EXPLANATORY MEMORANDUM TO

THE EXCHANGE GAINS AND LOSSES (BRINGING INTO ACCOUNT GAINSOR
LOSSES) (AMENDMENT) REGULATIONS 2013

2013 No. 1843

This explanatory memorandum has been prepareccbdjesty’s Revenue and
Customs and is laid before the House of CommornSdwimand of Her Majesty.

Pur pose of the instrument

2.1  These Regulations amend the Exchange Gainkaases (Bringing into Account
Gains or Losses) Regulations 2002 (S.I. 2002/19/6,principal Regulations”). The
principal Regulations provide for exchange gainksses on loans or derivatives which
hedge foreign exchange risk from a company’s imaest in a foreign enterprise, and
which have previously been disregarded for corpamatx purposes, to be brought back
into account in specified circumstances.

2.2  These Regulations amend regulation 5 and reguil@ of the principal

Regulations to deal with the situation where ther@ change in functional currency or
designated currency. This more closely alignstiecipal Regulations with the
approach taken in section 9C of Corporation Tax2040 (CTA 2010) in the context of
the currency used for the tax calculation of chabye gains and losses. Section 9C CTA
2010 was introduced by section 66 of Finance AG32FA 2013).

M atters of special interest to the Select Committee on Statutory Instruments
3.1 None.
L egislative Context

4.1  Section 9C CTA 2010 introduced by section [@&FA 2013 makes provision in
relation to the currency used for the tax calcalatf chargeable gains and losses. These
Regulations amend the principal Regulations to nemkevalent provision in relation to
loans and derivatives used as hedges.

4.2  The principal Regulations operate to ensuaedkchange gains or losses on loans
or derivatives, which hedge certain assets andiwimwe previously been excluded from
tax, are brought into account at a time and in armaaconsistent with the tax treatment of
the hedged asset. In broad terms, this meangxishange gains or losses arising on the
hedging instrument that have been disregardedratgbt back into account when there
is a disposal of the hedged asset (other thangaiméno loss disposal).



4.3 If the asset consists of shares, so that exeheate movements will be reflected in
the overall chargeable gain or allowable loss angran the share disposal, the ‘matched’
gains or losses on the hedging instruments wil Bisbrought back into account as an
adjustment in the calculation of the chargeable gaiallowable loss.

4.4 If the asset consists of a loan relationshi@ ship or aircraft, so that profits or
losses on disposal are likely to be taxed as inc@xehange gains or losses on the
hedging instruments are also brought back into @atcas income.

4.5 If disposal of the matched asset does notrigeeto a tax charge, for example
because the Substantial Shareholding Exemption {8€h TCGA 1992) applies to a
disposal of shares, exchange gains or losses arhethloans or derivatives are never
brought back into account.

4.6 Regulation 5 of the principal Regulations sefisthe basis on which the net gain
or net loss to be brought back into account iseteddculated.

4.7 Regulation 8 of the principal Regulations setsspecific rules where the matched
asset is disposed of under a ‘no gain / no logsvipion. In these circumstances the net
gain or net loss is only brought into account aahbcasion of the first subsequent
disposal of the asset which is not a ‘no gain lass’ provision.

Territorial Extent and Application
5.1  This instrument applies to all of the Unitechg@dom.
European Convention on Human Rights

As the instrument is subject to negative resolutimtedure and does not amend primary
legislation, no statement is required.

Policy background
* What isbeing done and why

7.1 Section 66 of FA 2013 inserted a new provisgattion 9C of CTA 2010 which
simplifies the calculation of chargeable gains @mpdsals of ships, aircraft, shares and
interests in shares for companies which have, ee had, a functional currency other
than sterling and for investment companies whickelraade a designated currency
election.

7.2 Separately, companies may have used liabibtieerivatives (“hedging
instruments”) to mitigate the exchange risk arisanga foreign currency asset. The
principal Regulations look to align the treatmehthe hedging instrument with that of
the underlying foreign currency asset.



10.

7.3  Where a company has chosen to hedge their esgptisexchange gains and
losses arising on any assets to which section ICTéf 2010 applies, and there is a
change in the company'’s functional or designateteogy, the statute prescribes a
particular mechanism for translating the allowabtpenditure on the asset into the new
currency. The new provision can also affect tHeuwation of the base cost where the
asset is acquired under a “no gain / no loss” gioni Under the principal Regulations as
currently drafted, this could give rise to inappiafe amounts being brought into account
for tax purposes in respect of the gains and ldssksover on the hedging instrument.

7.4  Amendments are therefore being made to apghgetaalculation of the net gain
or net loss where section 9C CTA 2010 applies|etion to the matched asset.

7.5  The amendment to regulation 5 of the prindipadulations is to ensure that
where there is a change in currency, the aggregateint is to be retranslated from the
previous currency into the new currency based ersgiot rate of exchange for the day of
the change in currency. This mirrors the approadection 9C CTA 2010.

7.6 The amendment to regulation 8 of the principadjulations is to deal with the
situation where there is a change in relevant aggréollowing a no gain / no loss
transfer. For example where the acquiring compduayges currency or the asset is
transferred to a company which uses a differerecaly. In both these circumstances the
net gain or net loss to be brought into accourtherfirst relevant disposal is translated
into the new currency at the spot rate of exchdagthe day of the change in currency or
the day of the transfer. Again, this is to enshe¢ the principal Regulations interact
correctly with section 9C CTA 2010.

* Consolidation

7.7 The Government has announced that it will chrmsumodernising the legislation
governing the taxation of loan relationships andvd¢ive contracts. Depending on the
outcome of that consultation, consideration willgdeen to consolidating the principal
Regulations.

Consultation outcome

8.1  On 3 June 2013 the Government published a ieadmote including draft
Regulations. The Regulations have now been updatexflect specific points raised by
respondents to the technical note. Further dodifise Regulations have been shared on
an informal basis with stakeholders as they haea loeveloped.

Guidance

9.1 HMRC guidance in the Corporate Finance Mamiihin due course be amended.

I mpact



11.

12.

13.

10.1 This measure is expected to have a negligiipact on businesses. It applies to
certain multinational companies which have, or haa@, a functional currency other than
sterling, of which, fewer than 500 are affectedhei®e is no impact on charities or
voluntary bodies.

10.2 There is no impact on the public sector.

10.3 A Tax Information and Impact Note coveringstimstrument was published at
Budget 2013 on 20 March 2013 and is available e HMRC website at:
www.hmrc.gov.uk/thelibrary/tiins.htnit remains an accurate summary of the impacts
that apply to this instrument.

Regulating small business

11.1 The legislation is unlikely to apply to smallisiness as it principally affects
companies within multinational groups where thera ichange in functional currency of
the company.

Monitoring & review

12.1 This policy will be monitored through inforrmat obtained through clearance
applications and enquiries into self-assessments.

Contact

Richard Daniel at HMRC Tel: 020 7147 0230 or emahard.daniel@hmrc.gsi.gov.uk
can answer any queries regarding the instrument.




