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DRAFT - BUDGET CONFIDENTIAL

[3x] 14 March 1989

ADVANCE CORPORATION TAX

The Chancellor proposes in his Budget to amend the advance
corporation tax rules. The changes will

- make it easier for groups of companies to reorganise,
but

~ strengthen the safequards against tax avoidance.

DETAILS
10 The main features are:

Group reorganisations

2 A company which pays advance corporation tax (ACT) can
surrender it to a subsidiary company to be set against its
liability to corporation tax (CT). 1If the subsidiary company
cannot immediately use all of the surrendered ACT it is carried
forward to be set against its future CT liabilities. But if the
company ceases to be a subsidiary of the other company, any
unused balance of the surrendered ACT cannot be carried forward
beyond that point (and so will be lost). The purpose of this
rule is to prevent a company selling ACT by surrendering it to a
subsidiary and then selling the shares in the subsidiary.

3y However, the rule also deters commercially desirable group
reorganisations under which one company may cease to be a
subsidiary of another although both will remain under the
ownership of a third company. The rule will be amended to allow
surrendered ACT to be carried forward in these circumstances.

Change of ownership of a company

4, Where a company has paid ACT, the ACT is lost if

= the ownership of the company changes, and

/- there is either
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- there is either a major change in the company's
business within 3 years, or

- the company becomes largely dormant before the change
of ownership.

This provisicn prevents a company with unused ACT being sold to
another company which would transfer its existing profitable
activities to the purchased company to make use of ACT. A
similar provision applies where there are unused trading losses.

5k The rules for determining whether there has been a change of
ownership are the same for ACT and trading losses (Section 769 of
the Income and Corporation Taxes Act 1988). Two of these rules
do not always work satisfactorily. These will be amended.

6. The first is in subsection (5). This disregards a change of
ownership if before and after the change the company is a "75 per
cent subsidiary" of another company. This is intended to prevent
the loss of ACT or trading losses where there is a group
reorganisation under which the ultimate ownership of the company
does not change. But the definition takes account only of the
ownership of the company's ordinary share capital and this does
not always reflect the economic ownership of the company. The
definition will be changed to ensure that a company will be
treated as being a 75 per cent subsidiary of another company only
if that company is entitled to at least 75 per cent of its
profits and to 75 per cent of its assets if it is wound up. The
detailed rules will be based on the rules that already apply for
group relief (Schedule 18 of the Income and Corporation Taxes Act
1988). :

T The second rule that does not always work satisfactorily is
in subsection (6). This says that if there is a change of
ownership of a company any 75 per cent subsidiary of that company
should also be treated as having had a change of ownership. This
rule reflects the fact that the ultimate ownership of the
subsidiary will have altered even though its direct ownership is
unchanged. But the rule has no effect on a company which is not
a 75 per cent subsidiary. For example, the parent company may
own 70 per cent of the shares and another company in the group
may own Lhe remaining 30 per cent. The shares in the parent
company may be sold to another company together with the 30 per
cent shareholding. The purchaser will therefore directly or
indirectly own all the shares of the subsidiary company. But
under the existing rules, that company is not treated as having
had a change of ownership. 1In order to reflect more closely the
realities of ownership, subsection (6) will be amended so that
when there is a change of ownership of a company any shares (or
rights or powers) possessed by the company will be treated as
having changed ownership.

8. One further change will be made to the provision concerning
the loss of ACT where there is a change of ownership. It will
apply where a company surrenders ACT to a subsidiary and both
companies pass into the same new ownership (for example, the

/parent company may be
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parent company may be sold to another company and the provision
described in the previous paragraph will cause there to be a
change of ownership of the subsidiary). In future, if within
three years of the change of ownership there is a major change in
the business of the company which surrendered the ACT this will
prevent the subsidiary making use of the surrendered ACT after
the change of ownership. 1In other words, if the ACT would have
been lost if it had not been surrendered then it will be lost
even if there has not been a major change in the business of the
company to which it has been surrendered. The purpose of this is
to prevent the indirect sale of ACT by surrendering it to a
subsidiary which has been set up to carry on activities which
would fit into the business of the purchaser.

Dividends and interest paid between members of a group

95 A parent and subsidiary may elect that any dividend paid by
the latter to the former should not be liable to ACT:. - "The
companies may also elect that any interest paid from one to the
other may be paid without deducting income tax. (Similar
elections can be made by a company owned by a consortium and a
member of the consortium.) These provisions allow a group of
companies (or a consortium) to conduct its internal affairs
without encountering unnecessary tax obstacles.

10. The provisions work satisfactorily where the companies
concerned are in a genuine group (or consortium) relationship.
But the test of ownership of one company by another (or by a
consortium) operates by reference to the ownership of the
ordinary share capital. This does not always reflect economic
ownership. So it is possible to devise arrangements under which
one company avoids paying ACT on a dividend payable to another
company which is in reality under separate ownership.

11. The test of ownership of a company by another company will
be amended in a similar way to that described in paragraph 6
above. The test of ownership by a consortium will also be
brought closer to the test which applies for group relief. Under
the test (in Section 402(3) of the Income and Corporation Taxes
Act 1988) group relief is not available if the company owned by
the consortium is a 75 per cent subsidiary of any company = in
other words, it is really a subsidiary of a single company rather
than being owned collectively by the members of a consortium. A
similar exclusion will apply for this relief.

Interest on overdue tax

12. A company can surrender ACT to another company at any time
within six years of the end of the accounting period in which the
ACT was paid. Where ACT is surrendered and set against a
subsidiary's CT liability it will receive a tax repayment if it
has already paid its CT liability. This repayment may carry a
repayment supplement.

13. The company which surrenders the ACT will of course lose the
use of it. If the ACT has already been set against its own CT
liability the CT liability will increase as a result of the

/surrender and so the
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surrender and so the company may have to pay more tax. But
unless the CT liability is under appeal when the claim to
surrender ACT is made the increased CT liability will bear
interest only from 30 days after it is assessed.

14. The combined effect of these provisions allows a parent and
subsidiary to gain an unjustified advantage by making an ACT
surrender, which results in no change to their total tax
liabilities, but produces a net payment to the subsidiary of
repayment suppyment.

15. This advantage will be removed by charging interest on the
corresponding increased CT liability of the parent. Interest
will also be charged where the increased CT liability is offset
by a carry-back of surplus ACT from a later accounting period.
(This is consistent with the existing provision in Section 825 (4)
of the Income and Corporation Taxes Act 1988 which prevents
repayment supplement being paid on a repayment of CT arising out
of a carry-back of ACT).

17. The new provision will apply until the new arrangements for
CT Pay and File come into force (not before 31 March LB8 2y .  “Phis
tax advantage cannot arise under CT Pay and File.

Commencement

18. The changes will come into force as follows.

(i) Group reorganisations - Accounting periods ending after
14 March 1989.

(ii) Change of ownership - Changes of ownership occurring
after 14 March 1989.

(iii) Payments between members of a group - Dividends or
interest received after 14 March 1989.

(iv) Interest on overdue tax - Surrender claims made after
14 March 1989.

NOTES FOR EDITORS

i ACT is normally payable when a company pays a dividend or
distributes its profits in some other way. The rate of ACT is
linked to the basic rate of income tax.

2. The ACT payable on dividends or other distributions paid
during a company's accounting period is set against its CT
liability on the profits of that period (subject to certain
restrictions). Any ACT which cannot be set off in this way can
be carried forward to set against future CT liabilities.

/Alternatively, it can

2.TXT JHRPR 4



DRAFT - BUDGET CONFIDENTIAL

Alternatively, it can be carried back for up to six years and set
against the company's CT liabilities for earlier accounting
periods.

3t A company may claim to surrender some or all of its ACT to a
subsidiary company to be set against its CT liability. A company
can surrender ACT even if 1t could otherwise have set the ACT
against its own CT liability.

2.TXT JHRPR 5
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DRAFT
[3x] 14 March 1989
BUSINESS EXPANSION S7HEME

The Chancellor proposes in his Budget to stop tax
relief for interest payments on loans raised

to buy shares under the Business Expansion Scheme.

[It has previously been possible for an individual to
get tax relief on both the investment and the interest
on the loan raised to pay for it. But this has only
recently begun to happen on a large scale, 1The
Chancellor considers that two sets of relief are

excessive.

The change will apply to shares issued on or after
today.

NOTES FOR EDITORS
[1. In the last six months tens of €millions have been
invested in BES shares financed by loans which attract

interest relicf.]

General description of the BES

2 The Business Expansion Scheme (BES), which was
introduced in the Finance Act 1983, offers income tax
relief at the marginal rate to individuals investing up
to £40,000 per year in new, full-risk, equity of
unquoted UK companies with which the investor is not
otherwise connected. The company must not be under the
control of any other company. It must exist either for

the purpose of carrying on a trade or for the purpose
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of letting residential property on new-style
assured tenancy terms. Originally set to run
until April 1987, the life of the Scheme was
extended indefinitely by the Finance Act 1986,
when among other changes BES shaies issued after
18 March 1986 were exempted from capital gains

tax.

3is BES is for outside investors, rather than for
people putting money into their own business. An
investor does not qualify if he or she (together
with his or her close relatives, business partners
and certain other "associates") has more than

30 per cent of the shares or the voting power in
the company. And the investor must not be a paid
director or an employee of the company. But the
investor may be an unpaid director, and may
receive fees for professional and similar services
to the company other than as a director or

employee.

4% The investment must be in new ordinary shares
which have no special rights. The shares must be held
for at least five years to ensure that full tax relief
is retained. If the shares are disposed of earlier,

some or all of the relief may be withdrawn.

54 An individual does not qualify for relief if he or
she comes to a mutual agreement with someone else to
invest in each other's companies. And there is

a general provision preventing relief being given
unless the share issue is for bona fide commercial
purposes and is not part of an arrangement meant

to avoid tax.
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Interest relief for purchasing shares in a close

comEanY

65 Subject to certain conditions, an individual can
obtain tax relief on the interest paid on loans to
acquire shares in a closely-controlled company.

At present, this relief is available even if the

shares qualify for tax relief under the BES.
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CAPITAL ALLOWANCES

The Chancellor proposes in his Budget certain minor changes to
the capital allowance rules. These changes will correct
defects and anomalies in advance of consolidation of the
capital allowance legislation into a single Act. They will
also extend the existing relief for safety expenditure on
certain sports grounds to regulated stands at what are known
as undesignated grounds.

The necessary provisions will be included in the Finance Bill
1989.

