
In the last five years, there has been an ever-increasing focus 
on the taxation of multinationals, fuelled by a global drive to 

increase transparency, improve the cohesiveness of corporate 
tax across territories and, critically, to align taxation with value 
creation. Amid growing pressure from multiple stakeholders, 
the OECD’s BEPS project initiated in 2015 was the catalyst 
for change, and its recommendations on 15 actions have 
underpinned significant global legislative change. 

There are a host of provisions that multinationals (MNCs) 
operating in the UK must navigate. These include: 

	z the EU Anti-Tax Avoidance Directive (ATAD), which 

implements the BEPS recommendations in the EU; 
	z US tax reform; and 
	z unilateral UK measures, including diverted profits tax 

(DPT), anti-hybrid rules (implemented ahead of EU 
ATAD), offshore receipts in respect of intangible property 
tax (ORIP) and, most recently, the digital services tax 
(DST). 
The dust hasn’t settled though. Coming up fast on the 

horizon is the end of the Brexit transition period, but arguably 
the biggest change may be yet to come. In the short term, the 
ongoing OECD Digital Taxation project could bring the most 
fundamental developments in international taxation to date, if 
implemented as proposed.

Alongside these legislative changes, there has been a clear 
shift in tax authorities’ approach to proactively identifying 
groups with profit diversion risk factors. Particular focus has 
been directed upon structures which may lack economic 
substance or with material misalignment of the business 
operating model and the tax/transfer pricing (TP) model. 
HMRC is certainly taking this approach in audits and profit 
diversion compliance facility (PDCF) cases. 

The PDCF opened in January 2019 to encourage businesses 
not already under enquiry to review their arrangements 
and TP. They were also encouraged to put forward a report 
and a proposal to settle any additional tax payable based on 
application of the arm’s length principle. Since then, HMRC 
has released four tranches of ‘nudge’ letters to companies 
identified as having features associated with profit diversion, 
suggesting that they review their arrangements and consider 
registering for the PDCF. To date, more than two thirds of 
those companies have registered, and our experience suggests 
that HMRC will open an enquiry into those which do not. 

HMRC is adopting a broad approach to PDCF 
investigations, covering not only DPT but also focusing 
heavily on TP and other relevant areas, including withholding 
taxes (WHT), permanent establishment (PE), tax residence 
and ORIP, with increasing emphasis on contemporaneous 
and sufficiently detailed evidence. Several of these issues are 
likely to be exacerbated by disrupted ways of working due to 
covid-19, with the potential for a permanent shift in working 
patterns. We may, therefore, expect even greater scrutiny of 
these issues, particularly given the need for governments to 
repair their balance sheets.

This article discusses key existing tax considerations for 
global operating models that have arisen from the recent 
changes in legislation and HMRC approach; the associated 
TP, PE and tax residence risks; and UK tax issues associated 
with restructurings that seek to ensure that the operating 
model is sustainable and aligned to business strategy. Further, 
it will assess the future impact of Brexit and the OECD’s two 
pillar proposals and highlight the increasing importance of 
considering international tax, TP and indirect taxes holistically.

An example operating model 
Consider a multinational group with a global operating model 
(as outlined above right):

	z The group generates revenue from goods and services 
reliant on valuable IP. 

	z Non-US IP is owned by a non-US IP company (IPCo) and 
licensed to a non-UK European Principal, which earns the 
residual profit relating to the European business. 

	z There is a cost sharing agreement (CSA) between the US 
Parent and IPCo for the development of IP.

	z Research and development (R&D) activities relating to new 
product development are undertaken by direct subsidiaries 
of US parent, including in the UK, which are remunerated 
on a cost-plus basis. Check the box (CTB) elections have 
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been made to disregard these entities for US federal tax 
(USFT) purposes.

	z In certain sectors, contracts with customers are concluded 
by Europe Principal, while a group service provider 
company in the country or region provides sales and 
marketing support services to Europe Principal for which 
it is remunerated on a cost-plus basis. In other sectors, a 
local limited risk distributor (LRD) concludes sales with 
customers and is remunerated based on a target operating 
margin.

	z Procurement services relating to the European markets are 
provided to Europe Principal by a procurement company 
in Hong Kong, which is remunerated with a service fee.

DPT risks 
DPT is charged at 25% on profits arising on or after 
1 April 2015 that are considered to have been artificially 
diverted from the UK. The provisions are contained in 
FA 2015, and they apply in two main circumstances:
1. Involvement of entities or transactions lacking economic 

substance (s 80): This applies to expenses of a UK 
company, or a reduction of income, that arise in 
connection with a transaction, or series of transactions, 
between a UK tax resident company and a related party 
(the ‘material provision’), where both the ‘effective tax 
mismatch’ and ‘insufficient economic substance’ 
conditions (together the ‘mismatch condition’) are 
satisfied. 

2. Non-UK company avoiding a UK taxable presence (PE) 
(s 86): This applies where a foreign company carries on 
activities in the UK in connection with the supply of goods 
or services to customers where it is reasonable to assume 
that the activity is designed to avoid creating a UK PE and 
that either or both of the following conditions apply:

	z the mismatch condition is met (the same tests apply as 
for s 80); and

	z arrangements are in place where the main purpose or 
one of the main purposes is to avoid or reduce a charge 
to UK corporation tax (the tax avoidance condition, 
s 86(3)). 

