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In his judgment of 17 November 2009, Mr Justice Henderson held that the UK
Thin Cap provisions before the FA 2004 amendments at all material times
infringed Article 43 EC, ‘because of their failure to provide a separate and
independent defence of genuine commercial justification’.

In March 2007, the ECJ held in the Thin Cap GLO that rules that disallowed certain
interest deductions on payments to EU group companies were a restriction on the
freedom of establishment unless they applied exclusively to purely artificial
arrangements. The ECJ left it to the UK courts to determine whether the UK pre-FA
2004 rules applied only in such instances and were therefore justifiable.

Mr. Justice Henderson held that this is not the case as the rules did not provide a let-
out for transactions which as a whole are commercially motivated.

The ‘commercially motivated test’ as applied by the High Court is a separate and
independent test from the arm’s length test on which the UK Thin Cap regimes were
based, and an intra-EU transaction may be found to be commercially justified even if
it is not carried out on arm’s length terms.

The Court therefore disapplied the provisions in relation to transactions which had a
genuine commercial justification, and placed the onus on HMRC, the UK tax
authority, to establish with positive evidence that a transaction was not commercially
justified.

The Court further held that Article 43 is not engaged where the EU parented UK
subsidiary is borrowing from a company that is neither itself an EU resident parent
nor a subsidiary of an EU resident parent.

Apart from having an opportunity to reclaim taxes paid with interest, taxpayers may
now also claim damages, but only from 12 December 2002. Such claims however
have to be made within six years of the payment of unlawful tax or the other relevant
loss (e.g. utilisation of group relief). The Court allowed claims for compensation or
damages because it deemed the breach of EU law to be ‘sufficiently serious’ post the
ECJ Lankhorst-Hohorst case on 12 December 2002.

Even though it is considered that HMRC are very likely to appeal this judgment,
groups with a UK subsidiary that has suffered disallowed deductions or put in more
equity or made interest free loans should consider their position and file any relevant
claims. Given that the judgment related to pre-2004 rules, it is noted that such claims
have to be made as soon as possible to avoid the claims being out of time.

The judgment is also considered to have implications for the current UK Thin Cap
and new interest cap regimes, and potentially also for the current Transfer Pricing
regimes.