DETAILS OF THE PROPOSALS

g Pre-consolidation changes

(a) Exclusion of double allowances

The principal change proposed is the replacement of the
various existing rules with a simple rule allowing a
claimant whose expenditure qualifies under more than one
head of the capital allowance code to mAke an

irrevocable choice o[ the type of capital allowance he
prefers.

(b) Contributions to expenditure

The existing rules which govern the treatment for
capital allowance purposes of contributions made towards
another person's capital expenditure are to be amended.
The main effects will be to

- T allow relief for contributions where the

- contributor or the recipient is engaged in a

profession or vocation (at present, a

contributor can only claim allowances where

a contribution of capital is made for the

purpose of a trade carried on by him or his
tenant);

/ii. confine the



56 1% confine the relief due to the recipient of a
contribution to his net expenditure where
the contributor can claim the contribution
as a trading expense or is exempt from tax.

(c) Patent Rights

It is proposed to adapt the rules which limit the
amount of a person's capital expenditure when he
acquires patent rights from a connected person to
deal with the situation where no disposal value is
brought to account by the vendor.

The effect of the changes will be that, where the
vendor receives a capital sum on which he is
chargeable to tax, that sum will be taken as the
purchaser's qualifying expenditure. 1In any other
case, the qualifying expenditure will be the
smallest of

> i the purchaser's capital expenditure

15 998 the market value of the rights when the
purchaser acquired them

iii. where capital expenditure was incurred by
the vendor, or a person connected with him,
on acquiring the rights, the amount of that
expenditure.

(d) Other changes

It is proposed to provide statutory cover for a
range of extra-statutory concessions and
practices.

A number of other minor changes are also proposed,
designed to provide a simpler and more cohesive
capital allowance code in advance of consolidation
of the capital allowances 1legislation and to
facilitate Lhe task of consolidation.

2 Safety at Sports Grounds

The rules governing capital allowances for safety expenditure
at sports grounds are to be extended to take account of
changes to the Safety of Sports Grounds Act 1975. They will
provide relief for safety expenditure on regulated stands at
undesignated sports grounds. This relief will apply to
expenditure incurred on and after 1 January 1989 in complying
with safety certificate requirements of a local authority.

Exchequer effect

The Exchequer effect of the proposed changes will be
negligible.

/NOTES FOR EDITORS



NOTES FOR EDITORS

i Pre-consolidation amendments

Consolidation of statute law is the responsibility of the Law
Commission. Capital allowance legislation was last
consolidated in 1968 since when extensive changes te the
system have been made in annual Finance Acts. A Consolidation
Bill to bring together all the current legislation on capital
allowances is expected to be introduced later this year.

2 A consolidating Act does not involve any change in the
law; but amendments necessary to tidy up the legislation and
so facilitate consolidation may be included in a Finance Act.
The capital allowance changes now proposed fall into two main
categories. In the first there will be a number of minor
changes to close gaps and correct anomalies in existing
legislation while also providing cover for a range of existing
extra-statutory concessions and practices in the taxpayer's
favour. The second will consist of changes to facilitate the
consolidation itself.

3. Safety at Sports Grounds

Section 49 Finance (No.2) Act 1975 (as extended by Section 40
Finance Act 1978 and Section 93 Finance Act 1988) provides
that, if relief is not otherwise available, a trader may claim
capital allowances at 25 per cent (reducing balance basis) on
capital expenditure incurred in complying with safety
certification requirements for designated sports grounds under
the provisions of the Safety of Sports Grounds Act 1975, as
amended.

The Fire Safety and Safety at Places of Sports Act 1987 Act
provided that safety certification procedures should also
apply to "regulated stands" (normally, stands which provide
covered accommodation for 500 or more spectators) at
undesignated sports grounds. That change came into effect on
1 January 1989.

The existing capital allowance rules are to be extended so
that the relief will apply to capital expenditure on safety
work on a regulated stand.
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FOREIGN EXCHANGE GAINS AND LOSSES-CONSULTATION ON TAX TREATMENT

The Chancellor has approved publication of a consultative
document on the tax treatment of foreign exchange gains and
losses.

Increasingly, business is conducted across national boundaries,
so that many UK companies are exposed to currency fluctuations.
Most of the foreign exchange gains and losses arising from these
fluctuations are already taken into account for tax purposes, but
significant problems remain in certain areas, particularly in the
treatment of borrowings of a capital nature.

The Government recognise the importance which industry and its
advisers attach to the need for change in this complex area of
the business tax system. The consultative document examines the
scope for comprehensive legislative reform, and also identifies a
number of individual areas where business has found particular
difficulty. In each case the document identifies in some detail
options for change, and the practical implications that these
would seem likely to entail.

The Government have published this document as a detailed
response to the calls for change. The Government would welcome
further comment on the practical implications of the options
discussed in the document, and on how the particular problems
which have been identified might best be approached.

Copies of the document may be obtained by calling at or writing
to the Inland Revenue Reference Room, Room 8 New Wing, Somerset
House, Strand, London WC2R 1LB. The cost of the document is
£4.50 (including postage). Payment shonld be made by cheque or
postal order (payable to "Inland Revenue") or in cash. Postage
stamps cannot be accepted in payment.

Representations are invited on the matters discussed in the
document, if possible to be received by 30 September 1989. They
should be sent to:

The Board of Inland Revenue
Exchange Consultation

Room 69 New Wing

Somerset House

London

WC2R 1LB

/SUMMARY OF DOCUMENT



SUMMARY OF DOCUMENT

Present Tax Treatment

1. Under the present UK tax system, gains and losses resulting
frcn currency fluctuations are not always taken into account for
tax purposes in the same way, or even at all. For example, some
may be treated as trading profits or losses, and some as capital
gains or losses, while others fall outside the tax system
altogether so that gains are neither taxed nor losses relieved.

24 This leads to difficulties, in particular:

. the absence of relief for exchange losses on capital
borrowings (although, as a corollary, gains are not
taxed) ;

2 the hedging of currency exposures may be made
ineffective because the hedge is treated differently
from the underlying transaction;

¥ changes in the sterling value of foreign currency
denominated share capital are not taken into account
for tax purposes.

Main Options

3. The document considers how these problems might best be
tackled for the corporate sector within the broad framework of
the existing tax system.

4. It considers:

s when exchange differences should be taxed or relieved -
perhaps when a transaction is settled by cash payment;
or when assets and liabilities are translated into
sterling in the annual accounts; or some combination of
these;

/ how they should be recognised - perhaps as part of thec
trading profit or loss; or as capital gains or losses;
or under new rules within the income tax system.

5. It also considers the kind of rules which would be needed to
protect the Exchequer against potentially very high costs from:

X relief for exchange losses which in commercial terms
are matched by corresponding untaxed gains so that
there is no overall gain or loss within the company or
group;

. repayment and renewal of foreign currency loans to

crystallise accrued exchange losses while deferring
accruing exchange gains;

/. exploitation of timing



. exploitation of timing and other differences on
intra-group transactions, especially within
multinationals.

6. These problems may be especially difficult to solve because
of the complex financing arrangements used by large companies
and groups in the normal course of their business. For example,
it may not be easy to draft clear and objective rules to
establish whether a particular loss is in fact linked with a gain
which may have been made elsewhere in the group; or whether a new
loan can be said to replace another which has been repaid.

7. If an acceptable basis for comprehensive reform cannot be
found, it may be possible to make important but more limited
changes to deal with specific problems, for example, the need for
symmetrical tax treatment of a hedge or exchange differences on
share capital denominated in foreign currency. The document
discusses some possible alternative approaches to these problems.

NOTES FOR EDITORS

1 Current Inland Revenue practice on the tax treatment of
foreign exchange gains and losses is set out in Statement of
Practice SP1/87. When this Statement of Practice was published,
the Financial Secretary said:

"We have certainly not ruled out the possibility of major
legislative reform but, before committing itself, the
Government would need to be satisfied that a scheme could be
devised which could be applied effectively in practice and
reflect a broad measure of agreement without entailing an
unacceptable cost to the Exchequer."

25 Following publication of the Statement of Practice,
proposals for change were made by a group of nine major trade and
professional bodies in July 1987. Their report was an important
contribution to the debate on the need for a new scheme of
relief, but as the group itself recognised, it left unanswered a
number of important questions which would need to he tackled in
any comprehensive reform.
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[3x] 14 March 1989
REFORM OF CAPITAL GAINS TAX RULES FOR GIFTS

T In his Budget, the Chancellor proposes to reform the capital
gains tax relief for gifts by individuals and trusts. Under
present law, tax on any gain accrued up to the date of gift of an
asset can normally be deferred until the donee disposes of the
asset.

25 One of the original reasons for introducing this deferral
was the existence of a simultaneous charge to capital transfer
tax. With no general Inheritance Tax charge on lifetime giving,
that rationale no longer applies. In addition, the capital gains
tax deferral has come to be widely used not Jjust to postpone
gains but also to reduce or eliminate the tax charge on gains up
to the date of gift. The reform, by substantially restricting
the scope of the deferral, will make it much more diffacult -to
use the relief for tax planning.

35k The main features of the reform are:-
(i) deferral to be restricted to
- gifts of business assets (including unquoted shares
in trading companies and holding companies of trading
groups)
- gifts of heritage property
- gifts to heritage maintenance funds

- gifts to political parties, and

- gifts on which there is an immediate charge to
inheritance tax.

(ii) where deferral is not available, payment of tax by
instalments will be allowed for gifts of land,
controlling shareholdings, and minority holdings in
unquoted companies.

(iii) some technical changes will be made to ensure that
deferral does not effectively lead to gains being taken
out of the capital gains charge.

/4. These changes
starter.252
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d¥s These changes will apply to gifts and disposals made on or
after 14 March 1989. They are expected to yield £€ml0 in 1990-91,
rising to £m40 in a full year.

5t Gifts to charities will be unaffected by these changes. So
- apart from one technical change (see paragrapk 13 of the
detailed description below) - will gifts between husband and
wife.

DETAIL

A. GIFTS ON WHICH DEFERRAL WILL REMAIN AVAILABLE

15 The following paragraphs describe the types of gift on which
deferral will continue to be available.

(i) Business Assets

& Business assets will be defined for this purpose to
include:-

(a) assets used in a trade, profession or vocation carried
on

- by the donor, or

- if the donor is an individual, by his family company or
a member of a trading group of which the holding
company is his family company (the definitions here
will be the same as for retirement relief), or

= 1f the dopoxr "is .a trustee, ' by 'the trustee "or by a
beneficiary who has an interest in possession in the
settled property.