Entities or transactions lacking economic substance (s 80)
The effective tax mismatch condition (s 107 and s 108) will be 
met if: 
1. there is a deductible expense of the UK company and/or a 

reduction in the income of the UK company which would 
otherwise have been brought into account for tax purposes; 
and 

2. the resulting tax payable by the related party is less than 
80% of the corresponding reduction in tax payable by the 
UK company as a result of the material provision.
In the example above, the payment for product from the 

UK LRD to Europe Principal under the TP model is a material 
provision. Assuming that UK LRD claims a tax deduction 
for the expense, the effective tax mismatch condition could 
broadly apply in respect of this transaction if the tax payable on 
the income by Europe Principal is more than 20% lower than 
the corresponding net UK tax deduction. Depending on where 
Europe Principal is tax resident and any tax incentives that 
apply, the effective tax mismatch condition could therefore be 
met. The effective tax mismatch condition may more clearly be 
met in respect of the series of transactions between UK LRD 
and IPCo, if IPCo were resident in a low tax jurisdiction (i.e. 
the product price and royalty payments).

The transaction between the UK R&D service provider 
and the US parent is also a material provision. Where the UK 
company receives income in respect of the transaction, it is 
less clear whether the first part of the effective tax mismatch 
condition is met as it is necessary to determine whether there 
is a ‘reduction of income’ of the UK company; i.e. income 
that would otherwise be taxable in the UK. This could apply 
if, for example, IP has previously been transferred out of the 
UK; the UK R&D service provider’s activities extend beyond 
the execution of R&D managed and controlled by US parent; 
and, in particular, if any value creating functions relating to 
the development, enhancement, maintenance, protection or 
exploitation of the IP (DEMPE) are performed in the UK. 
Although the current US federal tax rate of 21% is higher than 
the UK corporation tax rate of 19%, the effective tax mismatch 
condition may still be met due to relief for related US foreign 
tax credits or foreign derived intangibles income deductions, 
for example.

An example operating model 
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The insufficient economic substance condition (s 110) will 
be met in respect of these material provisions if any of the 
following conditions apply:

	z It is reasonable to assume that the transaction was designed 
to secure the tax reduction, unless at the time that the 
material provision was entered into it was reasonable to 
assume that the non-tax financial benefit would exceed the 
financial benefits of the tax reduction.

	z An entity is party to the transaction and it is reasonable to 
assume that its involvement was designed to secure the tax 
reduction, unless either: 

	z at the time that the material provision was entered into 
it was reasonable to assume that the economic value of 
the contribution from the functions or activities of the 
staff would exceed the financial benefit of the tax 
reduction (for all accounting periods in which the 
transaction(s) will have effect); or

	z in a particular accounting period, the greater part of the 
income arising from the transaction is attributable to 
the ongoing functions or activities of the staff.

These tests highlight the importance of functional analysis 
and contemporaneous evidence in supporting the economic 
substance of a transaction(s).

If s 80 applies, it is necessary to consider the following 
questions in order to calculate the potential DPT charge (s 82):

	z What is the ‘relevant alternative provision’ that it is just and 
reasonable to assume would have been made or imposed 
had tax (including non-UK tax) not been a relevant 
consideration? 

	z Would the material provision and the relevant alternative 
provision both result in the relevant company having 
deductible expenses of the same type and purposes, which 
would not result in any relevant UK taxable income of a 
connected company?
If so, then the actual provision condition is met and there 

should be no DPT charge, provided that the arrangement is 
arm’s length or that appropriate TP adjustments have been 
made in the company’s tax return by the end of the DPT 
review period (s 83). 

If the actual provision condition is met but the 
arrangements are not arm’s length, a DPT charge will arise 
on the profits chargeable to corporation tax by virtue of the 
transfer pricing rules in TIOPA 2010 Part 4 (TP) (s 84). If the 
actual provision condition is not met, the taxable diverted 
profits are determined as if the relevant alternative provision 
had been made or imposed (s 85).

DPT is a key area where TP interacts with international 
tax and this is evident in practice in PDCF cases. Assume 
that in the above example the US IP was originally developed 
and owned in the US; the US had full oversight and control 
of subcontracted R&D; and more DEMPE functions 
relating to non-US IP are performed by European principal 
jurisdiction than in the UK. In these circumstances, under 
the relevant alternative provision the UK deductions 
would be the same; i.e. the IP would still be legally and 
economically owned outside the UK. The UK R&D service 
provider’s activities and remuneration would therefore not be 
expected to change. 

For many MNCs, this may be the answer unless, for 
example, they have made UK acquisitions and migrated IP 
ownership out of the UK. Consequently, the key question is 
often whether the TP is correct. 

In general, HMRC is increasingly favouring profit split as 
the appropriate TP methodology for a range of transactions 
where there are senior people in the UK. However, groups 
should consider all TP methodologies when determining the 
best approach, based on the facts and in accordance with the 
OECD guidelines. 

Non-UK company avoiding a UK taxable presence (s 86)
If an LRD was not employed, and UK sales were instead 
concluded by the European principal with a UK sales and 
marketing service provider providing support services, s 86 
should also be analysed. Depending on the nature and extent 
of the activities undertaken by UK service provider, it may be 
reasonable to conclude that the structure is intended to ensure 
that the European principal is not trading in the UK through 
a UK PE and so the tax avoidance condition may be met. 
This could be the case if the UK service provider substantially 
negotiates contracts with customers, for example. 

In this case, a s 86 DPT charge could arise, which would be 
calculated based on similar questions as for s 80 cases. These 
calculations would use TP principles to determine the notional 
PE profit under either the material provision or relevant 
alternative provision, plus any taxable income arising to any 
connected companies, depending on the precise facts. It is also 
necessary to apply the hybrid and WHT rules when calculating 
the DPT charge. 

