
 

 

 

Focus on Investment Funds 

Disguised remuneration and its impact on carried 

interest and co-investment arrangements 

 

This year's Finance Act introduced far-reaching anti-avoidance 

provisions referred to as the disguised remuneration rules.  HM 

Revenue & Customs was frustrated by what it perceived as 

complex and aggressive structuring, but the disguised 

remuneration measures introduced to tackle this planning go far 

further: they catch all 'remuneration' provided by or through third 

parties with only limited exclusions. 
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Disguised Remuneration – an overview 

The disguised remuneration rules apply if:  

1) a person ("A") is an employee of another person ("B");  

2) there is an arrangement to provide rewards or recognition or loans in connection 

with A's employment;  

3) a "relevant step" is taken by a "relevant third person"; and  

4) the relevant step is taken in connection with the arrangement. 

These rules could potentially apply to the acquisition of and returns from carried interest or 

an interest in a coinvest vehicle. 

If the rules apply, then employees will need to be able to rely on an exemption if they are 

to avoid an income tax charge (and NICs) on the value of the "relevant step". 

We understand that it is not HMRC's intention to catch carried interest and co-invest 

arrangements, but Travers Smith's approach is to build layers of defence to the rules.  

This is because the rules are broadly and badly drafted and a taxpayer may need to rely 

on more than one line of argument to stay outside their ambit. 

Rule One: a person ("A") is an employee of another person ("B") 

The rules only apply to arrangements for employees.  In an investment funds context this 

should mean that individuals who acquire their carried interest or co-invest because they 

are a member of a LLP are outside of the rules, although this should be considered on a 

case-by-case basis. Where carried interest and co-invest opportunities are extended to 

employees, there is likely to be a relevant arrangement: it would be difficult to argue that 

the opportunity was not 'in recognition' of their employment status even if (as might be the 

case with co-invest) the opportunity is not intended as a 'reward'. For example, if the co-

invest bears lower fees then it may be hard to avoid the conclusion that the co-invest is 

awarded 'in recognition' of an individual's status as an employee of the fund's manager. 

Rule Two: there is a "relevant arrangement" 

This requirement is broadly drafted and will catch most awards of carried interest and 

many co-invest arrangements where these are made available to employees.  

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

“The Rules are broadly 

and badly drafted and a 

taxpayer may need to rely 

on more than one line of 

argument to stay outside 

their ambit” 
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Rule Three: a relevant step is taken by a relevant third person  

'Relevant step' includes acquiring an asset or paying a sum of money, so it potentially 

catches both the acquisition of an interest in the co-invest or carried interest partnership 

and returns received from these partnership interests.  

As to who is a relevant third party, the legislation is drawn extremely widely and provides 

that either the employer or employee acting as a trustee, or any other person is a relevant 

third party.  In an investment funds context, this could catch the general partner, lenders 

and possibly any Scottish limited partnership which is part of the structure. 

There is an exemption from the rules where the step is taken by a company within the 

same group as the individual's employer, provided there is no tax avoidance motive, and 

this exemption may assist where a step is taken by a general partner. But this exemption 

is poorly drafted and may not exempt all groups headed by limited liability partnerships. 

Rule Four: is the relevant step connected with the relevant arrangement? 

'Connection' is a very broad test and there is no requirement that the person who takes 

the step knows of the arrangement. 

Avoiding problems 

The charge on the acquisition of the carry and co-invest can be mitigated by arguing that 

the up-front value of these assets is low.  Additionally, any charge that is imposed will be 

reduced by cash consideration paid by the employee at the time.  Crucially, if full market 

value is paid up-front and there is no tax avoidance motive, then the returns from the carry 

and co-invest should fall within an exemption from the disguised remuneration rules and 

be taxed in the normal way as investment returns. 

However, there are still pitfalls.  Particular care should be taken when arranging any loan 

finance for the employees' acquisition of carried interest or co-invest.  The loan will only 

be outside the rules if it is made by a bank on ordinary commercial terms and it is 

therefore possible that if the manager negotiates favourable terms and/or provides a 

guarantee or security, it could cause the loan to fall outside the exemption, triggering an 

income tax charge on the full value of the loan, even if it is subsequently re-paid. 

 

 

 

 

 

 

 

 

 

 

 

"If full market value is 

paid up-front and there is 

no tax avoidance, then the 

returns from the carry and 

co-invest should fall within 

an exemption." 

  

"Particular care should be 

taken when arranging any 

loan finance for the 

employees' acquisition of 

their interests in the carry 

and co-invest" 
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