As now for Schedule 4 of the Capital Gains Tax Act, deferral
will be restricted if the asset was either not used in the
trade etc throughout the period of ownership or if it is a
building only part of which was used in the trade etc.

(b) agricultural property which would d4attract b5U% relief
from inheritance tax (the main assets concerned are farmland
and associated buildings where the donor has vacant
possession).

(c) shares and securities in trading companies, or holding

companies of trading groups (defined as for retirement

relief), where either

= the shares or securities are neither quoted on a
recognised stock exchange nor dealt in on the Unlisted
Securities Market,

/ - 1f the donor

starter. 252
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- if the donor is an individual, the company concerned is
his family company (defined as for retirement relief),

- if the donor is a trustee, the trustee can exercise 25%
or more of the voting rights.

As now for Schedule 4 of the Capital Gains Tax Act, deferral
will be restricted if the trading company or trading group
has assets not used in a trade: but this restriction will
not apply if, throughout the period of twelve months before
the gift, the donor had less than 5% of the voting rights in
the trading company or holding company of the trading group.

(ii) Heritage Property and Maintenance Funds

3 The reliefs provided by Section 147 CGTA for certain
disposals of works of art, historic buildings, land of scenic,
historic or scientific interest, etc, will continue unaltered.
The reliefs provided by subsections (1) and (3) of Section 147
‘are confined to outright gifts (including gifts in settlement):
in cases where some consideration (but less than market value) is
received, deferral will continue for disposals which attract
exemption from inheritance tax.

4, In addition, deferral will continue for gifts to heritage
maintenance funds which attract exemption from inheritance tax.

(1iii) Political Parties

522 Giftsy to. political parties’ .and - - to trusts for political
parties will continue to attract deferral if they would be exempt
from inheritance tax under Section 24 Inheritance Tax Act 1984.

(iv) An Immediate IHT Charge

B Deferral will also continue where a gift constitutes a
transfer immediately chargeable to inheritance tax. The most
common examples will be gifts to discretionary trusts and
companies. But deferral will not be available - except in cases
falling within 1), or: (ii) above -. if the. qgift ‘i-s a’ potentially
exempt transfer on which inheritance tax in the event becomes
chargeable.

P, A gift will be regarded as chargeable to inheritance tax
even if it falls within the nil rate band of that tax. It will
also be regarded as so chargeable if it would be immediately
chargeable but for the fact that it is within the inheritance tax
annual exemption (Section 19 of the Inheritance Tax Act 1984).

B INSTALMENTS
8. Where deferral ceases to be available any capital gains tax
may be paid by annual instalments over ten years if the gift is

of
/- land, or

starter.252



- land, or
- a controlling shareholding in a company, or

= minority holdings of shares or securities in a company
neither quoted on a recognised stock exchange nor dealt
in on the Unlisted Securities Market.

93 The instalments will, if paid on time, be interest free if
the gift is of agricultural property (as defined for inheritance
tax: the main example is tenanted agricultural land given away by
the landlord). Otherwise interest will run from the normal due
date for capital gains tax.

10. The first instalment will be due on the normal due date.
Taxpayers may pay the tax still outstanding, plus any accrued
interest, early if they do not want the instalment arrangements
to run their full course. If the gift is to a connected person
and the asset is subsequently sold within the ten-year instalment
period, any outstanding tax and accrued interest will become
payable immediately.

¥ TECHNICAL CHANGES

11. Deferral is not available under present law if the gift is
to a person neither resident nor ordinarily resident in the
United Kingdom. Some donees may be resident for tax purposes in
both the United Kingdom and another country: in such
circumstances a double taxation agreement may exempt some of
their assets ("prescribed assets") from the normal United Kingdom
charge on capital gains. In situations where deferral would
otherwise continue, it will no longer be available if the gift is
of an asset which would be "prescribed" in the hands of the
donee. (A rule of this kind already exists if the donee is a
dual resident trust.)

12. Where shares or securities within the capital gains charge
are exchanged for qualifying corporate bonds (which are exempt
from charges on gains), tax on any gain on the original shares or
securities is deferred wuntil there is a disposal of the
replacement bonds. Further deferral will not be allowed on a
gift of the replacement bond. 1If the bonds become the subject of
a no gain/no loss transfer (eg within a group of companies or
between husband and wife) the charge on the gain is preserved but
due Lu a technical defect in the rules it is lost if there is
more than one such transfer. Legislation will be introduced to
correct this defect and will apply where there is a disposal on
or after 14 March 1989 which has been preceded by more than one
no gain/no loss transfer.

13. The new rules will also deny deferral under the gifts relief
provisions for certain arrangements designed to take business
assets outside the capital gains charge, for example by
transferring business assets to a company the shares in which are
owned by a non-resident trust.
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[3x] 14 March 1989
CAPITAL TAXES: GIFTS OF LAND TO HOUSING ASSOCIATIONS

The Chancellor proposes in his Budget changes to the capital
gains tax and inheritance tax rules for gifts or sales of land
below market value to non-charitable Registered Housing
Associations. This means

- the transferor will be liable to capital gains
tax only in so far as there is a gain by reference to
the actual sale proceeds; and

- the transfer will normally be exempt from inheritance
tax.

These changes will apply where the transfer to the Registered
Housing Association takes place on or after Budget Day.

NOTES FOR EDITORS

3. Under existing law, landowners who donate land (or sell it
cheaply) to a non-charitable Housing Association can face a
capital gains or inheritance tax charge based on the market value
of the land. The person transferring the land may therefore face
a capital gains tax liability based on an amount greater than any
actual sale proceeds received. There may also be an
inheritance tax charge on the decrease in value of the
landowner's estate as a result of the transfer.

2:e Under the Chancellor's proposals, where land is given or
transferred cheaply to a Registered Housing Association the
transfer will no longer be treated as taking place at market
value. This means that a capital gain - which may be reduced by
indexation allowance - will arise only 1if the actual sale
proceeds exceed the amount of the allowable expenditure. If the
actual sale proceeds do not exceed the amount of the allowable
expenditure, the landowner will be treated as making neither a
gain nor a loss after any indexation allowance.

/3. The Chancellor's
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32 The Chancellor's proposals also mean that gifts or sales
below market value of land to a Registered Housing Association
will normally be exempt from inheritance tax.

4. As far as the landowner 1s concerned, the effect of these
changes will be to bring the CGT and IHT treatment of
transactions with non-charitable Registered Housing Associations
into line with the rules which already apply to transactions with
charitable Housing Associations.

Sy The estimated cost of these changes is negligible.
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CAPITAL GAINS TAX: NON-RESIDENTS WITH UK BRANCH OR AGENCY
AND DUAL RESIDENT COMPANIES

The Chancellor proposes in his Budget a reform of the capital
gains tax rules for non-residents carrying on a business in the
UK through branches or agencies. He also proposes to introduce
rules dealing with companies which are resident in both the UK
and another country for tax purposes. Without these changes
there would be a risk of substantial tax loss to the Exchequer,
in particular from avoidance of the charge on migrating companies

“introduced last year.

(A) Non-Residents with UK branch or agency
s The Chancellor proposes that:
(a) any unrealised gains on assets will be chargeable if
(1) the UK business ceases:; or
(i1) the assets are removed from the UK:
(b) the capital gains tax rollover relief will be available

only where the replacement asset is within the UK tax
charge;

(c) non-residents carrying on professions or vocations in
the UK through a branch or agency will be treated in
the same way as traders; but in this case only gains
accruing from Budget Day will be brought into charge:

(d) if a non-resident company fails to meet its liability
on branch ur dyency gains other companies in the same
group or controlling directors may be called upon to
meet the liability:

(e) with necessary modifications, the changes will extend
to certain non-mobile assets and dedicated mobile
assets used 1n connection with the exploration or
exploitation of the UK continental shelf.

/2. The changes
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Zhe The changes will generally apply where the disposal (or
cessation or removal of the asset from the UK as the case may be)
takes place on or after Budget Day.

Background

37 At present a person who is not resident (and in the case of
an individual, not ordinarily resident) in the UK is not normally
chargeable to capital gains tax (or corporation tax on capital
gains in the case of companies). Such a person is however
chargeable on the disposal of an asset which is situated in the
UK and which 1is or has been used for the purpose of a trade
carried on in the UK through a branch or agency in the year of
assessment in which the disposal takes place.

(B) Dual-resident Companies

4. The Chancellor proposes that where assets of a dual resident
company change, under the terms of the double taxation agreement,
from being within the UK tax charge to being outside it, the
company will be liable to tax on all unrealised gains on those
assets.

Sk The change will apply where the asset ceases to be within
the UK tax charge on or after Budget Day.

6% At the same time the change to the capital gains tax
rollover relief rules described in paragraph 1(b) above is
extended to dual resident companies.

Background

7 A company which is resident in the UK may at the same time
be treated as resident abroad under the terms of a double
taxation agreement. The double taxation agreement will specify
to what extent assets belonging to the company are within the UK
tax charge, and to what extent they are outside. Where a company
resident in the UK becomes dual resident then - following changes
last year - it has to pay tax on all unrealised gains on assets
which, under the relevant double taxation agreement, thereafter
fall outside the UK tax charge.

NOTES FOR EDITORS

1% These changes will counter arrangements by which
non-residents carrying on a business in the UK through a branch
or agency may be able very easily to avoid the intended capital
gains tax charge on the disposal of assets situated in the UK and
used for that business.

/2. At present
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20s At present the charge is generally confined to assets
situated in the UK which are sold while the trade is continuing.
So if the trade ceases before the asset is sold the charge is
normally lost. Similarly if the asset is removed from the UK
before being sold the charge is lost. Even where the UK asset is
sold while the trade is continuing, capital gains tax rollover
relief permits the non-resident vendor to roll the gain into
assets which are outside the UK tax net, and so again the charge
may be permanently lost.

371 Until recently the scope for, and extent of, abuse was
limited. However last year new company residence and migration
rules were introduced. Under these, companies wishing to migrate
have to pay tax on unrealised gains on migration; but that charge
does not apply to assets of a branch or agency which remain in
the UK and thus still within the UK tax net. So companies wishing
to migrate may very easily be able to arrange things so that
their assets remain in the UK in a branch or agency - thus
avoiding the emigration charge - and then to exploit the
weaknesses in existing law to take gains wholly out of tax. Many
millions of tax may be at stake.