WHT on royalties allocable to a PE or an avoided PE
The WHT legislation was amended effective from 28 June 2016 
to levy WHT where a non-resident’s obligation to pay royalties 
is connected with activities carried out in a UK PE. This  
was also mirrored for DPT purposes, such that avoided PE 
profits within s 86 are increased by the royalty amount that 
would be subject to WHT if there was a real UK PE (s 88(5), 
(5A)). 

In the example above, even if Europe Principal concluded it 
had a PE with no incremental UK taxable profits, or an avoided 
PE with no diverted profits, it may still be subject to 20% 
WHT or DPT at 25% on the portion of the royalty connected 
to the MNC’s UK activities. (This could be reduced if there 
is a double tax treaty (DTT) between the UK and the IPCo 
territory.) There is consequently a fine line to tread between 
assessing the UK PE risk inherent in the operating model and 
taking steps to refine the model. 

As covered below, there is increasing PE pressure as a 
consequence of increasingly global workforces, which has been 
exacerbated by the covid-19 pandemic. Consequently, there is 
increased risk in owning IP separate from the principal or in a 
jurisdiction that does not have a 0% DTT with the UK. 

UK anti-hybrid legislation
The anti-hybrid provisions in TIOPA 2010 Part 6A apply to 
payments made from 1 January 2017. The provisions aim 
to counteract tax advantages arising due to mismatches in 
the way that certain entities, instruments and transactions 
are treated for tax purposes. The rules apply to mismatches 
relating to any type of payment made to or by a hybrid entity 
or company with overseas PEs. Such payments include not 
only financing arrangements but also royalties or payments 
for goods and services, even if those transactions are viewed as 
commercial and priced on an arm’s length basis. 

The anti-hybrid legislation is divided into chapters covering 
different situations that can give rise to hybrid mismatches. In 
an operating model context, the chapters covering mismatches 
and double deductions resulting from payments involving 
hybrid entities and imported mismatches are commonly 
relevant to US inbound structures, even where the IP is in the 
US. Entities that have made the CTB election to be treated as 
fiscally transparent (‘disregarded’) for USFT purposes meet the 
definition of a ‘hybrid entity’ for the purposes of these rules 
(s 259BE). However, UK MNC structures are also impacted, 
particularly due to the extension of the rules to branches 
creating hybrid mismatches. 
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Hybrid entity double deduction mismatches
Chapter 9 applies to double deductions arising due to the 
presence of a hybrid entity, if conditions A–C in s 259IA are 
met. 

Condition A applies if there is an amount that, absent the 
anti-hybrid provisions, could be deducted from the taxable 
income of both a ‘hybrid entity’ (for example, a UK R&D 
service provider, as it is disregarded for USFT purposes) and 
an ‘investor’ (US parent). The UK R&D service provider’s 
third-party expenses could be deducted by both the service 
provider and the US parent absent the anti-hybrid rules; 
therefore, condition A is met. 

Conditions B and C apply if the hybrid entity or investor is 
within the charge to UK corporation tax and the two entities 
are related respectively. The UK R&D service provider is within 
the charge to UK corporation tax and a direct subsidiary of the 
US parent; therefore, conditions B and C are met. 

As conditions A-C are met, the deduction for third party 
expenses in UK R&D service provider is disallowed by the 
relevant counteraction in s 259IC, unless it can be deducted 
against dual inclusion income. Dual inclusion income is 
broadly income that is brought into account for tax purposes 
in both jurisdictions (s 259IC(10)). The cost plus payment 
from US parent is taxable income in UK R&D service provider, 
however as the payment is disregarded for USFT purposes 
it does not constitute dual inclusion income as defined in 
s 259IC(10). Absent any other relieving provision a UK 
disallowance would therefore arise where there is economically 
no double non-taxation, resulting in UK R&D service provider 
being taxed on its gross revenue with no relief for its expenses. 

Section 259ID was introduced to be such a relieving 
provision. However, it requires, inter alia, a payment to be 
made by the investor (US parent) to the hybrid entity (UK 
R&D service provider) in ‘direct consequence’ of a payment 
made by an unrelated party to the investor. While R&D activity 
is undertaken to develop new products and is clearly directly 
linked to a company’s sales to customers, ‘direct consequence’ 
could be narrowly interpreted to mean that the cost plus 
payment from the US parent to the UK R&D service provider 
must be made from the third party income earned by US 
parent in the period, which may not be the case. 

The potential for a narrow interpretation of s 259ID to 
result in economic double taxation has been subject to recent 
HMRC consultation. On 12 November, HMRC published a 
summary of responses and draft legislation, which proposes 
repealing s 259ID and extends the dual inclusion income 
definition retrospectively from 1 January 2017 to include 
inclusion/non-deduction income where no deduction is 
claimed in the investor or in any other non-UK territory, and 
the payment would be deductible in the investor’s jurisdiction 
absent the hybridity of the recipient (new s 259IC(12), (13)). 

