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Abstract

The aim of this book is to examine the Swedish income tax treatment of
derivatives, to ascertain the extent to which this treatment provides tax arbitrage
opportunities, and to present possible solution that may prevent existing
arbitrage opportunities. This study establishes that there are two types of
financial instruments that constitute the greatest challenges regarding tax
arbitrage opportunities in the Swedish income tax system: hybrid financial
instruments and synthetic instruments. These instruments challenge the Swedish
income tax system because their legal form is not always in accordance with
their economic substance. Accordingly, to prevent tax arbitrage opportunities
related to derivatives and other financial instruments in the long run, it is
necessary to draft relevant income tax provisions in a way that better mirrors the
economic substance of these instruments. As a benchmark for such provisions,
the international accounting standard IAS 39 Financial Instruments: Recognition
and Measurement is presented and evaluated.

The topic and findings are of interest to academics and are highly relevant to
practitioners and government officials in the area of income taxation. Although
the focus is the Swedish income tax system, the material in this book has
application to other countries as well.






Content

ACKNOWLEDGEMENT 111
ABSTRACT A\
CONTENT A\ 11
ABBREVIATIONS XVII
1 INTRODUCTION 1
L. THE SUBJECT vttt sttt s 1
1.2 STUDY PURPOSE AND DELIMITATION .....ccccceruieuieienieieniinnenieeneeeennennens 2
1.2.1 PUFPOSE ... s 2
1.2.2 DeliMItALION ..........cc.cooiiiiiiiieiieeeeee e 2

1.3 METHOD AND MATERIAL.....ccteteuieiiiiieniieiesieeieeeetete st eeenenens 4
1.3.1 Interdisciplinary SHUAY ............cccoevvieviiciiiiiieiecieeeeeeeeie e 4
1.3.2 Comments on the Application of a Traditional Legal Method...... 4
1.3.2.1  Interpretation of Legislation ...........cccecevirincniiiiniieneeececeen 4

1.3.2.2  Preparatory WorkS......c.cooieererierieieiriieieseeeeee s 5

1.3.2.3 €S LaW .cuuiiiiiiiieeiiicccetc ettt e 5

1.3.2.4  Additional Legal Sources — Literature...........ccceoveevrerenenenieencnenenen 6

1.3.3 Comments on the use of Financial Literature.............................. 7
1.3.4 Comments on the use of Materials on Financial Accounting ....... 7
1.3.4.1  Materials on Financial ACCOUNtING.........cccevierieiririninieieececeeenes 7

1.3.42  INrOUCHION .uniiiiciiitcee e 7

1.3.43  The Accounting Standard and Application Guidance...........c.ccoeeuneee. 8

1.3.4.4  Basis for Conclusion, Preface to IFRS, and the IASB Framework....... 8

1.3.4.5  Tllustrative Examples and Guidance on Implementing IAS 39............. 9

1.3.4.6  INLCIPIEtatiONS. .. ccvvervieeieieeieeieeeteiesieetesteesesseessesseessesseessesseessesseessenseas 9

1.4 SOME TERMINOLOGICAL ISSUES .......ccceociririiiiieiiiineniieeeeeeeeeiene 10
1.4.1 Analytical Framework: FIiNance................c..cccoocevvveeeeceeeeenneenn. 10
1.4.2 Some Commonly Used Terms .............c.ccccoeevvvevviveiceeaeeaeennnn, 10
1.4.3 The Realization Approach and the Fair-Value Approach........... 11
1.4.4 LANGUAZE ...ttt 12

L5 OUTLINE w.outiiieiieicicesteee sttt sttt s st 12

vii



2

THE ECONOMIC SUBSTANCE OF DERIVATIVES......eicenen 15
2.1 ANALYTICAL FRAMEWORK ......cccctttiiienieeniieenreenireeneeensreenneensnesnnesnns 15
2.2 INCOME AND RISK.....cccotiiiiiiriiiinieeiiieste et este e esveeseveeseneesiveesane e 15