4. The measures proposed by the Chancellor will counter these
possibilities by ensuring that those carrying on business in the
UK through a branch or agency pay tax on all unrealised gains
when the business ceases and on any unrealised gain on an asset,
if that asset is removed from the UK. At the same time the CGT
rollover relief rules (which allow deferral of tax where disposal
proceeds are used to acquire certain replacement assets within
certain time limits) are being tightened up; and because of the
possible difficulty of collecting tax from non-residents extra
enforcement powers are being provided on the same lines as those
already applying for the gains charge on companies which migrate.
With necessary modifications the rules are extended to those
involved in the use of certain non-mobile assets and dedicated
mobile assets for the exploration or exploitation of the UK
continental shelf.

55 Both the existing and the new rules are also extended as
appropriate to non-residents carrying on professions or vocations
here through a branch or agency. But because these persons have
not hitherto been liable to capital gains tax it would be hard to
justify catching all gains realised on or after Budget Day; so
the change will apply only to gains accruing on or after Budget
Day.

(SR Finally, rules are being introduced for dual resident
companies whose assets cease - under the terms of a double
taxation agreement - to be within the UK tax charge. These rules
will be in line with those introduced last year for companies
whose assets cease to be within the UK tax charge when they
become dual resident. As is the case for companies becoming dual
resident there will be a charge on any unrealised gains on the
relevant assets. As for non-residents carrying on business in the

/UK through a
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UK through a branch or agency, the CGT rollover relief rules are
being tightened up.

Compliance Cost Assessments

i Assessments of the compliance costs of proposals affecting
business are availakle. A copy of the Compliance Cost Assessment
for this proposal can be obtained from:

Inland Revenue Deregulation Unit,
Room 77

New Wing

Somerset House

London WC2R 1LB.
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CAPITAL GAINS: MISCELLANEOUS PROPOSALS

In his Budget the Chancellor proposes:-

(i) to increase from £3,000 to £5,000 the exemption for
chattels, including chattels used in a trade, with effect
from 6 April 1989;

(ii) to maintain the annual exemption at its present level.
For 1989/90 (as for 1988/89) an individual will be exempt on
the first £5,000, and most trusts on the first £2,500 of
gains;

(iii) to extend the exemption from capital gains tax, and
corporation tax on gains, for disposals of qualifying
corporate bonds to non-convertible sterling bonds generally.
The change will apply to disposals made on or after 14 March
1989 of non-convertible sterling bonds, and to options and
contracts to acquire or dispose of such bonds.

It is also proposed to make some minor technical amendments to
clarify the application of rebasing in some special
circumstances. The detailed provisions will be included in the
Finance Bill.

NOTES FOR EDITORS

Exemption for chattels

is A chattel is an item of tangible movable property such as a
picture, antique, piece of jewellery etc. Business assets which
are chattels include plant and machinery. Under present law the
gain accruing on the disposal of a chattel is exempt from capital
gains tax if the consideration for the disposal does not exceed
£3,000. The charge 1is tapered where the consideration just
exceeds this amount. The new limit of £5,000 will apply to
disposals on or after 6 April 1989 in the same way as the present
limie.

/Annual exempt

pittsbd.pr
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Annual exempt amount

2 At present an individual whose total net gains in a year of
assessment do not exceed £5,000 is not liable to capital gains
tax, This exemption is also available to the trustees of a
mentally disabled person or a person in receipt of attendance
allowance, and to persoral representatives for gains accruing to
them in the year of death and the two following years of
assessment. For trustees of other settlements the exempt amount
is £2,500.

Qualifying Corporate Bonds

3 Disposals of qualifying corporate bonds have been exempt
from capital gains tax since 1984. At present the exemption is
limited to non-convertible sterling bonds which

- from the time of issue have been quoted on the UK Stock
Exchange or dealt in on the Unlisted Securities Market;
or

- issued by a UK company or other body with shares or
securities quoted on the UK Stock Exchange or dealt in
on the Unlisted Securities Market.

It is proposed to remove this limitation.

Rebasing

4. In the 1988 Finance Act the base date for computing capital
gains was brought forward from 1965 to 1982. The Finance Bill
will include some minor clarifications of the rebasing rules.
Very few people are 1likely to be affected. The main changes
concerned will be designed to ensure that:-

(i) rebasing will eliminate the charge on certain gains
deferred before 1982. This change will apply to disposals
on or after 6 April 1988 - the start date for the general
rebasing provisions; and

(ii) an appropriate adjustment is made to an asset's 1982
value where there has been a small part-disposal between
1982 and 1988 but the consideration received exceeded the
allowable expenditure. This will have effcct for disposals
on vr after 6 April 1989.

pittsbd.pr
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TAXES MANAGEMENT: MEASURES TO MODERNISE THE “COMPLIANCE" S¥STEM

The Chancellor proposes in his Budget to introduce measures
to

= simplify and update the system of interest and
monetary penalties for tax offences, and

- modernise the information and search powers of the
Inland Revenue and provide greater safeguards for the
taxpayer.

These measures are based on recommendations of the Keith
Committee for the reform of the compliance system for income
tax, capital gains tax and corporation tax. They take
account of extensive consultations with business and
professional organisations. Together with measures
introduced in the last two Finance Acts, they substantially
complete the Government's programme of reform in- this area.

Most of these measures will take effect immediately,
although some will be introduced gradually over a lengthy
transitional period.

MAIN PROPOSALS

1= The proposals are designed to modernise and simplify the
administrative structure of the compliance system, toO provide a
proper balance between taxpayers' rights and obligations, and
between the powers of the Revenue and safeguards for taxpayers.
The propousals are in the following areas:

- civil penalties for tax offences;

- the compliance regime for employers' PAYE;

- Revenue interest provisions;

- time limits for assessments on tax offenders and claims
for further reliefs;

- Revenue information powers, including protection for
accountants broadly equivalent to that for lawyers;

/- a new criminal
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- a new criminal offence for the intentional
falsification or destruction of documents called for
under the Revenue's information powers;

- Revenue search powers;

= seizure of goods to meet tax debts.

DETAILS OF MAIN PROPOSALS

Civil penalties for tax offences

2.2 It is proposed to update, simplify and streamline the system
of civil penalties for tax offences. This will result in g
simpler structure of penalties which can be applied easily and
fairly, so that offences of similar seriousness attract similar
penalties.

30 Tax offences can be divided into four groups, each with its
own type of penalty. The new proposals bring these penalties up
to date, restore limits eroded by inflation, remove obsolete
limits and eliminate differences within each group.

4. First, there is the group of fully-mitigable tax-geared
penalties for offences that put tax seriously at risk = for
instance, omissions from tax returns and very long delays in
completing personal tax returns, continuing beyond the end of the
tax year following the year in which the return is issued. The
penalties for offences in this group are, at present, up to £50
plus 100 per cent, Or in some cases 200 per cent, of the tax
underpaid or paid late. 1In practice, the penalties are based on
100 per cent of the tax and further mitigated according to the
seriousness of the offence. It is proposed to bring the law into
line with practice, and make the penalty 100 per cent of the tax,
fully-mitigable, for offences in this group.

5% Second, there is the group of fully-mitigable fixed limit
penalties for offences that help to put tax seriously at risk: =
for instance, where a business omits payments to persons in the
black economy from an information return or an accountant helps a
taxpayer to prepare a false return. The penalties for offences
in this group are, at present, up to €260, -or, in certain cases,
£500. It is proposed to increase these penalties in line with
inflation since they were last set in 1960, and to eliminate the
differences. This will give a single penalty of up to £3000,
fully-mitigable, for each offence in this group.

6. Third, there is the group of fully-mitigable fixed limit
penalties for delay. These arise in the present compliance
regimes, where the Revenue can take proceedings before the Appeal
Commissioners to force a taxpayer to complete an overdue return -
for instance, for a personal tax return or an information return
from a business. The penalties for offences in this group are,
at present, up to £50 for the initial offence, and up to £10 per
day if it continues thereafter. It is proposed to increase these
limits in line with inflation since they were last set IR 196 07,
to up to £300 for the initial offence, and up to £60 per day 1 E
it continues thereafter, both fully-mitigable.

/7. Offences
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Tos Offences in this group can be further subdivided into
obligations which are imposed at the Revenue's discretion, for
instance to complete a tax return, and obligations which are
imposed automatically by law, for instance to account to the
Revenue for tax deducted at source. It is proposed to add a
further safeguard for the taxpayer, for offences within the first
category, by providing for a final warning to be given to
complete the overdue return before a penalty can be awarded. It
would not be appropriate, however, to allow a final warning
before penalties can be awarded for offences in the second
category.

8. Fourth, there is the group of automatic, that is
non-mitigable, penalties for failing to make returns. These
arise in the more modern compliance regimes, where the taxpayer
is automatically required to complete a return. A modern
compliance regime for companies, known as Pay and File, was
introduced in Finance (No 2) Act 1987. It is now proposed to
introduce a broadly similar, modern compliance regime for
employers and this is described further below.

A modern compliance regime for employers

9 At the end of the tax year, the employer is required to make
an end of year return providing details of pay, PAYE and NIC
deductions for his employees (forms P14, P35 and P38/38A). At
present, the end of year return je dde on April 19. It is
proposed to change the due date to May 19 and to introduce a new
system of penalties for late returns. (NB These proposals relate
only to the end of year returns. Other employer's returns,
including forms P11D, will continue to be dealt with under the
present compliance regime.)

10. It is proposed to introduce automatic penalties for late end
of year returns. This will be a penalty of €100 for each 50
employees, and for each month the return is late up to 12 months.
The automatic penalties will not begin before 1995

11. It is proposed to tighten up the compliance rules gradually
over the transitional period, starting with the 1989/1990 return
due on 19 May 1990 and continuing up to the introduction of
automatic penalties. Under these proposals, the Revenue will be
able to take proceedings before the Appeal Commissioners for late
end of year returns. The Commissioners will be able to award an
initial penalty of up tu £1200 per 5U employees. If the failure
continues thereafter, automatic penalties of £100 per 50
employees and per month will be charged for further delays, up to
12 months after the original due date. There would be no final
warning before proceedings were taken, but in the first year of
operation, proceedings would not be taken for returns that were
less than three months overdue, that is that were made by 19
August. This would be reduced progressively over the
transitional period, to allow penalty proceedings to be taken for
any late return from 1995 onwards.

