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Analysis 

NCL Investments:  
an 11-0 taxpayer victory 

Speed read 
Te Supreme Court has upheld the unanimous decisions of 
the Court of Appeal and tax tribunals that accounting charges  
associated with employee share options were deductible when 
calculating trading profts. Subsequent legislation has made  
clear that no deduction would now be available in the particular 
circumstances considered by the Supreme Court, although  
the decision will be welcomed by those other employers still 
disputing the availability of relief in respect of lapsed employee  
share options in periods that ended prior to 20 March 2013. 
Te decision is also of more general importance because of the  
guidance it provides on a number of fundamental questions 
around how companies should calculate their taxable trading  
profts and considers the increasingly relevant question of the 
interpretation of rewritten tax legislation. 

Angela Savin 
KPMG  
Angela Savin is a partner and solicitor and 
head of direct tax disputes at KPMG Law. 

Angela acts for fnancial institutions, corporates, funds 
and HNWIs on a broad range of direct tax disputes, with 
an emphasis on cross-border tax and structured fnance. 
Email: angela.savin@kpmg.co.uk; tel: 020 7694 1219. 

Michael Brady 
KPMG  
Michael Brady is a senior manager and 
barrister at KPMG Law. Mike works in KPMG 

Law’s tax disputes team with more than ten years’ 
experience in tax litigation at all levels from the tribunal to 
the Supreme Court and CJEU. Email: michael.brady@kpmg. 
co.uk; tel: 020 7311 8058. 

The taxpayers recognised accounting charges under
International Financial Reporting Standard 2 (IFRS 2)  

in respect of share options granted to their employees by 
an employee beneft trust (EBT). 

Te options lapsed without being exercised, so 
no corporation tax relief was available under the  
specifc statutory rules for employee share schemes. 
Te employing companies therefore instead claimed  
corporation tax relief in respect of the accounting debits 
under the general rule that the profts of a trade subject to  
corporation tax are those calculated in accordance with 
generally accepted accounting practice (GAAP) ‘subject  
to any adjustment required or authorised by law’.

HMRC’s position, however, was that on various  
grounds the law did in fact require an adjustment to 
the accounting proft so as to deny relief for the debits  
recognised under IFRS 2. 

The Supreme Court decision 
On appeal to the Supreme Court, HMRC relied on  

essentially the same arguments which had previously  
been rejected by the First-tier Tribunal (FTT), the 
Upper Tribunal (UT) and the Court of Appeal (CA).  
That the Supreme Court would take the same position 
was generally expected, but although largely adopting  
the same reasoning as the earlier decisions the latest 
judgment – coming with the authority of the Supreme  
Court – has a number of points of interest. 

Is it necessary to adjust for judge-made rules of law? 
HMRC argued that the 1940 decision of the House of 
Lords in Lowry v Consolidated African Selection Trust  
Ltd [1940] AC 648  (denying the taxpayer corporation tax  
relief for issuing shares to employees for less than their 
market value) established a judge-made rule of law which  
required an adjustment to be made to accounting profits 
in respect of the IFRS 2 debits. 

Whilst accepting the possibility that a judge-made 
rule of law could require an adjustment to accounting  
profits, the Supreme Court held that it would need to be 
‘a rule which it is clear applies notwithstanding that the  
company’s profits have been calculated in accordance 
with generally accepted accounting principles.’ 

The decision in Lowry  (which pre-dated the statutory 
reliance on GAAP when calculating taxable profits  
and did not make any explicit finding in relation to 
accounting principles) simply did not meet this test.  
Moreover, the Supreme Court’s endorsement of the view 
that there is no general theoretical basis for the courts  
to calculate profits other than GAAP suggests that the 
number of judge-made rules which would meet the test  
is likely to be small. 

Should GAAP be generally accepted for tax? 
HMRC sought to draw a distinction between accounting  
practices directed at preserving the integrity of the 
company’s balance sheet and those directed at computing  
profit. As it was profits that were the exclusive concern 
for corporation tax purposes, HMRC’s view was that a  
rule of law could be inferred which required adjustments 
to be made to disregard the impact of accounting  
practices falling in the first category (of which IFRS 2 
was said to be an example). 

The Supreme Court did not accept that a company’s 
balance sheet and profit and loss account were separate  
and severable as HMRC’s argument suggested and 
concluded that the distinction HMRC sought to rely on  
was not a valid one. The widespread use of international 
accounting standards means that HMRC’s line of  
argument on this point had potentially far-reaching 
implications and the Supreme Court’s robust rejection  
of it will therefore be met by a sigh of relief from many 
companies. 