2.2.1 The Haig-Simons Concept of Income................c.ccccccovvveveennnn.. 15
2.2.2 RUSK oo 16
2.2.2.1  Different kinds of RisK ........ccceevievieviiiieiieieiecececeeeseeeeeeeee 16
2.2.2.2  RiSK Premitm ......cccveiiieieiiiieiiecciesieceee ettt 17
2.2.2.3  Risk and RetUIM ......coovieieiiiieiecieieseeeetcet et 17
2224  Payoff Profiles......ocoeoiiriiiiiece e 18
2.3 DERIVATIVES .oiititiiieeeiiienteeniteenteeseteesseessseesssesssseesssesssseesssessssessssennns 20
2.3.1 DEFITILION ... 20
23,101 DEIIVALIVE cueevvieiieieeiieiieiieiesieestesteeaesteessesseessesseesaesseessessesseessesseessenes 20
2.3.1.2  Financial InStrument .............cceeverieviineeiienieienie e eseeseesae e e 20
2.3.1.3  Derivatives and other Financial Instruments............ccccoecvevveniacrennenne 21
2.3.2 Derivative Trade...............c...cccoooeeeeieeeiiiiieeeieeeeeeeie e, 21
2.3.3 The Purpose of Derivative Trade..................ccccoevveevvieeneennnnsn. 22

2.4 PRICE-FIXING DERIVATIVES .....c.cccooiiiniiniiniiniiiieiercieie e 23
2.4.1 FOPWAPAS. ...ttt 23
2.4.1.1  DefiNItiON...ccviitieierieeiiestieiesie ettt ebe e e stesreesesseeaesreessesseennenes 23
2.4.1.2  The Delivery Price of a Forward .........c.coocooeoiininininiciiee 23
2.4.1.3  The Value of a FOrward...........ccoeoeiiininiieeiieeeeeee e 25
2.4.2 FUIUPOS ..o 26
2.4.3 SWAPDS .ottt 26
244 Using Price-Fixing Derivatives to Transfer Risk........................ 27
2.5  PRICE-INSURANCE DERIVATIVES ......coceiiriiniieieieieienie e 29
2.5.1 OPTIOMNS ..ottt ettt taeestaeenaaeeneeans 29
2.5.1.1  The Function of OptionsS.........cceeeveriereeriirierienieeieneeeesieeeesseesessenes 29
2.5.1.2  Different Kinds of OPptions ..........ccoeceeeeriieieriesieeienieeeneeeenveeeenneens 30
2.5.1.3  Intrinsic Value and Time Value.........cccocovirireininininieecceee 30
2.5.1.4  The Strike Price of an Option .........ccceceevvieierierierienieeseeieseeieniees 31
2.5.1.5  The Value of an Option ........ccceeeevierierienieieseeieseeeeseeeesveeeesiees 31
2.5.1.6  Long positions in OPtiONS.........coueeeuiriererierieieirieeneeeeeicereseesneeens 32
2.5.1.7  Put-Call PArity ....ccveveieeeiiieiiieieiee e 33
2.5.1.8  Short Positions in OPtions ..........cceevuereerierrierieseeienseesesieseesseseesnenns 33
2.5.1.9  The Payoff from Options..........ccceveeuireriniiiieieinieeneeeeee e 34
2.5.2 Using Price-Insurance Derivatives to Transfer Risk.................. 35
2.5.2.1  UPSIAE RISK evieieiieiieiiciieie sttt ettt st es 35
2.52.2  Downside RisK......cccooeiriririiiiiiiceeee e 36
2.5.2.3  TOtal RiSK .ovouiieieiieiieceee e 36
2.6 FINANCIAL ENGINEERING ....ccceiiiiiiiiiiiieeeeeeiiiieeeeeeeeeiirnreeeeeeeeennnseeeens 37
2.6.1 NO-QVDIIFAZE ... s 37
2.6.1.1  The Modigliani-Miller Proposition...........cccceoveerirenenennencnenens 37
2.6.1.2  Pricing DerivatiVes .........ccccevereieiniriinenieie e 38
2.6.1.3  The Relationship Between Spot Prices and Forward Prices .............. 38
2.6.1.4  Interest-Rate Parity .........ccocooererrininineee e

2.6.1.5  Put-Call Parity (revisited)

viii



2.6.1.6  The Relationship Between Options and Forwards...........ccccceevvevennnne 40
2.6.2 Basic Building Block Financial Instruments.................c............. 41