12. It is proposed also to introduce a separate,
fully-mitigable penalty for delays in completing end of year

/returns of more
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returns of more than 12 months and for incorrect end of year
returns, of up to 100 per cent of the tax underpaid or paid late
as a result.

13. These proposals for PAYE deductions apply 1n the same way to
NIC deductions, which are collected with them, and to deductions

under the scheme for subcontractors in the construction industry,
which are collected under similar rules.

Default interest

14. Where tax is assessed late as a result of an offence by a
taxpayer, interest is charged from the date that the tax would
have been due if it had been assessed at the correct time. “ 1¢ s
proposed to extend this "default" interest more generally, to any
tax which is assessed late as a result of an incorrect return.
This is to eliminate the advantage that the taxpayer would
otherwise enjoy over a taxpayer who completed his return
correctly, and to compensate the Exchequer for the delay in
payment of the tax.

Determining default interest and penalties

15. It is proposed to introduce a simpler and more streamlined
procedure for charging default interest and penalties. Under the
new procedure, the Revenue will make a formal determination of
the penalty, or that default interest is due. This will be
similar to an assessment. It will not alter in any way the
taxpayer's rights to challenge whether default interest or a
penalty is due, or the amount thercof, before the Appeal
Commissioners or the Courts.

16. The new procedure will not apply to the initial penalties in
the present compliance regimes (see paragraph 6 above), as these

can be awarded only where proceedings are taken before the Appeal
Commissioners.

Interest provisions

17. Changes to the interest rates charged on late payments to
the Revenue, and paid on repayments by the Revenue, are presently
made by statutory instrument. This is a slow and cumbersome
procedure which makes it difficult to keep rates closely in line
with the market. It is proposed to introduce a more open and
streamlined procedure under which formulae by which rates are to
be set would be made by statutory instrument, and rate changes
would then be made automatically to follow changes in market
rates.

18. It is proposed to redraft the rules for charging interest on
overdue tax, but without changing the way in which they work.

The purpose of the redraft is to make the provision easier to
understand and to remove a possible technical defect anithe
drafting.

19. The main rule is that interest does not start to run on tax
in dispute until six months after the normal due date. The rules
were amended in 1982 to provide that interest ran in the same way

/where an assessment
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where an assessment was increased on appeal. The Revenue have
always applied this rule in the way it was intended to work. It
now appears that it may be defective in certain exceptional cases
where an assessment is first reduced by the Commissioners and
then increased by a higher Court. For avoidance of doubt, it is
proposed to correct this possible defect. As the purpose of the
correction is to confirm the way in which the law has been
applied since 1982, the amendment will be retrospective to 1982.

20. All repayments by the Revenue are made by payable order. A
wide range of provisions require the Revenue to include interest
with the repayment which is calculated up to the day that the
payable order is issued. There is now doubt that this is the
effect of the wording in some cases. It is, therefore, proposed
to amend these provisions to use common wording which puts it
beyond doubt that interest is to be calculated up to the day that
the order is issued. Here too the purpose of the correction is
to confirm the way in which the law has been applied and the
changes will therefore be retrospective.

21. It is proposed to introduce a new procedure for companies,
to come into effect together with Pay and File (the new system
for payment of corporation tax, which will not start earlier than
1992) ‘to allow repayments to be surrendered within groups. Under
this procedure, a company would be able to surrender a repayment
of corporation tax, income tax, or payment of tax credity to
another company within the same group. The surrendered payment
would be treated as if it had originally been made by the
receiving company for the same accounting period. The purpose of
this provision is to allow groups to rearrange tax liabilities
within the group without being subject to the differential that
is proposed for Pay and File between the interest rates on
overdue tax and on repayments.

Time limits

22. The normal time limit for making an assessment of tax is six
years from the end of the period being assessed. This is
extended, in some cases indefinitely, for assessments made to
recover tax which has not been paid as a result of an offence by
the taxpayer. It is proposed to introduce a uniform time limit
of 20 years for these "default" assessments. This brings the
time limits for direct taxes into line with those for VAT.

23. Taxpayers are allowed extra time to make claims for reliefs
against default assessments. It is proposed to introduce a
similar extension of time limits for claims to relief where the
Revenue discovers that further tax is due but there is no offence
by the taxpayer - for instance as a result of an innocent error.
The taxpayer will be allowed to make, or vary, claims to reliefs
up to one year after the assessable period in which the discovery
assessment is made, so as to reduce his tax liabilities by up to
the amount charged by the discovery assessment.

Information powers

24. It is proposed to update the Revenue's powers to call for
information about a taxpayer whose affairs are under enquiry. At

/present, the
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present, the Revenue can call only for documents which are

already in existence. It is proposed to allow the Revenue to
require the taxpayer to give written answers to written questions
of fact. This brings the Revenue's information powers into line

with the similar powers of the Appeal Commissioners.

25. At present, the working papers of an accountant are
protected from disclosure under the Revenue's information powers.
It is proposed to replace this by a better focused protection
which protects audit papers from disclosure by a company's
auditor and tax advice from disclosure by a taxpayer's tax
adviser, but allows the Revenue access to facts essential to the
understanding of a taxpayer's return and accounts. The new
provision will give accountants protection which is broadly
equivalent to that given, for tax, to lawyers.

26. Furthermore, it is proposed to give additional safeguards to
the taxpayer, in line with police search powers, by protecting
personal records and journalistic material from disclosure to the
Revenue; and, except in certain serious cases where the notice is
given by the Board of Inland Revenue, to allow not less than 30
days for the documents or information to be produced.

Falsification of documents

27. It is proposed to introduce a criminal sanction against the
falsification or destruction of documents which the Revenue has
called for under its information powers.

28. This will provide that a person who intentionally falsifies
or destroys a document which the Revenue has called foxr ‘under -its
information powers is gquilty of a criminal offence. He is
automatically released from this obligation to preserve the
document once it has been seen by the Revenue, six months after
the initial informal request for access has been made and, unless
the Revenue renews its request for access, two years after cthe
formal request. He can also apply to the Revenue or to the
Appeal Commissioners to be released from the obligation. A
person guilty of an offence under this provision will be liable,
on summary conviction, to a fine not exceeding £2000 or, on
conviction on indictment, to an unlimited fine and to
imprisonment for up to two years.

Search powers

29. It is proposed to update the Revenue's search powers, toO
restrict them to cases of serious fraud and to provide further
safeguards for the public in line with police and VAT search
powers.

30. It is proposed to make the search warrant more specific, so
that the warrant must show, and the Judge approve, the number of
Revenue officers who may carry out the search, the time of day at
which it is to be carried out and whether a uniformed police
constable should be present.

31. The officer conducting the search will be allowed to take
with him other persons whom he considers to be necessary, for

/example a
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example a locksmith or an interpreter. Persons on the premises
may be searched, but only by a person of the same sex.- this can,
for instance, be necessary if the taxpayer tries to conceal a
bank book in his pocket whilst the search is in progress.

32. It is proposed to introduce detailed rules for the conduct
of the search, requiring the officer in charge of the search to
give a copy of the warrant, endorsed with his name, to the
occupier if he is present or to leave a copy of the warrant
prominently displayed on the premises. The officer will be
required to leave a list of things seized from the premises. The
warrant will be reguired to be returned to the Court, to be
retained there for 12 months and to be available for inspection
by the occupier of the premises to which it relates. This last
provision, in line with the corresponding provision for police
searches, applies to England and Wales only.

33. It is proposed to introduce detailed rules, in line with
those for police search powers, to allow the taxpayer access to
documents seized in the course of a search. Where a copy of the
things seized would be sufficient as evidence or for the
investigation, the original will be returned to the taxpayer.

The taxpayer will also be given a right of access to the property
seized, and to take copies thereof, except where this would be
prejudicial to the investigation or criminal proceedings.

Seizure of goods to meet a tax debt

34. It is proposed to update the Revenue's powers to seize goods
to meet a tax debt. The main changes are designed to update the

wording without changing its meaning. Changes are also proposed

to the rules for break-open warrants and priority claims.

35. Break-open warrants, allowing forcible entry to premises,
are, very occasionally, needed in order to seize goods to meet a
tax debt. At present, the warrant has to be obtained from the
General Commissioners. It is proposed to change the level of
authority to a Justice of the Peace, so as to provide greater
judicial oversight of the power.

36. Where a third-party has seized goods to meet a debt, the
Revenue can, in some circumstances, claim up to one year's tax
debts from him. It is proposed to restrict the Revenue's
priority claim to tax debts for deductions of PAYE and from
subcontractors in the construction industry made in the last 12
months. This is in line with the provisions in the 1985
Insolvency Act which reduced the Inland Revenue's preferential
claims in an insolvency.

NOTES FOR EDITORS

The Keith Report

155 The Keith Committee on the enforcement powers of
the Revenue Departments was set up in July 1980 to

/engquire into
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enquire into the tax enforcement powers of the Board of

Inland Revenue and the Board of Customs and Excise. It was
chaired by a Law Lord, Lord Keith of Kinkel PC. The Committee
took evidence from bodies representing industry, trade, the
professions and trade unions, as well as from individuals and
from the Revenue Departments.

2% The Committee's Report is in four volumes. Volumes 1 and 2
were published (Cmnd 8822) on 23 March 1983 and covered income
tax, corporation tax, capital gains tax and VAT.

B Since publication, extensive consultations have been held
with a number of representative bodies.

4. Proposals in response to the recommendations in Volumes 1
and 2 of the Report were published in a consultative document
"The Inland Revenue and the Taxpayer" in December 1986. Measures
based on these proposals were included in the Finance (No 2) Act
1987 and in the Finance Act 1988.

5% Further suggestions for implementing the remainder of the
recommendations in Volumes 1 and 2 of the Report were published
in a consultative paper "Keith: Further Proposals™ in July 1988.
This year's proposals are based on these further suggestions,

modified in the light of responses to the consultative paper.

6. This year's proposals complete the Government's programme Of
legislation for implementing the recommendations of the Keith
Committee for income tax, capital gains tax and corporation tax,
except for the recommendations on the administration and conduct
of appeals. The Government has announced that proposals for
legislation in this area are being considered by the Inland
Revenue and the Lord Chancellor's Department and will be the

subject of a separate consultative document or documents.

Compliance cost assessments

7 Assessments of the compliance costs of proposals affecting
businesses are available. A copy of the compliance cost
assessment for this proposal can be obtained from:

Inland Revenue
Deregulation Unit
Room 77

New Wing

Somerset House
LONDON, WC2R 1LB
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OFFSHORE UMBRELLA FUNDS

The Chancellor proposes in his Budget that switches made on or
after today within offshore "umbrella" funds should be taxable.
This will mean that switches within offshore funds and onshore
unit trusts will have the same tax treatment.