In the example, the cost plus payment is only non-
deductible in the US parent because the UK R&D service 
provider is disregarded for USFT purposes and the payment 
is not deductible in any other territory. It should therefore 
be deemed dual inclusion income in the UK R&D service 
provider under s 259IC(12), (13) such that there should be no 
net Chapter 9 counteraction. However, the draft legislation 
does not appear to provide relief for all double deduction 
mismatches resulting in inclusion/non-deduction income of 
the UK hybrid entity, particularly where the income is received 
from non-US/UK entities. For example, if the UK R&D service 
provider was also providing services to another non-UK R&D 
service provider, then s 259IC(12), (13) would not apply; 
whilst there would be an income inclusion in the UK R&D 
service provider with no corresponding US deduction solely 
due to the hybridity of the UK R&D service provider, the 
payment is likely to be deductible in the non-UK R&D service 

provider territory. It will be critical to analyse the impact of 
the draft legislation in detail by reference to the specific facts, 
particularly if s 259ID relief has previously been claimed in 
respect of income received by a UK hybrid entity from a non-
US/UK company. 

Imported mismatches relating to a double deduction 
mismatch
Broadly, the imported mismatch rules (Chapter 11) apply 
to payments made from the UK to a recipient under an 
arrangement that does not itself give rise to a mismatch, but 
that is one of a series of arrangements where one or more 
would result in a mismatch that will not be counteracted under 
any of the other chapters in the UK anti-hybrids legislation, 
or an ‘equivalent provision’ in any other jurisdiction. The 
counteraction denies a deduction in the UK payer equal to 
the UK company’s share of the imported mismatch payment, 
computed on a just and reasonable basis. 

A series of arrangements is defined as ‘a number of 
arrangements that are entered into in pursuance of, or 
in relation to another arrangement (“the overarching 
arrangement”)’ (s 259KA(5)). In the example structure given 
above, this could potentially apply in respect of the UK LRD’s 
payment for product if Europe Principal makes any payments 
that give rise to a hybrid mismatch and if centralising functions 
in Europe Principal is considered to be the overarching 
arrangement – as the UK LRD makes its payment in pursuance 
of this arrangement.

Applying the new draft legislation, no net counteraction 
should be imported into the UK in respect of the expenses 
incurred by the non-UK R&D service providers, as the 
cost plus payments from US parent should be deemed dual 
inclusion income under new s 259IC(12), (13), as explained 
above. However, if payments are made between the non-
UK R&D service providers, a mismatch still potentially 
arises under Chapter 9. Where the R&D service providers 
are resident in EU jurisdictions that have implemented EU 
ATAD II, those territories may have an ‘equivalent provision’ 
to Chapter 9 that counteracts the mismatch, such that the UK 
imported mismatch rules do not apply. However, it would be 
necessary to confirm that the local interpretation is consistent 
with the UK approach in relation to the equivalent provision. 

On 12 November, HMRC announced that Chapter 11 
will be amended to test whether an overseas regime overall is 
equivalent to Part 6A, rather than the specific provision. This 
could be helpful in applying ATAD II across the EU, although 
draft legislation has not yet been published and this change is 
prospective, effective from royal assent of Finance Bill 2021.

Imported mismatches relating to a multinational payee 
deduction/non-inclusion mismatch
Chapter 8 counters deduction/non-inclusion mismatches 
arising from payments or quasi payments made to a 
‘multinational payee’, which is essentially a company with an 
overseas PE. Broadly, Chapter 8 applies where a UK company 
makes a deductible payment to a non-UK company with an 
overseas PE, and the deduction exceeds the taxable income 
arising in the payee (including any recognised PEs), due to the 
existence of the PE(s).

In the example structure, Procurement Co could 
potentially give rise to such a mismatch. Hong Kong applies 
a territorial basis of taxation that only taxes profits arising 
in or derived from Hong Kong. If any of the procurement 
services provided by Procurement Co to Europe Principal 
are rendered outside Hong Kong, this could create a PE and 
some or all of the service fee may not be taxable in Hong 
Kong. Whether this profit is taxed in the PE jurisdiction 
depends on the local territory rules. Given the differing tax 
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rules there is potential for a mismatch.
While Europe Principal is not a UK resident company, as 

noted above such a mismatch could be counteracted under 
the imported mismatch provisions in Chapter 11 given that 
the payments to Procurement Co are in pursuance of Europe 
Principal’s business activities. 

Offshore receipts in respect of intangible property (ORIP)
From 6 April 2019, the ORIP tax provisions (in ITTOIA 2005 
Part 5 Chapter 2A) may apply an income tax charge at 20% on 
amounts in respect of the enjoyment or exercise of IP rights 
that enable, facilitate or promote UK sales of goods, services or 
other property (‘UK derived amounts’), where the recipient is 
not resident in the UK or in a territory with which the UK has 
a full DTT. There are exemptions from the ORIP regime, but 
these will benefit only a minority of MNCs in practice, so we 
have not covered them here. 

In the example above, if IPCo is resident in a territory with 
which the UK does not have a full DTT, an ORIP charge is 
likely to arise on the element of the royalty paid by Europe 
Principal that relates to UK sales. 

Calculating the amount of tax payable under the ORIP 
provisions commonly requires complex analysis and 
judgement in determining the proportion of the offshore 
receipt that relates to ‘intangible property’ (s 608H) and the 
‘UK derived amount’ (s 608F). Ensuring that the group pays 
the right amount of tax depends on a detailed understanding 
of the business operations and relevant data available, so 
interaction between tax, TP and other business functions is 
key.

Global workforces: PE, TP and tax residence risks
With businesses increasingly globalised and looking to attract 
talent, workforces commonly have people undertaking 
activities for the principal company or companies based in 
multiple jurisdictions. This is even more so due to disrupted 
ways of working as a result of covid-19, which may accelerate 
a permanent shift. As the tax position of MNCs is inherently 
linked to the location of key activities, this brings several 
potential risks, particularly relating to PE, residence and TP. 