2.6.2.1  Two Types of Building BIOCKS..........cccerereriririninenieieeenceee 41
2.6.2.2  DEIIVALIVES ..eoveiiiinieiieiieiieierie ettt sttt sttt 41
2.6.2.3  Credit-extension INStruUMenNts..........ccveeeuerenienienieireneneecececeene 42
2.6.3 SYIERELICS ...ooveieee ettt 43
2.6.3.1  Replicating Payoff...........cocoriiiiiiiiiieeee e 43
2.6.3.2  Synthetic Capital ASSELS......cceoveieiruiriirieieieeeerereeee e 43
2.6.3.3  Synthetic EQUILY ....coveiiiriieeee e 44
2.6.3.4  Synthetic Debt.......ccoeciiiiiiiiiieie e 45
2.6.3.5  Synthetic Derivatives ..........ccceeerieieirinenieieieeeeeese e 46

2.7  NON-TRADITIONAL FINANCIAL INSTRUMENTS .......cccevuiruinrininrennennenn 47
2.7.1 Financial INNOVALIONS ...........c.cccocevviiiiiiiiiineeeie e 47
2.7.2 COMPOSTLE COMIIACES........oeeeveereeeiieeieeeiieeieeecieeereeereesvaeesea e 47
2.7.2.1  Raising Capital and Managing Risk ..........cccccoevrinininenninninene 47
L O | TSR 47
2.7.2.3  FLOOTS ettt e 48
2.7.2:4  COLIATS wniiieeteeee e e 48

2.8 CONCLUSIONS....cceiiiiititenttettetetete sttt ettt oot s ne 49

3 TAX ARBITRAGE AND THE GENERAL STRUCTURE OF THE

SWEDISH INCOME TAX SYSTEM 51
3.1  LEGAL FRAMEWORK ......ccciruiiiiiuieiieiiienie sttt ettt 51
3.2 TAXARBITRAGE ....oooiiiiiiitieiieicieieteie sttt s 51

321 Defining Tax ArBDitrage...............cccouevveeviceiiieieiiaciieeieeieaeeennenn, 51
322 Realization vs. Fair-value...................ccccccccccovevviiviianiacieaieennenn, 52
323 The Ability to Pay Income Taxes...............cc.cccevvevvecveceeneenneann. 54
3.2.4 TTICOMC. ...t 55
325 Timing ArDitrage...........ccoccvveeiieeciieiieieeeeeeee e 55
3.2.5.1  Defining Timing Arbitrage.........ccoceoeeirireneneieinerereeeeee e 55
3252 TaX Credilec.coeseeeieieieeieeiee e e 56
3.2.53 Tax Avoidance and Recharacterization ...........c.ceceeeveneneeecncnennenee 57
3.2.5.4  Establishing Legal FOrm.........ccccceoiviniiininiiiicreeeee e 58
3.3  FUNDAMENTALS ON THE GENERAL STRUCTURE OF THE SWEDISH
CORPORATE INCOME TAX SYSTEM ....ccueeiiiiiiniiniieiieieiiereieie e 58
3.3.1 INCOME from BUSINESS ........c..ccovecuieiieiiiieiieeieeie e 58
3.3.2 OFdiNarY BUSITESS. ......cccvveeieeeiieeeieesieeeeiieesieeeseeesiaeesaeeeiaeeaeeens 58
3.3.3 Financial Instruments and Ordinary Business ........................... 59
3.3.4 SECUTIEY BUSTNESS ..c.vveeeeeeeei ettt 60
335 Income from Ordinary Business and Income from Capital
MANAGEMENL...........oooeiiieie et
3.3.5.1  Recognition of INCOME ....c.evviieieieiiiiiiieee e
3.3.52  Good Accounting PractiCe..........ceoueeeuiriinienieieieienieneeeecee e
3.3.53  Accrual ReCOZNItION. ....cc.evuiieieiiieiirierieieee e