DETAILS

Currently, where a switch is made from one class of investments
in an offshore fund to another, there is no disposal for tax
‘purposes. From today, UK investors will be liable to tax on any
gain arising when they switch holdings within an offshore fund or
any other "umbrella" collective investment scheme.

For offshore funds, the treatment of switches will follow the
existing treatment for disposals of holdings. In the case of
offshore funds not certified by the Inland Revenue as
"distributing funds" the charge will be to income tax (under Case
VI Schedule D). 1In all other cases the charge will be capital
gains tax.

NOTES FOR EDITORS

1L The term "umbrella fund" applies to investment funds whose
investments are divided into different sub-funds, the rules of
the fund permitting investors to switch their investments from
one sub-fund to another. They commonly take the form of
"open-ended" investment companies whose share capital can be
increased or decreased at will.

2 Switching within offshore funds is at present covered by the
share reorganisation provisions in Section 78 CGTA 1979 which
effectively exempt the investor from any tax liabilily. Under
the legislation proposed by the Chancellor, Section 78 will be
disapplied for such switches. Consequently there will be a
disposal for all capital gains tax purposes, including the
offshore funds provisions in Chapter V Part XVII ICTA 1988.

3% The charge on switches within UK unit trusts is currently
provided for by Section 78 F(No.2)A 1987. The present proposal
will cover switches in all umbrella collective investment
schemes. This will enable Section 78 (F(No.2)A 1987 to be
repealed.



pS\S

INLAND
REVENUE
Press Release

INL#ND REVENUE PRESS OFFICE, SOMERSET HOUSE, STRAND, LONDON WC2R 1LB
PHONE: 01—438 6692 OR 6706

14 March 1989

E:3acd
THE BUDGET 1989 : INCOME TAX
152 The Chancellor proposes in his Budget

- to increase the main income tax allowances and the
basic rate limit by about 6.8 per cent in line with
the statutory indexation requirement:

- to extend to those aged 75 and over the higher level
of age allowance currently given to those aged 80 and
over;

- to reduce the rate at which the age allowance is
withdrawn when a taxpayer's income exceeds the aged
income limit;

- to make no change in the basic and higher rates of
income tax.

2% The changes will mean that most single taxpayers and

married women will pay 87p per week less tax and most married
men will pay £1.34 per week less tax. The tax reductions,
including any tax overpaid from 6 April, will be in pay packets
on the first pay day after 17 May.

3is The increases in allowances are the amounts required under
statutory indexation based on the increase in the Retail Price
Index of 6.8 per cent in the year to December 1988, rounded in
accordance with the statutory provisions. The married man's
allowance is increased by £280 to £4,375 and the single
person's allowance and wife's earned income alluwance are
increased by £180 to £2,785. The additional personal allowance
(mainly for single parents) and the widow's bereavement
allowance - which are automatically equal to the difference
between the married and single allowances - increase by £100 to
£ 1559105

4, Age allowances are also increased: by £220 to £3,400 for
single people aged 65 to 74 and by £350 to £5,385 for married
couples aged 65 to 74. For those aged 80 and over, the single

/age



age allowance is increased by £230 toL e, 540 and the
married age allowance is increased by £360 to £5,565. The
higher level of age allowance currently given to those aged 80
and over is extended to those aged 75 and over. For those aged
75 to 79, the single age allowance is increased by £360 from
£3,180 to £3,540 and the married age allowance by £530 from
£54,035: to"£5,565.

Siz The income limit for age allowances rises to £11,400 and
the rate at which age allowance is withdrawn above the income
limit is reduced from £2 of allowances for every additional £3
of income to £1 allowances for every additional £2 of income.
The effective rate of tax in the withdrawal band will fall from
41.67 per cent in 1988-89 to 37.5 per cent in 1989-90.

6. The Chancellor also proposes to increase the basic rate
limit by the amount indicated by the indexation formula, that
is by £1,400 to £20,700 of taxable income. The increases 1in
the basic rate 1limit and the allowances mean that a° single
person with income of over £23,485 will pay £282 less tax in
1989-90 and a married men with income over £25,075 will pay
£322 less tax if they have no other allowances or tax reliefs.

i The Chancellor's proposals in detail are as follows:

(1) Income Tax Allowances

1988-89 Proposed increase 1989-90

Proposed
level
£ £ per cent £
Single person's allowance and wife's
earned income allowance 2,605 180 6.9 2,785
Married man's allowance 4,095 280 6.8 4,375
Additional personal allowance and
widow's bereavement allowance 1,490 100 6.7 1,590
Single age allowance (age 65-74) 3,180 220 6.9 3,400
Single age allowance (age 74-79) 3,180 360 1.3 3,540
Single age allowance (age 80 and over) 3,310 230 6.9 3,540
Married age allowance (age 65-74) 5,035 350 7.0 5,385
Married age allowance (age 75-79) 5,035 530 10.5 5,565
Married age allowance (age 80 and over) 5,205 360 6.9 54565
Age allowance income limit 10,600 800 7.9 11,400

/(2)



(2) Rates and Rate bands

Rate of tax 1988-89 Proposed imcrease in 1989-90 Proposed
taxable imncome starting point taxable income
per ceat £ £ per ceat £
25 0-19,300 - - 0-20,700
40 Over 19,300 1,400 1= Over 20,700
8. The total direct revenue costs of these proposals will be

about £1.5 billion in 1989-90. The changes to the structure of
age allowances above the 1level required for indexation will
costi €15 ‘midlion.

Costs (£ million) 1989-90 1990-91
total costs costs above costs above
indexation indexation

Increases in main personal allowances 1,140 - -
Increases in age allowances and income limit 125 10 15
Reduction in age allowance withdrawal rate 5 5 5
Increase in basic rate limit 210 - -

Totals 1,480 15 20
Oie The Chancellor also proposes in his Budget to reduce the

employee's levels of National 1Insurance Contributions (NIC)
from 1 October 1989. The rates will be as follows:-

Weekly Earnings NIC Rate
£ y 4
Under 43 0
43 - 75 5
7:5=14358 9
Above 358 0

The rates will be applied in the following manner:
- for those earning less than £43, no NIC is payable:

- for those earning between £43 and below £75, NIC is
payable at 5 per cent on the full amount of earnings:

- for those earning £75 or more, NIC is payable at 5
per cent of £75 plus 9 per cent of the earnings above
£75 up to total earnings of £358.

/The



The rebate for those contracted out of SERPS is unchanged at 2
per cent. Full details of the changes to NIC rates are given
in a Press Notice by the Department of Social Security
published today. ¢

Illustrative changes

108 The effects of the changes on individual taxpayers at
various levels of income are illustrated in the attached
tables, which assume that the taxpayer has no reliefs other
than his or her personal allowance. Tables 1 and 2 show the
effects of the changes in income tax proposed in the Budget for
1989-90 for single and married taxpayers compared with 1988-89.
Tables 3A-3C shows the effects for people aged 65 to 74, 74 to
79 and those aged 80 and over. Tables 45A to 5C give
information in weekly, instead of annual, terms for levels of
income up to £600 a week.

11. Tables 6 and 7 show the effects on the weekly net income
of single and married taxpayers and families with two children,
after taking account of the new structure of National Insurance
Contributions to be introduced in October and child benefit.

12. The remaining tables illustrate the effect of the income
tax and National Insurance Contributions changes after taking
account of the effects of increases in earnings. For
illustration, an increase in earnings of 7.5 per cent has been
assumed. This 1is the rate of increase between 1988-89 and
1989-90 taken by the Government Actuary as a working assumption
for his annual review of National Insurance Contributions (see
paragraph 3.02 of the Autumn Statement 1988). Table 10
includes the effect of child benefit for a married couple with
two children. Finally, Table 11 shows changes in the weekly
income after tax of a married couple where both partners are
working.

Note for Editors

The indexed figures for allowances and thresholds are set out
in an Order made today by the Treasury under Sections 1(6) and
257(11) of the Income and Corporation Taxes Act 1988. Sections
1(4) and 257(9) of this Act require 1988-89 allowances and
thresholds to be increased by the same percentage (6.8 per
cent) as the percentage increase in the general index of retail
prices (RPI) between December 1987 and December 1988: and

iy in the case of the rate bands and age allowance
income limit, the result to be rounded up to the nearest
multiple of £100; and



ii. otherwise, the increase to be rounded up to the
nearest multiple of £10; although

iii. additional personal allowance and widow's bereavement
allowance are automatically equal to the difference
betwren the married man's allowance and the single
person's allowance.
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INCOME TAX: COMPANY CARS

The Chancellor proposes in his Budget to increase the scale
charges for taxing employees on the private use of company cars
by [20] per cent. This is a further step in reducing the
undervaluation of company cars for tax purposes. The changes
will take effect from 6 April 1989.

The increase will affect approximately 1.4 million directors and
employees. It will yield £90 million in 1989/90 and £110
million in 1990/91.

No increase is proposed in the separate scales for fuel provided
for private motoring in company cars.

DETAILS

fle Company cars are provided for directors and employees in a
wide variety of circumstances. In some circumstances there is
little or no business use and the car is provided essentially as
part of the employee's remuneration. 1In other cases - more
commonly - there is some significant business use, and many
company cars cover a very large business mileage.

25 The car scales charge directors and employees earning over
£8,500 a year on the benefit of having a car provided by their
employer available for private use. While the car scales at
present take broad account of the number of business miles for
which the car is used, they are essentially concerned with the
private use of the car, not its business use. They are a means
of putting a figure for tax purposes on the value to the
employee of having the car available for private use. The need
for a car to cover a substantial business mileage does not
reduce the value to the employee of its use for private
purposes. The average private use of company cars does not vary
significantly whether the business mileage is high or low.

Implementation

3. The new rates will take effect from 6 April 1989. The
necessary legislation will be included in the Finance Bill. Tax
/ offices will review
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offices will review and amend all PAYE codes containing an
adjustment for car benefits individually to reflect the proposed
scale charges. Employers and employees will be notified of the
revised codes which will generally take effect on the first pay
day after 17 May 1989, at the same time as the increases in
personal allowances and thresholds are implemented.