PE risk
The most obvious risk area is the creation of PEs, which can be 
determined by two forms of presence: a fixed place of business 
PE (FPOB PE); and a dependent agent PE (DAPE). 

Looking back to the example operating model illustrated 
above, the UK service provider could create a DAPE of 
Europe Principal where key individuals are acting on its 
behalf and habitually exercising an authority to conclude 
contracts in its name. This risk exists where senior sales and 
marketing executives are based in the UK, or where UK based 
international commuters who conclude contracts or play the 
principal role in negotiating contracts are unable to travel to 
where their roles are normally performed. 

A FPOB PE is created if an enterprise has a fixed place of 
business in a territory through which it carries on its business. 
For example, if senior employees of the UK entities carry 
out roles for Europe Principal, a place of management FPOB 
PE could be created. This may be mitigated by management 
services contracts, though that would require sufficient 
governance to be carried out by Europe Principal. 

As covid-19 arrangements look likely to continue for some 
time, managing PE positions is important, including reviewing 
the corporate structure and governance processes to identify 
potential issues, considering changes to working practices to 
mitigate risks, and considering engaging with tax authorities to 

seek assurance or defend the position if challenged. TP analysis 
to understand the potential profit attributable to any PEs will 
also inform decisions on actions to be taken. 

Corporate tax residence
If Europe Principal has senior leadership based in the UK and 
board meetings cover administrative and not strategic business 
matters, the board could be considered to have been usurped 
by the leadership team. As UK case law has determined that 
there can be more than one place of central management and 
control, Europe Principal could be regarded as UK tax resident 
unless overridden by a DTT tiebreaker. 

The current environment increases the risk that a non-
UK incorporated company could become UK resident; 
for example, if UK based individuals who normally travel 
overseas for board meetings participate virtually from the UK 
due to travel restrictions, or strategic decisions are made in 
the UK outside board meetings. A company could similarly 
inadvertently cease being UK resident if management activity 
takes place in another territory. 

HMRC’s current guidance on PE and corporate tax 
residence states that existing rules provide sufficient flexibility 
to deal with changes in business activities necessitated by 
covid-19 and that any assessment will be based on a holistic 
view of the specific facts and circumstances. However, at 
the time of releasing that guidance, it was unlikely HMRC 
envisaged the protracted impact on business travel that has 
actually arisen, so arguably limited reliance can now be placed 
on this.

Transfer pricing
The 2017 OECD guidelines emphasise the reliance on ‘value 
creating functions’; i.e. senior management in the allocation 
of intangible-related profits, rather than legal ownership and 
funding alone. This means that the profit attributable to IP 
should be recognised in the location(s) in which the DEMPE 
functions are performed and particularly the following 
activities:

	z strategic prioritisation, funding (decisions and bearing 
costs), operational control and management of 
development and enhancement;

	z protection and enforcement of IP rights;
	z control over the granting, direction and manner of 

exploitation of IP rights; and 
	z assumption and control of economically significant risks in 

respect of the IP. 
The focus on managing activities and risks, accountability 

for outcomes and the decision-making process applies equally 
to the allocation of profits relating to other functions within an 
MNC. 

In the example above, to the extent that UK based senior 
management take decisions over the assets and risks of Europe 
Principal or IPCo and are not remunerated for this activity, the 
UK’s return is therefore likely to be challenged.

Multiple TP issues arise for MNCs impacted by covid-19. 
Supply chains may be disrupted due to supply shortages or 
capacity constraints; customers may reduce purchases or 
delay payment; and key employees stranded in territories 
outside their normal place of work could result in a transfer 
of functions/risks or changes to decision-making processes. 
All such issues may impact the appropriateness of existing 
TP policies and allocation of profits. The short-term 
impacts of covid-19 should also be considered, such as the 
appropriateness of sharing losses with limited risk entities, and 
TP treatment of exceptional costs incurred and government 
subsidies received as a result of the pandemic. 

Business models may be deliberately restructured to adapt, 
including new products or services being developed, greater 
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use of technology and cessation of transactions/contracts. 
Restructuring brings numerous TP considerations, including:

	z potential compensation for the termination of existing 
intragroup arrangements (i.e. exit charges);

	z reconciliation to previous TP policies; and 
	z potential creation of new intangible assets in respect of 

technology, including where associated costs are incurred 
and arrangements made for granting group companies 
access.
Any restructuring decisions made because of covid-19 

should be considered from the perspective of both the long-
term operating model and TP. For example, decisions to 
share short-term losses with limited risk entities may result 
in assertions by tax authorities that such entities should be 
entitled to a higher portion of profits following economic 
recovery. Similarly, where depressed IP valuations present 
opportunities to transfer IP at a lower cost, the OECD 
guidance on hard-to-value intangibles should be considered. If 
at the time of valuing the IP, a recovery is expected at a future 
date, tax administrations may be entitled to make adjustments 
to the ex ante pricing arrangements based on ex post outcome.

It is critical to review evidence and document governance 
processes to confirm their appropriateness or determine if 
any changes are needed to align profit and substance. HMRC 
often looks at business operations during an extraordinary 
event to ‘stress test’ whether the operating model is followed 
in accordance with the functional and economic analysis 
underpinning the TP model. HMRC has been increasingly 
focusing on the presence of robust contemporaneous evidence 
when assessing the appropriateness of the TP.