3.3.5.4  Accrual Recognition and Financial Instruments

ix



3.4  INCOME FROM A COMPANY’S CAPITAL MANAGEMENT ......ccccvvvvvvevenn. 63

3.4.1 SCOPC.c.oo ettt
3.4.2 Capital Gains and Capital Losses ....................
3.42.1 Defining Capital Gains and Capital Losses
3422 Income Tax Treatment..........ccccererriiniriieneneeninicieneeeeeeeeese e
3.42.3  Equity, Debt, and Non-Financial [tems ..........ccccoceverenenninieninens
343 DiVIAEN S ............ccoeeiiiiiiici e
344 TREEVESE ..o
3441  Defining INerest ........coevveieiiiiirienieeieer e
3442 Interest — the ECONOmMIC CONCEPL...vervirrerierierrierieieeeierieeeieseeenvenes
3.4.4.3 Interest — the Formal Concept........covvievuerierienrieieniereeieeeeieseeenenes
3444  Two ReCENt CaSES ..cc.eerueruiiiiniiinieiieiieiereestetceie ettt
3445 Income Tax Treatment..........cocceverviiniriienenieeninieieneeeeeeee e
3.4.5 Income from Non-Financial Items .................cc.ccocveeveveeaveennnann.
3.4.6  Expected Income or Expenses and Windfall Gains or Losses..... 70
3.4.7 TNCONSISIENCIES ... 71
3.47.1  Tax Arbitrage OppOrtunities .........ceeuervereeeeeriererenienieeeeeeeeeseeneeeens 71
3.47.2  Debt and Non-financial Items vs. EQUity........ccccocvininenninicninens 72
3.4.7.3  Interest vs. Capital Gains or LOSSES......cccccvrvvervieieriereeeiieieieseeenenne 72
3.5 CONCLUSIONS....cutiiiiitittnttete ettt sttt s 73
4 DERIVATIVES 75
4.1  TAXATION ON THE BASIS OF LEGAL FORM ....c..coocciniiiiiiiniiniieniceiens 75
4.2 DEFINING DERIVATIVES.....ccceociiiiiiiiniiniinienieeieeeeeeiene e 76
4.2.1 Derivatives — Financial Instruments or Wagering Contracts?... 76
4.2.2 FOPWAPAS. ...ttt 77
4.2.3 OPTIOMNS ..ottt et ettt sae e aeestaeenaaeeneeens 78
424 STmElar CONPACES .........cccooci it 79
4.2.5 Option-Like CONTACES .........c.ocouveeieeeieeiieeieeeee e 80
4.3 TAXING INCOME FROM DERIVATIVES ......ccceoiruienieieniinienieneeieeenennens 82
4.3.1 Similarities in the Income Tax Treatment of Capital Assets
ANA DEFIVALIVES ...ttt 82
4.3.2 Capital Gains and Capital LOSSES .............cc.cccoevvevviceiiceeeeannnn. 83
4.3.3 FOPWAPAS. ...ttt 83
4.3.3.1  Disposing of FOrwards........c.cccceoeiririneneieinineeeeeceeee e 83
4332  Closing out TranSactions ..........ccceceeeruererienieieeninieneneeeeeereseesneeens 84
4.3.3.3 Disposal by Cash Settlement or Delivery .........ccccoovininereencnennns 84
4.33.4  The Cost 0f OBtAINING .....ccervirveieieiiriirienieieeeeeicee e 85
4.3.3.5 Recognition of Gains and LOSSES.........cccevvevieeeirinenenieeieescsene 86
43300 LOSSES weuveiiiiiiiieienie ettt sttt sttt 86
4.33.7  ShOrt SEIING ...cveieieiieiieiiiereeee e 86
4.3.4 OPTIOMNS ...ttt ee ettt ettt e e taeestaeenaaeeneaens 88
4341  Disposing Of OPtionS .......cccerueruerieiririnenieieieieeeeese e 88
4342 Disposal by Cash Settlement or by Neglecting Exercise ................... 88

4.3.4.3  The Disposal of Options Settled by Delivery

X



4.3.4.4 Disposing of Options by Transferring Them to Another Party........... 89

4345  The Cost 0f ODtAINING ......coerveeeieieiirienierieieceeeeee e

43.4.6 Recognition of Gains and Losses ....

4347  OffSetting LOSSES...c.eeueiuiriirieieieiieieicsiesteseeece st
4.3.5 Option-Like CONTACES .........c..ocouveeieieieeiie e se e
4.3.6 Derivatives with the Issuing Company’s Own Shares as
the URAEFLYING ..ot 92

4.4  DERIVATIVES AND TAX ARBITRAGE .....ccevueruieiieireienienieneeeeeeeeiennns 93
4.4.1 Tax Arbitrage OppOrtUNILIEs............c.cccvveevveecieeeiiesieeeireeeieenes 93
4.4.2 Hybrid Instruments and Synthetic Instruments ........................... 93
4.4.3 Derivatives as Hybrid CONIFraCES...........ccoccoveecveniienieeniianneene, 94