Must expenses be ‘ incurred’? 
No deduction is allowed for ‘expenses not incurred  
wholly and exclusively for the purposes of the trade’  
(CTA 2009 s 54(1)(a); emphasis added). HMRC 
argued that this means in particular that in order to be  
deductible expenses must have been ‘incurred’, which  
in turn required that there be an economic cost to the  
company.

In rejecting this interpretation, the Supreme Court  
has laid to rest the lingering uncertainty created by 
comments of the UT in Ingenious Games [2019] STC  
1851 which HMRC had relied on as supporting its 
position on this point. 

The Supreme Court explicitly approved the First-tier  
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Tribunal’s conclusion that the word ‘incurred’ in in this  
particular context is used ‘simply as a participle that 
takes its colour from the word “expenses”’ with the true  
focus of the provision being on whether the expenses in 
question were wholly and exclusively for the purposes of  
the trade or not.  This would seem to leave some latitude  
for arguments around whether ‘incurred’ in other  
contexts could have a different meaning requiring the 
bearing of economic cost.  

Purposeless debits? 
With ‘substance over form’ accounting creating the 
potential for a divergence between the legal transactions  
into which a company enters and how these are 
represented in its accounts, a perennial problem from a  
tax perspective is how questions regarding the company’s 
purpose in relation to those accounting entries should  
be answered. Here HMRC argued that, as the decision 
to grant the relevant options had in fact been made by  
the parent company and the trustee of the EBT, it was 
impossible to ascribe any ‘purposes’ to the IFRS 2 debits  
on the part of the employing companies. 

Importantly the Supreme Court disagreed, holding  
that the FTT’s finding of fact that the debits were 
incurred for the purposes of the companies’ trades was  
one it was entitled to make and that no grounds for 
challenging it had been made out. The Supreme Court’s  
endorsement of the CA’s observations on this point 
adds additional emphasis to the need to understand the  
rationale underlying the accounting treatment when 
approaching issues of this kind. 

Te widespread use of international  
accounting standards means that  
HMRC’s line of argument on this  
point had potentially far-reaching  
implications and the Supreme Court’s  
robust rejection of it will therefore  
be met by a sigh of relief from many  
companies 

Does a capital contribution cause an associated  
expense to be capital in nature? 
No corporation tax deduction is allowed for items of a  
capital nature (CTA 2009 s 53). 

HMRC argued that the debits were simply the  
corresponding entries needed to match the ‘capital 
contribution’ from the parent company which IFRS 2  
required the employers to recognise on grant of the 
options. On HMRC’s analysis, this meant that the debits  
themselves were necessarily capital in nature.

The UK tax treatment of transactions accounted for  
as capital contributions has long been an area subject to 
technical uncertainty. The Supreme Court’s rejection of  
HMRC’s argument and its emphasis that what mattered 
was the character of the debits themselves from the  
perspective of the entity recognising those debits will 
therefore be of interest to anybody analysing the tax  
consequences of transactions or arrangements that do 
not have symmetrical treatment. 

What is an ‘employee beneft contribution’? 
If related to an ‘employee benefit contribution’, relief  

for the accounting debits would have been deferred  
indefinitely (CTA 2009 s 1290). In a section of its 
judgment relevant to anybody analysing the scope  
of these rules, the Supreme Court rejected HMRC’s 
argument that there had been an ‘employee benefit  
contribution’ because a ‘result’ of either the grant of 
the options or the acquisition of shares by the EBT to  
settle the options was that property was ‘held’ under an 
employee benefit scheme in the relevant sense. 

Why did the Supreme Court grant permission to  
appeal the Court of Appeal decision? 
One curiosity about this case is why the Supreme Court 
gave HMRC permission to appeal the Court of Appeal’s  
decision in the first place, given that HMRC had three 
times lost comprehensively on all of their arguments in  
the courts and tribunals below.  

The test for the grant of permission to appeal to  
the Supreme Court is that the appellant must have a 
reasonably arguable case but also that the point(s) raised  
must be of general public importance. With regard to 
the treatment of IFRS 2 debits, the law had already been  
changed for periods post 20 March 2013, so any point 
of general importance as to the debits themselves was  
a purely historical one. This question was emphasised 
further by the short shrift apparently given to HMRC’s  
arguments both during the hearing and in the Supreme 
Court judgment itself. 