UK tax implications of transferring IP
A number of MNCs have transferred their IP as a 
consequence of BEPS, US tax reform or local economic 
substance requirements. Whilst some have transferred IP 
to the UK, a large proportion have transferred IP to other 
European jurisdictions or the US. Regardless of where the 
IP is transferred to, the following UK tax issues should be 
considered.

UK issues to consider regardless of destination
The UK tax issues outlined above remain relevant to any 
new IP structure and operating model. A number of targeted 
anti-avoidance rules (TAARs) also require consideration when 
restructuring IP. For example, the ORIP TAAR (ITTOIA 2005 
s 608W) is triggered by arrangements with a main purpose of 
preventing an ORIP charge; or obtaining a DTT benefit that 
is contrary to its object and purpose. Where s 608W applies, 
any tax advantages are counteracted by just and reasonable 
adjustments. 

HMRC recognises in its guidance (International Manual 
at INTM620000) that the interpretation and application of 
the TAAR should take into account the policy objectives 
and primary purpose of the rules to discourage MNCs from 
holding IP in low tax territories distinct from where the 
DEMPE functions are located, and where little or no tax is paid 
on the income received. 

However, whilst the guidance has always indicated that 
transferring IP to a full treaty territory does not necessarily 
trigger the TAAR, the updated guidance (published on 
5 October) is clear that there are circumstances in which 
it could. In HMRC’s view, the key factor is whether the 
transferee undertakes substantive economic activity relevant 
to the IP rights in its territory of residence using real assets 
and controlling economically significant risks through its 
own personnel in that territory. There may be other main 
purposes for a transfer of IP, such as the revision to Irish 

residence rules; however, to the extent that IP is transferred to 
a substantive territory, functional TP analysis will be beneficial 
to substantiate that the ORIP TAAR is not in point and that the 
DPT and TP arrangements are arm’s length. 

Where IP is transferred to a jurisdiction without 
substantive economic activity, it will be critical to document 
the commercial purposes for the transfer so that there is clear 
contemporaneous evidence that mitigating the UK ORIP 
charge was not a main purpose.

If IP is transferred to a jurisdiction and licensed to the UK, 
then similarly considerations will include: 

	z the relevant DTT anti-avoidance provisions or principal 
purpose test (PPT) which restrict treaty benefits where 
arrangements are contrary to its purpose; and

	z the domestic withholding tax (WHT) TAAR where the 
relevant DTT does not have such a purpose test (ITA 2007 s 
917A). 
TP is also key, both in terms of deductibility of licence 

royalty payments and because most UK DTTs restrict WHT 
relief to the arm’s length royalty, such that any excess is subject 
to an effective tax rate of 39% (i.e. a disallowed deduction at 
19%, plus 20% UK WHT). 

Other considerations of the IP transfer may include 
non-resident gains. Most countries do not tax non-resident 
IP owners unless there is a PE in the country, but there are 
exceptions. For example, capital profits from the sale or licence 
of UK patent rights are subject to UK corporation or income 
tax regardless of the seller or the buyer’s residence, subject to 
DTT relief (CTA 2009 s 912 and ITTOIA 2005 s 587). 

Considerations on transfer of IP to UK 
Given that many MNCs have substance in the UK and that 
the UK has a relatively attractive tax regime, we expect more 
MNCs to transfer their IP to the UK. Key considerations here 
are below.

Tax amortisation: Following FA 2020 changes, from 
1 July 2020 all IP acquired from related parties outside the UK 
tax net will generally qualify for tax relief. Prior to FA 2020, 
only qualifying IP created or acquired post 1 April 2002 was 
deductible. 

With the exception of goodwill and certain customer 
related intangibles, tax relief is available for expenditure on 
intangibles in line with the accounts amortisation charge or a 
fixed 4% per annum by election, both potentially subject to TP 
or ‘market value’ adjustments (see below). From 1 April 2019, 
tax relief is available for goodwill and certain customer 
related intangible assets acquired as part of a business at 6.5% 
per annum capped at six times the value of ‘qualifying IP’ 
(principally patents, copyrights and design rights) (CTA 2009 
Part 8  Chapter 15A).

Patent box: The UK offers a reduced corporation tax rate 
of 10% on worldwide profits earned from patented inventions 
protected by the UK Intellectual Property Office or European 
Patent Office, which are owned by the company (outright, or 
via an exclusive licence, qualifying cost sharing arrangement 
or conferral). Qualifying income is subject to a Nexus fraction 
which restricts the patent box benefit where R&D is sub-
contracted out to other group companies, and where the 
company has ‘acquired in’ the qualifying IP rights.

Research and development expenditure credit (RDEC): 
Companies can claim additional relief for qualifying R&D 
expenditure, which for large companies is given by way of 
a taxable credit calculated at 13% of qualifying expenditure 
under the RDEC scheme. 

Transfer pricing IP acquired into UK: The valuation of 
IP transferred between related parties for tax purposes is often 
based on the arm’s length principle as defined in the OECD 
guidelines. However, differences can arise in interpretation and 
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application between jurisdictions, as well as under domestic 
tax law. It is therefore important to consider the valuation from 
the transferor and transferee’s perspective.

The OECD guidelines recognise that there may be no 
reliable uncontrolled comparables to determine the arm’s 
length value where intangibles have unique characteristics or 
are of such critical importance that the intangibles would only 
be transferred between related parties, or due to the lack of 
available data regarding potentially comparable transactions. 
In such cases, the guidelines support the use of other methods, 
including valuation techniques such as the discounted 
cashflow approach. 