4.4.3.1 Compensation for the Advance of Capital............ccoeevevvervrcreniniennnnne 94

4.4.3.2  Plain Vanilla OPtions ..........ccceevuieierieriieriinieeeseeeeseeeesiessessessessenes 94

4.4.3.3  Options that are “Deep-in-the-Money”..........cccecevererenenerenerenennne 95

4434 Taxing the Payoffs from Options and Bonds...........cccceoeeirencninenene 96

4.4.3.5  Prepaid FOrWard ........ccccveviirieieniieieniecieieee e et se e ve e ene e 97
4.4.4 Using Derivatives in Synthetic InStruments .....................c......... 98
4.4.5 Expected-Return Taxation ................cccoeeeveveeeeeneeceeeceeaieenneans 100

4.5 CONCLUSIONS ..ottt sttt sae e s e 101

5 METHODS TO TAX THE PAYOFFS FROM HYBRID

INSTRUMENTS 103
5.1  DERIVATIVES AND COMPOSITE CONTRACTS.......ccerueruinreruierineennennns 103
5.2 TAXING THE PAYOFF FROM HYBRID INSTRUMENTS.........ccceeveueeunennene 104

5.2.1 Contingent Debt INSFUMENLS .............cc..coveereeerieceeieeireereeseennns 104
522 Two Types of Hybrid INSrUMeEnts .................ccccoeveeevecreevuennens 104
523 Three Methods ..............cccoeioiioiiciioiiiiieeeeeee et 105
524 The Efficiency of the Three Methods.................c..ccccovecvvecuennnnn. 106
5.2.4.1  The Payoffs from an Equity Index-Linked Bond and its
Building BLOCKS......ccueitiriiieieieiiiteee e 106
5.2.4.2  Expected-Return Taxation........cceceevveecierieeeenieniesieseeeeseeseesieesseeens 107
5243 Bifurcation......cocooeiirieiieieiieiieiesietee s 108
5.2.44  Taxation on the Basis of the Legal Form of the Hybrid Instrument .108
5.2.45  Preventing Tax ArbItrages........cccoceveruereenieerinienenieieeeeeeeee s 109
5.3 BIFURCATION AS AN EXCEPTION IN THE SWEDISH INCOME TAX
SYSTEM ...ttt sttt sttt et et s s e ne 110
5.3.1 The “Residual Method .............cc.ccccoovevinoiiciiciiiaieeeeee 110
5.3.2 Income Tax Treatment Of URILS..........c.cocovevvevveeeeciieieiiennnns 110
533 Units in Relation to other Contingent Debt Instruments........... 111
5.4 CONCLUSIONS ......ccimtiitirtietieiteietente ettt ettt st e sae et saenens 112

Xi



6 COMPOSITE CONTRACTS 113

6.1 COMPOSITE CONTRACTS — COMBINATIONS OF BASIC BUILDING

BLOCK FINANCIAL INSTRUMENTS......ceeittteitieeneieeireeieeeereeseesseeeseessnesseens 113
6.2 INSTITUTIONALIZED COMPOSITE CONTRACTS ...ccvveeveerireereesveennnenns 114
6.2.1 Capital Raising CONFACES..........cccveeeeeeniiieeeeesiieeeeenieeeaeein s 114
6.2.2 Bonds Combined with Warrants ................ccccccooeveeeeeeveieeecnenn. 115
6.2.3 CONVETLIDIES ... 115
6.2.3.1  Traditional Convertible Bonds...........ccccevvevvenriecienieienesiesieeeennens 115
6.2.3.2  Mandatory Convertibles ...........cocererierieieinineneeeeee e 116
6.2.4 Income Tax Treatment of Bonds Combined with Warrants
and Convertibles ................cc...cccccuoo.....