One possibility is that the court wanted to give a 
conclusive judgment about the primacy of accounting  
standards in modern tax law and, if that were the  
intention, then it has succeeded in doing so with its  
robust conclusions on the main issues in the case. 

Another possibility is that the Supreme Court may  
have seen the case as an opportunity to clarify how to 
approach the task of statutory interpretation where 
the law in question has been rewritten. Under the  
2009 tax law rewrite, the words in ICTA 1988 s 74 ‘any 
disbursements or expenses, not being money wholly and  
exclusively laid out or expended for the purposes of the 
trade’ were rewritten as ‘expenses not incurred wholly  
and exclusively for the purposes of the trade’.  

Part of HMRC’s argument in NCL was that the older  
wording was more clearly supportive of their argument 
that for a deduction to be allowed, there has to be an  
economic cost to the company which goes beyond the 
requirement for a P&L debit. As such HMRC sought  
to rely (a) on the older wording, and (b) on case law 
relating the older wording, in support of its case on the  
new law. 

Whether or to what extent either (a) or (b) is  
permissible is at present somewhat unclear. 

In the earlier case of R (on the application of Derry)  
v HMRC [2019] UKSC 19, a differently constituted 
Supreme Court had considered the implications of   
the tax law rewrite. Lord Carnwath in his judgment 
noted that the purpose of a rewrite was to make tax  
legislation ‘clearer and easier to use’ without ‘generally’ 
changing the meaning of the law. He also approved of  
comments of Sales J in Eclipse Film Partners (No. 35)  
LLP v HMRC [2013] UKUT 639 (TCC) that the purpose 
of a rewrite is to is to ‘gather disparate provisions into  
a single, easily accessible code’ and that this objective 
would be ‘undermined’ if ‘in order to interpret the  
consolidating legislation, there was a constant need 
to refer back to the previous disparate provisions and  
construe them’. 
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In  Derry, the (now retired) president of the Supreme 
Court, Lady Arden, in one of her last judgments, agreed 
with this but considered that the position is different  
in respect of case law on the old legislation, suggesting 
that it is permissible, perhaps even good practice, to  
refer to case law on the old legislation to assist with 
the interpretation of the new. Lady Arden (in what the  
authors understand was her last judgment) iterated 
expansive views on statutory construction in R (oao O)  
v SSHD [2022] UKSC 3 stating that recourse to pre-
legislative materials (such as consultation documents)  
‘may, depending on the circumstances, go further 
than simply provide the background or context for the  
statutory provision in question. It may influence its 
meaning’. 

In  NCL, both during the hearing (where it was 
mainly evident in interventions from the bench by the  
new president Lord Reid) and in the leading judgment 
of Lord Hamblen and Lady Rose, the Supreme Court  
appears to have distanced itself from Lady Arden’s 
comments in Derry, noting that the word ‘incurred’  
upon which the dispute in NCL centred was a ‘plain 
English word’ that is ‘unambiguous’ and can therefore be  
‘construed satisfactorily … without the need to consider 
any glosses or baggage that might have attached itself to 
the earlier … provisions’. 

On the approach to construction of tax  
law rewrite legislation ... the Supreme  
Court appears to have distanced itself  
from Lady Arden’s comments in Derry  

In  NCL, the significance of the word ‘incurred’ 
was ultimately considered to be of so little import  
that it really wasn’t necessary to resolve the question 
of the extent to which regard should be had to earlier  
legislation or case law. Lord Hamblen and Lady Rose 
acknowledge though that it might be necessary to   
resolve the point in a future more suitable case. In so 
saying, the inference appears to be that they consider  
that Lady Arden’s comments in Derry may have gone 
too far and that life would be much simpler if, following  
a rewrite, taxpayers and the courts started again with a 
blank sheet. 

It will be interesting to see how this point is resolved. 
In the view of the authors of this article, experience tells  
us that the words of tax legislation, whether drafted as 
tax law rewrite or predating those projects, are rarely so  
clear and unambiguous that aids to interpretation such 
as prior case law and extra statutory materials are not  
required. Whilst starting with a blank sheet is a laudable 
aspiration, throwing out the case law baby with the bath  
water may just lead to future courts having to retrace 
interpretative steps that have already been well trodden.  

But for the time being the NCL judgment is to be 
welcomed, as it has conclusively put the IFRS 2 baby to 
bed.  n 
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