From a UK perspective, the acquisition value of the IP for 
UK tax purposes is the higher of the arm’s length amount or 
the market value (CTA 2009 s 846), where market value is the 
price the asset might reasonably be expected to fetch on sale in 
the open market (s 845(5)).

The arm’s length remuneration of the UK IPCo and related 
entities will need to be determined based on their functions, 
assets and risks profile. 

Withholding tax (WHT): WHT may be charged on 
royalties paid to the UK IPCo. The net group WHT impact 
will depend on several factors, including: 

	z the WHT rate under domestic tax law and the relevant 
DTT (the impact of Brexit on EU Directives is considered 
below);

	z the amount of any payments that constitute a ‘royalty’ 
under local domestic tax law and/or the relevant DTT; and 

	z double tax relief (DTR) available in the IPCo for WHT 
suffered. 
There may also be other corporate, indirect and personal 

tax issues to consider, as well as accounting, legal and other 
non-tax issues.

Tax implications of Brexit 
Some groups may be assessing whether Brexit is a barrier to 
transferring IP to the UK or making the UK a principal. The 
direct tax impact is unlikely to be significant, and any impact 
is likely to be limited to increased WHT. There are, though, 
some indirect tax considerations which should be considered 
in the context of business operating models, as highlighted below.

WHT
HMRC has issued guidance that as the EU Interest and 
Royalties Directive is incorporated into UK tax law, it should 
continue to apply to qualifying royalty payments made by a 
UK tax resident company post 1 January 2021. However, in 
the context of a UK IP owner, whether or not WHT is charged 
on royalty payments from EU group companies will depend 
on the DTT with the UK and local domestic legislation.

The UK has a strong treaty network, with most UK/EU 
DTTs eliminating WHT on royalties, but there are some 
exceptions, such as Italy and Luxembourg. The UK is seeking 
to renegotiate DTTs; however, this takes time, so impacted 
groups should assess the WHT impact and availability of DTR 
in the UK post-Brexit. 

Even if WHT can be eliminated under a DTT, treaty access 
should not be assumed. Preventing treaty abuse was a key 
action of the BEPS project, and the multilateral instrument 
(MLI) introduced a PPT into a number of UK DTTs. 
However, where IP is transferred into the UK due to the 
substance an MNC has in the UK, we would expect that to be 
the principal purpose (rather than achieving treaty benefits), 
and so treaty relief would be available. 

Indirect taxes
With effect from 11pm on 31 December 2020, a border should 

be in place between GB and the EU which will impact the 
physical movement of goods. 

Where IP is owned and licensed by a GB principal, the 
GB principal may have legal title to goods (to which the IP 
relates) outside GB at regional distribution centres and hubs 
or manufacturing locations. It is important to understand 
the local law on import VAT recovery in each territory into 
which goods are imported, as many EU countries require the 
importer of record to be the legal owner of the goods at the 
time of importation for the import VAT to be recoverable. 
Indeed, the UK implemented such a rule for goods imported 
into the UK from 15 July 2019. 

The potential for the GB company to pay any import duty 
will also need to be assessed. The UK global tariff will apply to 
goods shipped across the EU/GB border from 1 January 2020 
unless a free trade agreement (FTA) is agreed between 
the UK and EU (negotiations were ongoing at the time of 
writing). Duty rates may also change on shipments to/from 
non-EU countries as a result of GB no longer having access 
to FTAs agreed by the EU, where a similar FTA has not been 
negotiated by GB. 

Care is required to ensure that all relevant IP is included in 
the import value such that duty and import VAT are correctly 
accounted for. In particular, where separate payments are 
made for IP linked to the goods, the import value should be 
reviewed. Customs duty reliefs such as inward processing 
relief and customs warehousing may also be beneficial to 
ensure that duty is not paid in a country other than the 
country of final destination from 1 January. 

Where goods are imported into EU territories and the GB 
company has no EU establishment, EU countries normally 
require the GB company to appoint an EU established entity 
to act on its behalf in relation to the goods imported. This 
will need to be addressed, as simplifications provided to EU 
businesses will no longer automatically apply to GB businesses 
from 1 January.

Customs declarations will be required for movements of 
goods between GB and the EU, and GB companies will need 
to understand their responsibilities for such declarations. 

A GB IPCo will also need to recognise where local VAT 
registrations are required as a result of owning goods in 
territories and where a fiscal representative must be appointed 
from 1 January as it becomes a non-EU entity. An EU EORI 
number must also be obtained to import/export from the EU, 
as the GB EORI will no longer be valid in the EU. 

Where the IP is linked to services and not goods, the 
indirect tax challenges resulting from Brexit may be less 
onerous. However, it is still important to determine for 
importation purposes whether the IP relates wholly to services 
or whether an element relates to underlying goods.

Impact of digital taxes 
In 2019, the OECD Secretariat suggested a two pillar 
approach. Pillar one reallocates a share of residual, usually 
IP-related profits to destination markets. Pillar two is targeted 
at addressing the remaining BEPS issues by ensuring that large 
companies pay a minimum level of tax. 

In October 2020, the OECD published blueprints for both 
pillars. These set out the technical design and features of both 
pillars, areas that require further technical work, and matters 
requiring political agreement. 

Pillar one focuses on amounts A and B. Amount A is 
targeted at businesses profiting from sustained interactions 
with customers in a market jurisdiction, currently including 
automated digital services and certain consumer-facing 
businesses (CFB). There is uncertainty regarding in-scope 
consumer-facing businesses, particularly in relation to 
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pharmaceuticals, franchise models and groups that sell B2B 
and B2C; and the scope of amount A could change.