A CAR BENEFIT SCALE CHARGES AND TAX INCREASES PROPOSED FOR 1989-90
FOR CARS UNLZR 4 YEARS OLD

Original Engine Standard Tax Increase for 1989/90
Market Size Scale (Basic Rate Taxpayer)
Value Charge
High Average Low
Business Business Business

Mileage(1) Mileage Mileage(2)

£ ce & £ £ £
Up to 19,250 0-1400 1,260 26.25 52.50 78.75
1401-2000 1,680 35.00 70.00 105.00
2001 + 2,640 5500 110.00 165.00
19,250 to 29,000 All 3,480 12.50 145.00 247.50
Over 29,000 All 54520 1:15:500 230.00 345.00
B CAR BENEFIT SCALE CHARGES AND TAX INCREASES PROPOSED FOR 1989-90

FOR CARS OVER 4 YEARS OLD

Original Engine Standard Tax Increase for 1989/90
Market Size(1) Scale (Basic Rate Taxpayer)
Value Charge
High Average Low
Business Business Business

Mileage(2) Mileage Mileage(3)

& ce 5 £ £ £
Up to 19,250 U=-1400 840 17«50 35.00 52.50
1401-2000 T30 23515 47.50 T 25
2001+ 1,740 36.25 17250 108.75
19,250-29,000 All 2,330 48.75 97.50 146.25
Over 29,000 All 3,670 76.25 152..50 228 =15

/TABLE C
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€ CAR FUEL SCALE CHARGES IN 1989-90 (UNCHANGED)
Engine Size Scale Charge
cc £
0-1400 480
1401-2000 600
2001+ 500

(1) The car scale charges and the car fuel scale charge are
reduced by half for a car used for 18,000 or more business miles

a year.

(2) The car scale charges, but not the fuel scale charges, are
increased by half for a second car or a car used for under 2,500

business miles a year.

S Separate scale charges apply to cars with unconventional
engines as follows:-
Original Market Value Conventional Car Equivalent
less than £6,000 Up to 1400cc
£6,000 to :£8,499 1401-2000cc
£8,500.to £19,250 Over 2000cc

/NOTES FOR EDITORS
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NOTES FOR EDITOR

bl The Income and Corporation Taxes Act 1988 contains special
rules (in Chapter II, Part V) for taxing benefits and expenses
payments provided for directors and employees earning at a rate
of £8,500 a year or more, including expenses and benefits. Unde~-
these rules the value of the benefit (its "cash equivalent") is
added to his income and taxed at the taxpayers marginal rate.

25 The car scales give the amounts of the "cash equivalents" -
the amount on which the employee will pay tax in respect of the
benefit of having a company car available for private use in
1989/90. A typical company motorist (driving a 1600cc car less
than 4 years old) will pay about £8.08 a week in tax for the car
compared with £6.73 in 1988/89. (A further £2.88 a week will be
payable if fuel is provided for private motoring.)

gl Both the car and car fuel scales are halved for the motorist
who does 18,000 business miles or more in the tax year. The car
scale (but not the fuel scale) is increased by 50 per cent if the
car is a second company car or is driven for less than 2,500
business miles in the tax year.

4% The car scales (which were introduced in 1977/78) are
reduced pound for pound for contributions which the employee is
required to make for the private use of the car. The car fuel
scale is reduced to Nil if the employee makes good all the fuel
used for private journeys. Journeys between an individual's home
and place of work are regarded as private motoring.

5% Since April 1987, the car fuel scale has been used to assess
VAT due on fuel provided out of business resources for private
motoring by registered traders and their employees as well as to
determine the amount on which income tax is payable on free
private fuel for company cars. The Chancellor's decision not to
increase the car fuel scale charges in 1989-90 means that they
will not have been increased since 1986.




INLAND
REVENUE
Press Release

INLAND REVENUE PRESS OFFICE, SOMERSET HOUSE, STRAND, LONDON WC2R 1LB
PHONE: 01-438 8892 OR 6708

[3X] 14 March 1989
NEW TAX RELIEF FOR EMPLOYEE SHARE OWNERSHIP PLANS (ESOPs)

The Chancellor proposes in his Budget a new tax relief to encourage
companies wishing to promote employee share ownership through
arrangements including specially set-up trusts (commonly known as
ESOPs) .

Payments by companies to ESOP trusts set up to distribute shares to
the company's employees will qualify for corporation tax relief,
provided certain conditions are met. Key features of the qualifying
conditions will be that shares must be distributed to employees
within a maximum of 7 years of their acquisition by the trust, and on
an all-employee, similar terms, basis.

LR Various tax reliefs are already available in connection with
trusts set-up to run approved employee share schemes under
legislation introduced in the Finance Act 1978. But some companies
wish to encourage employee share ownership through ESOP trusts, which
may differ in some important respects from trusts set up under the
1978 legislation. 1In particular, ESOP trusts

- may borrow to acquire their shares rather than relying

entirely on funds provided by the company

/ may need to hold

PR.ACM 1
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- may need to hold shares for a longer period (for example,
while repaying borrowings) than the maximum 18 months
permitted under the 1978 scheme

- may wish to distribute larger amounts of shares to

employees than is possible under 1978 schemes

- in the case of unquoted companies, may wish to provide a
market for the company's shares for the benefit of

employees.

Zie At present there are no tax reliefs expressly directed towards
ESOPs. Depending on the particular circumstances, company
contributions to ESOP trusts may qualify for relief from corporation
tax under the general rules of Schedule D. But there is at best some
uncertainty over entitlement to this relief; and it is clear that for
ESOPs wishing to operate in some particular circumstances relief
would not be available. The Government believes that this
uncertainty may discourage companies wishing to set up trusts of this
type for the benefit of their employees. The new relief proposed
will overcome this obstacle and provide more certainty for companies
to distribute their shares to their employees through ESOPs.

e The Chancellor's aim in introducing this new relief - as with
the three existing employee share schemes which qualify for tax
reliefs - is to encourage individual employees to own shares in the
businesses in which they work. To ensure that this objective is met,
the new statutory relief will depend on the trust meeting qualifying

conditions. These will include requirements that:
- all employees of Llie company must benetit on similar terms;
- there are no beneficiaries other than employees of the company;
- shares must be acquired by the trust within a specified time,
and must be distributed to employees within 7 years of
acquisition;

/ a majority of the

PR.ACM 2
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- a majority of the trustees must be independent of the company
and of those who have, or have had, a substantial interest in
ik

Detailed provisions will be included in the Finance Bill.

4. ESOP trusts which meet the qualifying conditions will not
qualify for any other tax relief. Such a trust will therefore be
liable to income tax and capital gains in the normal way, and
employees receiving shares will be liable to income tax if they pay
less than market value for them. An ESOP trust may, however, operate
in conjunction with a profit-sharing trust set up under the 1978
legislation, and distribute shares to employees through it. Provided
the necessary conditions are met, the employees will then not be

liable to income tax on any shares given to them.

/NOTES FOR EDITORS
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NOTES FOR EDITORS

Il There are three separate schemes designed to encourage employee

share ownership.

27 Under the 1978 all-employee profit sharing scheme, corporation
tax relief is given for company contributions to a trust set up to
distribute shares to employees. The trust is exempt from additional
rate income tax and from capital gains tax, and shares distributed
free to employees are exempt from income tax provided they are held
at least 5 years. Various limits apply, for example shares must be
appropriated to employees within 18 months of acquisition and there
are limits on the value of the shares which can be appropriated each
year to employees (these are increased in the Budget - see separate

Press Release).

3 There are also two share option schemes introduced in 1980 and
1984. ©Under these employees can be exempt on share option gains
where the qualifying conditions are met. The limits for the 1980

all-employee share option scheme are also increased in the Budget.

4. Some of the conditions for relief for a qualifying ESOP trust
will be similar to those under the 1978 scheme. For example, under
the 1978 scheme benefits must also be made available to all employees

on similar terms.

51 As indicated in paragraph 1, a qualifying ESOP trust will be
able to undertake a much wider range of activities than a trust set
up under the 1978 scheme. For example, such a trust cannot borrow or

make a market in shares.

PR.ACM 4
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PENSIONS: TAX RULES SIMPLIFIED

The Chancellor proposes in his Budget today important changes in
the tax rules for pensions. These will

- simplify the rules for pension schemes, employers and

employees;

permit greater flexibility in pension provision;

lift the administrative burden on employers and pension
schemes; but

place a limit on the amount of tax relief available.

The changes are:

*

New freedom for employers to provide whatever pension they
want (but without additional tax relief)

Simplification of the tax rules for occupational pension
schemes, particularly affecting those who leave or retire
early

No Lax advantages for pensions which arise from earnings in
excess of £60,000

A new approach to additional voluntary contributions (AVCs),
which will greatly reduce the burden on employers, and make
it much easier for employees to take out freestanding AVCs

Better arrangements for personal pensions, including higher
contribution 1limits for those over 35, a better way of
calculating lump sum benefits, and greater freedom for
members to control the investment of their money.

/The restriction of tax



The restriction of tax advantages for pensions based on earnings
above £60,000 a year will affect only those joining a pension
scheme on or after today (14 March). Other changes will apply
from Royal Assent to the Finance Act.

DETAILS OF THE PROPOSALS

. The Chancellor is retaining the existing broad framework for
the tax treatment of pensions. But within that framework a numbe
of significant changes are proposed, with the objective of making
the system simpler, fairer and more flexible. And, by limiting
the amount of tax relief available to very high earners, the
reliefs for pensions will be brought into line with most other
tax incentives.

2 The Government recognises that the 1last few years have
involved a major upheaval for the pensions industry, from tax and
other changes. The Chancellor therefore intends to make no
further changes this Parliament to the tax treatment of pensions.

Occupational Pensions

3% A pension scheme satisfying certain conditions about the
bneefits it pays will be approved by the Inland Revenue, in which
case various tax reliefs apply to it:

- relief for employer's and employees' contributions
- tax-free build-up of the fund
= lump sum benefits may be paid tax-free.

4. However, it is not possible at present for an employer to
set up two schemes, one with tax relief and one without, if the
combined benefits exceed the normal limits for tax approval. The
result is that the limits on tax relief have come to determine
the total pension an employee can receive, and the form it takes.
At the same time, since the tax rules tie pensions to final
salary, there is no upper limit on the tax relief involved: the
higher someone's earnings, the more pension they may receive, and
the more tax relief is likely to be involved.

5T ''he Chancellor proposes two main changes:

- First, employers will in future be able to set up "top-up"
schemes, without the usual tax advantages, to provide more
generous benefits than the tax rules allow. Thus the Inland
Revenue ' will no longer effectively restrict . the +total
pension provided.