6.2.4.1  The Cost of Capital
6.2.42  Income Tax Treatment of the Costs Connected to Certain

Capital Raising CONLIACES ......eoveveieiieiietiriirieieieecee et
6.2.43  Tax Arbitrage OppOrtunities.........ceeereeeereererinieriereeieeereseeseseeeenes
6.2.4.4  Options 0N OWN SHAIES .....cceevvireeieriieieniieeesreeiesieeee e eaesseseeeeens
6.2.5 DEBENIUTES ...
6.2.5.1  Different Types of Debentures
6.2.5.2  Participating Debentures..........ccceceeererereininininee e
6.2.53  Equity Debentures ..........cccceceeeririenieieieieiniceereeeeeeee s
6.2.5.4  Convertible Debentures ...........ccccoeverieirenirineneeeeee e
6.2.5.5  Participating Interest vs. Dividends ..........ccccoceecerininninincnenene. 122
6.2.5.6  Tax Arbitrage Opportunities Related to Debentures....................... 123
6.3 NON-INSTITUTIONALIZED COMPOSITE CONTRACTS......cocveverueerrenrenene 123
6.3.1 A CaASE LAW SUFVEY ..o 123
6.3.2 Equity Index-Linked Zero-Coupon Bond..................ccccocouvn... 124
6.3.2.1  Case RA 1994 referat 26..............
6.3.2.2  Legal Implications of the Case
6.3.3 Real Zero-Coupon BOnd................ccccoevveeieveiicieniaciieieaieenin,
6.3.3.1  The Economic Substance of a Real Zero-Coupon Bond.................. 126
6.3.3.2  Case Law on the Taxation of Income from a Real Zero-coupon
Bond — Case RA 1995 1eferat 71 ........ccovuevrveeeerereeeeeeeeeeeeieeeeee e s 126
6.3.3.3  Real Zero-coupon Bonds, Convertibles, and Bonds Combined
WIth WAITANTS ..ot e
6.3.3.4 A Deep-in-the-Money Call Option on CPI
6.3.4 Foreign Exchange Index-Linked Bond .................cc.ccccocouenn...
6.3.5 Reverse Convertible............c.ccocooeiiniiiiiiiiiiiiieieeeee
6.3.5.1  The Building Blocks of a Reverse Convertible............cccecceeruenene. 130
6.3.5.2  The Payoff of a Reverse Convertible...........cccoocevinenenncncneneene. 131
6.3.5.3  The “Interest” of a Reverse Convertible...........ccocovevereerinenenene. 131
6.3.5.4  Case Law on the Taxation of Income from a Reverse
Convertible — Case RA 2001 referat 21 ........cc.covrveveerceeeeerereeeeeeeeeese e 131
6.3.5.5  Legal Implications of the Case .........cccecereeeririnenenieecrcnesene 132
6.3.5.6  Offsetting Negative Payoff from Indivisible Instruments................. 133
6.3.6 “EQUILY BASKEL” .......oooeeeie e 134
6.3.7 SWAPDS .o 135



6.3.7.1  The Parties 0f @ SWapP .....cccevievierieiesicieceeeee e 135

6.3.7.2  The Similarity Between a Swap and a Series of Forwards................ 135
6.3.7.3  EQUIty SWap oo
6.3.7.4  Cases RA 2001 notis 160 and RA 2007 referat 3
6.3.7.5  Swaps and Tax Arbitrage Opportunities..........c.ceeervereeeeerrenrerennenee
6.3.8 Equity Index-Linked Coupon Bond..................cc.ccccoovevvevunnnnnn.
6.3.8.1  Case RA 2003 1eferat 48 ........c.coeivreeeveeveeeerereeeeeeeeeee s
6.3.8.2  Legal Implications of the Case .........ccoceeuereeerirenenieeececeeene
6.3.9 Income Tax Treatment of Hybrid Composite Contracts ........... 141
6.3.9.1  Systematizing the Case Law on Non-institutionalized
COMPOSIEE CONIACTS .vvevvivieeieriieieitieiesteetesteetesteeaesseessesseessesseessessesssessesssenses 141
6.3.9.2  Classifying the Payoff from Non-Institutionalized
COMPOSIEE CONIACTS .vvevvevieereriieieitieiesteetesteetesteeaesseessesseessesseessessesssessesssenss 141
6.3.9.3  Composite Contracts and Tax Arbitrage .........c.ccocevevereeerinenennne. 142
6.4 CONCLUSIONS .....coiiiiiiiiiiiiiiicit it 143
7 SYNTHETICS 145