Amount B would require all MNCs to apply a fixed 
return for baseline marketing and distribution functions, to 
be defined. However, there is doubt over the likelihood of 
agreement being reached on this. 

Whilst amount A is more narrowly targeted than amount 
B, it would bring a revolutionary change to international 
taxation for the following reasons:

	z A share of profits would be allocated based on the 
destination principle, irrespective of the functions, 
assets and risks profile of the group. (This would be 
calculated using a formula determined by political 
negotiation with no underlying basis and so could 
change.) 

	z The profits allocated to the market jurisdictions would 
be a share of that recognised in the group consolidated 
financial statements; i.e. nothing to do with TP. 
Pillar two is a mechanism to introduce a global minimum 

rate of taxation to MNCs with annual consolidated revenue 
exceeding €750m. There are four main rules, the detail of 
which is summarised as follows:
1. Subject to tax rule (STTR): This rule applies first and 

allows source states to apply additional tax up to an 
agreed rate (set below the ‘global minimum rate’) on 
certain covered payments (broadly, interest and 
intangible related payments) if they are subject to low or 
no taxation.

2. Income inclusion rule (IIR): This is the primary 
mechanism by which the minimum tax is applied and 
operates like a CFC rule. Where constituent entities in a 
consolidated group have an effective tax rate (ETR) below 
the minimum rate on a jurisdictional basis, the IIR gives 
the ultimate parent jurisdiction the right to apply a top 
up tax.

3. Switch over rule (SOR): This will allow an IIR to be 
applied to low tax PEs where the DTT with the source 
state requires them to exempt the PE.

4. Under taxed payment rule (UTPR): This is a back-up to 
the IIR and applies where the IIR cannot (e.g. the parent 
does not have an IIR), by disallowing expenses in 
companies which have either made intragroup payments 
directly to the low taxed company or companies which 
have net intragroup expenditure. 
The IIR and UTPR are collectively called the ‘GloBE’ 

rules.
The GloBE tax base leverages the financial statements 

(using the accounting standards of the parent entity) subject 
to limited adjustments. There is also a substance based 
carve-out which allows a deduction from the tax base for 
a percentage of payroll costs and depreciation of tangible 
assets. The ETR is then determined by applying the tax base 
and covered taxes (cash tax paid) on a jurisdictional basis. 
Where the ETR is below the minimum tax rate, then the IIR 
or UTPR will apply.

The OECD is targeting political and technical 
agreement for both pillars by mid-2021. Allowing time for 
legislative implementation, these new rules could apply 
from 1 January 2023, possibly earlier. Even if consensus 
is not reached, it seems likely that some countries will 
introduce pillar two rules unilaterally or via an EU 
directive, especially given the need to repair balance sheets 
post covid-19. 

The tax revenues raised under both pillars could be 
between $60bn and $100bn annually, according to the 
OECD’s economic analysis. Both pillars could therefore 
have a significant impact on the ETR of MNCs, so it is not 
surprising that many MNCs are at an advanced stage of 

modelling the potential impact and assessing the impacts 
for their operating model and ETR in the short to medium 
term. 

Digital services taxes 
While the discussions on the pillars are ongoing, the 
unilateral introduction of DSTs is already happening. 
Multiple countries have implemented or announced a 
DST. The UK’s DST came into force from 1 April 2020. It 
applies a 2% tax on in-scope revenues where the group’s 
annual global revenues from in-scope activities exceed 
£500m and revenues derived from UK in-scope activities 
exceed £25m. In scope revenues are those earned in 
connection with the UK from search engines, online 
marketplaces, social media services and related online 
advertising.

Whilst some aspects of DST regimes are shared, there is 
currently a lack of harmonisation, with differing rates, scope 
and calculation methods. DSTs will affect the ETR/EPS, 
present a difficult accounting challenge and bring significant 
compliance burden, potentially relying on data sources not 
used by tax departments before. 

Closing thoughts
Given the changing international tax landscape, MNCs 
should undertake a comprehensive value chain analysis 
and consider the following actions to ensure that their tax 
operating model and TP policies are sustainable and aligned 
with business operations. 

They should first assess their existing operating model 
by: 

	z determining whether the TP policy still reflects what is 
happening on the ground; 

	z considering whether business operations are creating 
PEs and consequently WHT exposures; 

	z confirming that PEs and disregarded entities do not 
create hybrid imported mismatch disallowances; 

	z preparing robust contemporaneous documentation of 
governance processes and technical analysis to support 
tax returns; and 

	z ensuring that appropriate VAT and customs 
authorisations will be in place post Brexit. 
If appropriate, they should consider revising the 

operating model. Many recent and proposed international 
tax changes deny deductions for cross-border payments, 
and reliance on DTTs to relieve WHT is increasingly 
subjective. A centralised contracting model where the 
principal owns IP and remunerates related party service 
providers may therefore be preferable, but it is critical to 
consider any changes from an indirect tax and systems 
perspective. 

An effective global and local DST management 
strategy is needed to meet compliance requirements in a 
standardised manner as far as possible and avoid potential 
double taxation.

Tax returns in all markets should be modelled 
considering the impact of Brexit, DSTs and the two pillar 
proposals. It is also important to engage with relevant 
stakeholders affected by any change, particularly where it 
may no longer to be economically viable to operate in a 
particular territory.

MNCs may wish to engage in the OECD’s two pillar 
consultation (which remains open until 14 December). 
Preserving multilateralism must surely be preferable to 
numerous unilateral DSTs taxing gross revenues regardless 
of profits? n
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