

First, the receipt is capital so a chargeable gain will apply. Second, Switzerland does not tax gains made on

the disposal of investments, and as such Perplexed should be querying why withholding tax is being

proposed in the first instance.

Finally, because the receipt is capital in nature, this does not form part of franked investment income,

although the chargeable gain along with the income of the company would determine the rate of the tax

the company is subject to.
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