7.1  DIFFERENT USES OF SYNTHETICS .....ccoevueruinieriinrininneennennnns
7.2 THE NATURE OF SYNTHETICS AND THEIR USE
7.2.1 Defining SYRIRELICS .........c..ccocvuevieiieciieiieieeeeeee e
7.2.2 The Principle Differences Between Composite Contracts
ANA SYNERCLICS ...t 146
7.2.3 Taking Apart and Putting Together ..............c..c.cceevecveeuenncnn. 147
7.2.4 Tax Arbitrage and Hedging ..................cc..ccoeveviveviaciiacieaiannins 148
7.2.5 INECGVALION ...t 148
7.2.5.1  The Function of Integration...........ccecevuerieieininenenieeeercnesene 148
7.2.52  An Indivisible Synthetic........cocooevirerierieiiiieeeeeeeee e 149
7.3 TAX-DRIVEN USE OF SYNTHETICS ....c.cecctruieririeireieieienieeieseeneenennen 150
7.3.1 Two Types of Tax Arbitrage Opportunities......................c........ 150
7.3.2 Replicating the Payoff from Existing Financial Instruments.... 151
7.3.2.1  Equal Risk and Cash FIOW ........ccccecuevieviinieienieieeceeeceeie e 151
7.3.2.2  No-arbitrage Pricing and the Construction of a Synthetic Bond....... 151
7.3.2.3  Using Interest Rate Parity to Construct a Synthetic Bond................ 152
7.3.2.4  Using Put-Call Parity to Construct a Synthetic Bond..........c............ 153
7.3.2.5  Using the Relationship Between Options and Forwards to
Construct a Synthetic Bond.........ccoiviiiiiiiinieeeeee e 153
7.3.3 SIAAAIES ... 154
7.3.3.1  ReEAHZALION.c..cueiiiiiiiiiiieee e 154
7.3.3.2  Straddle Transactions ..........ccceceeereruereerienieeneniene e 155
7.3.3.3  Synthetics as Straddles ........c.ccevverinineieii 157
7.3.3.4  Inter-company Straddles..........cceveevierieciereeieniieiene e 158
7.3.3.5  Shorting Against the BOX .......cccecerininirieniiiinereeeece e 159
T4 HEDGING.....cotiiiiiiiiiniieiteeeteteete sttt s 159
7.4.1 Theory And PrACHICE...............c.c.cceeveeeieeeeceieeieieeeieaie e 159
7.4.2 Income from Derivatives used for Hedging - Theory................ 160

xiii



7.4.2.1  Classification of INCOME .........coovviviiiiiiiciiiieeeeeee e 160

7.42.2  Income from Capital Management ............ccceceeerereriececrenennenne 160
7.42.3  Income from BUuSIness ..........cccoooerereieiieiiinineneeeeeeeeee e 161
7.4.2.4 A Solution based on Empirical Evidence ...........ccccevvvviecieninnennene 162
7.4.3 Income from Derivatives used for Hedging — Practice........... 162
7.4.3.1  Income Tax Treatment of Derivatives used for Hedging — De
Lege Lata
7.4.3.2
7.43.3 Hedging and Good Accounting Practice.........c.ccoceveviereeineneniennene. 164
7.43.4 Hedge Accounting to Establish the Purpose of Derivative Holdings165
7.4.3.5 Decisions from an Administrative Court of Appeal..........c.ccveuvenee. 166
7.4.3.6  Implanted Derivatives.........ccveveeieerierierienieieceeieee e sie e 168
7.5 CONCLUSIONS....cceetitintiittntteiteteteste st sttt et sa e e ere oo nennes 169
8 IAS 39 - MEASURES TO PREVENT TAX ARBITRAGE? .............. 171
8.1  SWEDISH INCOME TAXATION ANDIAS 39 ....ccoooviiiiniiniiiiieiene 171
8.2  MEASURES TO PREVENT TAX ARBITRAGE OPPORTUNITIES
RELATED TO FINANCIAL INSTRUMENTS ..ottt 172
821 Abolishing the Realization Approach? ...............cccceeevennnne.. 172
822 Taxing Financial Instruments Based on a Fair Value
APDFOACH.........c.oooueieiiiiiiiieeiee ettt 173
8.2.2.1  Financial Instruments held by Financial Companies ...................... 173
8.2.2.2  Financial Instruments held by Non-Financial Companies ............... 173
8.2.2.3  The Commission on the Connection Between Financial and
TaX ACCOUNTING ...neevieiiiieteteeeeieei ettt sttt st sbe e neene
8.2.2.4  Implications of Introducing a Fair-Value Approach
8.2.2.5  Implications of Extending the Use of a Realization Approach........ 175
823 Legal Classification Based on Economic Substance................. 176
8.2.3.1  Weaknesses in the Taxation of Financial Instruments.................... 176
8.2.3.2  Focusing on Economic SubStance ............cccceceecereneniercecnenenennnes 176
8.2.3.3  Alternative Bases of ACCOUNtING ......ccveieuieiiriininiiieieececeene 177
8.2.3.4  1AS 39 — Financial Instruments: Recognition and Measurement..... 178
8.3 MEASURES AGAINST THE RECOGNITION OF HYBRID INSTRUMENTS... 179
83.1 Hybrid Instruments and Tax Arbitrage Opportunities.............. 179
83.2 Distinguishing Between Regular Derivatives and Derivatives
as Hybrid INSIFUMERLS ...............c..ccoovveeiaiieiieiieeeeeeeie e 180
8.3.2.1  Initial Net INVEStMENt ...c..cveuieiiriiriiieieececeeeee e 180
8.3.2.2  Defining Derivatives........cceeeerireneieiececrieeereeee e 181
8.3.2.3  Redefining Derivatives in the Swedish Income Tax System?.......... 181
8.4 BIFURCATION....ceiiiiiiiiiiieiieteteietese sttt st st 182
84.1 Embedded Derivatives ................ccoooevceiciioiioiaisieieeseeenenes
842 Closely Related Contracts
84.3 Measuring the Building Blocks of Composite Contracts .......... 184
844 Bifurcation Based on Economic Substance............................... 185
8.5 HEDGING....cotiiiiiiiiticiicitciteteeetee ettt s 186



