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Introduction 
 
This short article is to draw attention to a recent UK initiative to counteract contrived 
arrangements used by large groups that result in the erosion of the UK tax base.  A brief 
outline is given below and further details may be found in the links at the end of the article. 
 

Overview 
 
With effect from 1 April 2015, the United Kingdom introduced an entirely new tax called 
the Diverted Profits Tax (“DPT”). The DPT is distinct from the United Kingdom’s existing 
Corporation Tax, Income Tax and Capital Gains Tax.  It is charged at a rate of 25% on the 
measure of taxable diverted profits determined under the rules set out in the legislation, 
except in cases where the taxable diverted profits would otherwise be subject to special 
rates of United Kingdom tax applying to certain offshore oil and gas activities where the 
rate of DPT is 55%. 
 
The DPT is aimed at contrived arrangements that seek to erode the United Kingdom tax base 
and will only apply where a series of entry conditions are met, and provided certain defined 
exemptions and exclusions do not apply.  It targets arrangements that seek to avoid the 
creation of a UK permanent establishment (“PE”) and/or involve transactions or entities 
that lack economic substance and are designed to secure a tax reduction.  
 

Avoiding the Creation of a PE 
 
The DPT will potentially apply where a non-UK resident company carries on a trade, a person 
is carrying on activity in the UK in connection with the supply of services, goods or other 
property (including real estate) made in the course of that trade, and it is reasonable to 
assume that the arrangement (in terms of the activities of the person and non-UK resident 
company) has been designed to avoid the creation of a PE.  To be within the scope of the 
DPT, the arrangement must also meet one or both of two further conditions.  The first of 
these is that the main purpose or one of the main purposes of the arrangement is to avoid 
or reduce a liability to UK Corporation Tax.  The second is that the arrangement involves 
the making or imposition of conditions (“provision” in the UK legislation) between the non-
UK resident company and another connected person that result in a tax reduction and 
involve transactions or entities that lack economic substance and are designed to secure 
that tax reduction. 
Certain exemptions will apply mainly regarding the impact on Small and Medium Enterprises 
(SMEs), independent agents and where groups carry out limited economic activity in the UK. 
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Transactions or Entities Lacking Economic Substance 
 
The DPT will also potentially apply where a UK-resident company, or a PE of a non-resident 
company, is party to a provision with another connected person, which results in a tax 
reduction and involves transactions or entities that lack economic substance and are 
designed to secure that tax reduction. 
Again there are exemptions in respect of SMEs and to ensure only substantive transactions 
are in point. In particular the DPT is not aimed at arrangements in which a tax reduction is 
secured by the transfer of genuine economic activity to a lower tax jurisdiction, but at 
arrangements that lack economic substance and seek to divert profits from the UK. 
 

Computation 
 
Once within the scope of the DPT, a company’s liability to the tax will in most cases be 
computed by applying the normal principles governing transfer pricing or, as appropriate, 
the attribution of profits to PEs to the actual provision giving rise to the tax advantage.  In 
the avoided PE scenario, this will result in an amount of “notional PE profits”, which will be 
the profits that would have been attributable according to those principles had the person 
carrying on the activity in the UK constituted a PE of the non-UK resident company for UK 
Corporation Tax purposes.  The exception to this is where the legislation provides for the 
DPT charge to be based on the “relevant alternative provision”.  The relevant alternative 
provision is the provision that it is just and reasonable to assume would have been made in 
place of the actual provision had tax on income not been a relevant consideration for any 
party to the provision at any time.  However, where the relevant alternative provision would 
have resulted in allowable expenses of the same type and for the same purpose as result 
from the actual provision DPT will be computed by reference to the actual provision and not 
the relevant alternative provision.  
 
Where a UK-resident company, or a PE of a non-resident company, has included in its UK 
Corporation Tax Return for the relevant period the full amount of the arm’s length reward 
in respect of the relevant provision, including by making a transfer pricing or profit 
attribution adjustment for tax purposes in that Return, before the expiry of the Review 
Period (see definitions in section 114 , first link below), the DPT will only be based on any 
excess of diverted profits over and above that amount.  It follows that companies can ensure 
that no liability to DPT will arise in respect of arrangements caught by the legislation by 
ensuring that the full amount of the arm’s length reward for their UK activities is included 
in time in the Corporation Tax filing. 
 
The legislation also includes specific rules for computing an initial estimate of the taxable 
diverted profits, which will subsequently be subject to the computational rules determining 
the amount ultimately due and in certain circumstances if the Designated HMRC Officer (see 
definitions in section 114 , first link below)  considers that the expenses might have been 
inflated above an arm’s length amount, the initial charge to DPT will reflect a statutory 
disallowance of 30% of the relevant expenses.  This disallowance can be adjusted during the 
Review Period  
 
Any liability to DPT may also be reduced by a just and reasonable credit for any UK 
Corporation Tax or CFC charge, paid by the end of the Review Period and not refunded 
(including by way of credit). 
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Legislation and Guidance 
 
The DPT legislation is enacted at Part 3 (sections 77 to 116) of, and Schedule 16 to, Finance 
Act 2015 and is publicly available here: 
 
http://www.legislation.gov.uk/ukpga/2015/11/part/3/enacted  
 
HMRC has also published Interim Guidance on the DPT, including examples of how the tax 
applies is various scenarios, which is available here: 
 
https://www.gov.uk/government/publications/diverted-profits-tax-guidance  
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