8.5.1 Neutral Treatment of Various Hedging Strategies.................... 186

85.2 Hedging as an EXCEPLION ...............cc.cccoevvevieciieiieieciieieeieannns 187
853 Qualifying for Hedge ACCOUNTING ...............ccccvveveveaeriariannnn, 187
854 Hedge Accounting Rules — an Optional Set of Rules................ 188
855 Synthetics that are not Hedge Relationships............................. 189
8.6 CONCLUSIONS ..ottt sttt ettt e e nens 190
9 SUMMARY AND GENERAL FINDINGS 193
9.1  DERIVATIVES AND SWEDISH INCOME TAXATION........ccceoivuirinirennnnne 193
9.2  THE ECONOMIC SUBSTANCE OF CAPITAL INVESTMENTS ................... 194
921 Income ClasSifiCAtion ................ccocevvveeeeeieciiieeeeeeieeieeieeieens 194
922 Basic Building Block Financial Instruments............................. 194
9.3 TAX ARBITRAGE OPPORTUNITIES .....ccoevuiruiemiriieirereeenienieereseeneennennen 195
9.3.1 Recognition of INCOME ...............cc.cccovceeeiecieiiiiieiecieeeieeins 195
932 Financial Instruments and their Building Blocks ..................... 196
9.4 POSSIBLE IMPROVEMENTS ......coctiiiiiiiniiniieiieieiieneniesie e 196
94.1 Possible ways to Prevent Tax Arbitrage Opportunities............ 196
942 Defining DeriVALiVes ..............cc.cccoevueveeeeaeeiaeeieeeeeeseeieesesieens 197
9.4.3 BifUurcQtion .................cccocvevueiiiiiieiieceece e 197
9.4.4 HEAGING..........c.ooooieviiicieeeeeeeeeee e 198
9.4.5 Taxing Derivatives De Lege Ferenda......................cc.ccoocuen.. 199
9.5  CONCLUDING REMARKS ......coviuiiiiiiiiiiniieiieeeeeieeie e 199
REFERENCES 201

XV






Abbreviations

AG
BC
BFN
BIS
CA
Cf.
COM
CPI
EATLP
EC
Ed.
EU
etal
IAS
IASB
IFRIC
IFRS
IE

IG

IN
ISDA
ITA
JWG
No.
MM
OECD
OTC

pp.
Reg
RR

SoU
USD
Vol.

Application Guidance

Basis for Conclusion

Bokforingsndmnden

Bank of International Settlement

Company Act

Confer

(European) Commission

Consumer Price Index

European Association of Tax Law Proffessors
European Community

Edition

European Union

et alii

International Accounting Standards
International Accounting Standards Board
International Financial Reporting Interpretations Co