But, second, there will in future be a limit on the total
tax relief available: for new members of pension schemes,
earnings in excess of £60,000 will be disregarded for the

/purposes of calculating



purposes of calculating benefits payable from a tax approved
scheme. This limit has been set at a level at which the
vast majority of pension scheme members will be unaffected.

6. The result will be that, for those joining a scheme from
today, the maximum pension payable from tax approved occupational
scheme will be £40,000 a y=2ar (two-thirds of £60,000). Some of
this mav be commuted for a tax-free lump sum: the maximum lump
sum will be £90,000. The figure of £60,000 will be increased
annually in line with inflation.

g2 These changes make it possible to introduce a number of
simplifications (which also apply to those joining a scheme from
today) in the detailed rules for tax approved schemes. In

particular:

- a maximum two thirds final salary pension may be paid on
retirement between ages 50 and 70, subject to completion of
20 years' service with an employer.

- the maximum tax-free lump sum will be the better of 3/80 of
inal salary for each year of service up to 40, or 2.25 times
the amount of pension before commutation.

In general these simplifications will be more generous than the
present rules.

8. The tax treatment of non tax-relieved "top up" pension
schemes will broadly follow from existing legislation. It will
be possible to set up such schemes as soon as the Finance Act has
received Royal Assent.

93 Most tax-approved pension scheme will need to amend their
rules, for new members. The Finance Bill will include
legislation to override their present rules, unless they choose
to be excluded. This approach, which was used to implement
changes made in the 1987 Budget, saves schemes a great deal of
work in changing their rules and resubmitting them to the Inland
Revenue for approval.

Additional Voluntary Contributions

10. The present rules for additional voluntary contributions
(AVCs) to a pension scheme, and in particular those for
"freestanding AVCs" (ie paid to a separate pension plan of the
member's choice), date from October 1987. They went with social
security legislation which gave employees the right to pay AVCs
to their own scheme, or to a freestanding scheme.

11. Before an employee can pay contributions to a freestanding
AVC provider, the provider has to check with the employer's
scheme that maximum benefits are not likely to be exceeded. That
requires co-operation from the employer's scheme, and can involve
that scheme in a lot of work. Further checks must be carried out
at intervals to retirement. 1If, despite these checks, the total

/benefits payable on



benefits payable on retirement exceed the tax limits, the
employer's scheme must cut back the benefits it provides. To
that extent, the employee's contributions will have been wasted.

12. The Chancellor proposes a new approach to AVCs:

- Any "excess" at retirement, o- on leaving employment, will
no longer gn to waste. Instead, it will be returned to the
employee subject to a tax charge which broadly corresponds
to the tax relief received on contributions, and on build-up
of funds.

= .The 'procedure .on 'first :paying AvCs will ' be radically
simplified. For those making payments less than £2,400
(well above the average contribution) the AVC provider will
make a few simple checks: there will be no need for the
employer to be involved at all.

- For larger amounts the employer will need to provide some
relatively straightforward information.

- There will normally be no need for further checks until
retirement (or leaving employment).

13. This new approach will be available from Royal Assent to the
Finance Act. It should make it very much easier, and attractive,
for employees to pay freestanding AVCs.

Personal Pensions

14. Personal pensions, available to employees and the self-
employed since July 1988, may be used:

- by the self-employed
- by employees not covered by a pension scheme

- by employees who would prefer to have their own scheme
rather than join their employer's

- by employees in an occupational scheme who wish to contract
out of the State Earnings-related Pension Scheme (SERPS).

15. The Chancellor proposes three main changes to personal
pensions:

* It will be easier, for those who wish to, to direct where
their fund is invested

* The contribution limits for members over 35 will be more
generous

* The calculation of the tax-free lump sum will be changed -
in most cases the result will be more generous.

/17. At the same time,



16. At the same time, as with occupational pensions, a limit
will be placed on tax relief, which will not be available for
contributions related to earnings in excess of €£60,000. This
figure will be increased annually in line with inflation.

17. [Expand on personalised funds. Depends on how far we get
with «DTT: ]

18. The new contribution limits as a percentage of earnings,
with the existing limits for comparison, are:

New Limits Existing limits

Age 3 Age 3
35 or less Qe 50 or less 1735
36-45 20 51-55 20
46-50 25 56-60 2245
51-55 30 61 or over 275

56 and over 35

19. These very significant increases, which apply from
6 April 1989, are intended to help those who cannot afford to
make large contributions until later in their working life, but
then wish to "catch up". The changes do not apply to retirement
annuity contracts.

20. Finally, the lump sum which may be taken, tax-free, from a
personal pension scheme at retirement, is currently calculated as
25 per cent of the total fund built up, including any "preserved
rights" (the part of a personal pension corresponding to SERPS
for those who have contracted out) but excluding the value of
benefits for dependants. This is illogical, since preserved
rights cannot be commuted for a lump sum. And it may encourage
some people to cut back on their provision for dependants, so as
to maximise the tax-free lump sum. In future, therefore, the
calculation will exclude preserved rights and include dependants'
benefits. For the majority of people the result will be more
generous than now.

Cost

21. The overall pensions package will be broadly revenue-
neutral. The small yield from the £60,000 earnings limit for
tax-approved pension schemes will be offset by Lhe cost of higher
contribution 1limits (below earnings of €£60,000) for personal
pensions.

/NOTES FOR EDITORS
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1 The Chancellor announced a number of changes to the taxation
of pensions in his 1987 Budget, including a limit on tax free
lump sums of £150,000. Then, as now, the changes:

- applied to new pension schemes, and new members of existing
schemes, from Budget Day; and

- were introduced by Finance Bill 1legislation overriding
pension scheme rules.

Compliance Cost Assessments

2% Assessments of the compliance costs of proposals affecting
businesses are available. A copy of the Compliance Cost
Assessment for this proposal can be obtained from:

Inland Revenue
Deregulation Unit
Room 77

New Wing

Somerset House
London, WC2R 1LB
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(3% 14 March 1989
LIFE ASSURANCE: IMPLEMENTING THE REVIEW
The Chancellor of the Exchequer proposes in his budget a

two-stage programme of reform of the tax rules for life assurance
companies.

The main structural measures to be included in the 1989 Finance
Bill are

* a rate cut - income and capital gains attributable to policy
holders to be taxed at basic rate ([25]per cent) instead of
35% and 30% respectively

* a broadening of the tax base - relief for the expenses of
acquiring new life assurance business to be spread forward
over seven years

pension and general annuity business expenses to be
deductible only from pension and annuity business profits

- other measures to put onto a more commercial basis the
calculation for tax of pension business profits

* a duty abolished - life assurance policy duty to be
abolished

The tax treatment of life assurance premiums and policy benefits
in the hands of individuals will be unchanged. Consultation will
continue on a number of more technical issues for inclusion in
the 1990 Finance Bill. The whole package will come into effect
from 1 January 1990 subject to special transitional provisions to
assist the industry in the process of adjusting to the new
regime.

Implementing the review of the taxation of life assurance

15 The proposals announced tocday carry forward the reform of
life assurance taxation foreshadowed in an Inland Revenue
consultative document published in June 1988.

2 This document set out the Government's main objectives

* an effective system

/*parity of treatment

[S]



* parity of treatment between life offices and other financial
institutions

* a fair distribution of the overall tax burden on the
industry between one life office and another, and between
one policy holder and another

* adaptability, flexibility and simplicity so far as the
complications of life assurance permit

* consistency with the obligations of life offices and the
expectations of their policy holders

* recognition of freedom of services within the European
Community.

3% In line with responses to the document, the Chancellor has

decided against a radically new regime. He proposes instead a

reform of the current rules which will preserve the existing
basic framework but which tackles both the structural weaknesses
identified in the consultative document and the important
technical weaknesses acknowledged by the industry in its
responses. Main structural changes will be implemented in the
1989 Finance Bill, followed by further consultation with the life
assurance industry on more technical issues.

The package in detail

As FPirst-stage ~ the' 1989 Finance Bill

4. The proposals announced today for legislation in the 1989
Finance Bill affect only the corporation tax and policy duty paid
by companies doing life assurance business. The tax treatment of
life assurance premiums and policy benefits in the hands of
individuals will be unaffected.

5 The Chancellor proposes from 1 January 1990:

S abolition of life assurance policy duty, currently at 0.05
per cent of the sum assured:

ii. a reduced tax rate tor income and gains attributable to
policy holders equal to the basic income tax rate, at
present 25 per cent. This will replace the current rates of
35 per cent and 30 per cent on income and gains
respectively. A new formula will identify the policy
holders' share of total income and gains;

iii. base-broadening changes tc the rules for pension business
pEOEIES,, Jdnclkuding

- a "ring-fence" around pension and other business
expenses

- a consistent treatment of pension business incomings
and liabilities, in line with industry accounting
practice

/tax deductible



- tax-deductible reserves in line with the industry's
accounting practice and regulatory requirements, but
with special provision for extra reserves for tax
purposes where necessary:

iv. a revised treatment for the expences of acquiring new life
assurance business. These expenses will be relieved as now
but spread forward over seven years rather than allowed
immediately. Transitional rules will phase in the change
over four years so as progressively to reduce the proportion
of expenses qualifying for immediate relief, thus -

1990: five sevenths
1991: four sevenths
1992: three sevenths
1993: two sevenths

Unrelieved expenses of 1989 and earlier years will retain
their present right to immediate relief; and,

V. a number of more straightforward technical changes
acknowledged by the industry in consultation as appropriate
for action, including

- bringing into charge to tax miscellaneous income, such
as securities underwriting fees,

- changes to limit the availability of loss and (where
appropriate) group relief.

Bis Second stage - further consultation on specific issues

675 The Chancellor has authorised the Inland Revenue to consult
further with the industry on a number of issues identified by the
review. This will be followed by legislation in 1990 to bring
the whole package into effect from 1 January 1990. Topics for
further consultation include:

1 identification of assets: if feasible, to apply the tax
rules for different classes of business (life, pension, annuity,
foreign) to the assets, income, gains and expenses actually
attributable to each type of business, rather than apportioning
totals as at present;

ii. the tax treatment of policy holders: to change the current
"qualifying policy" and chargeable events rules so as to

- simplify them and minimise compliance and operational
costs

- improve the effectiveness of the charge

/reduce



- reduce tax-induced distortions in the design of life
assurance products;

iii. international aspects of life assurance: to improve the
current rules for

- foreign branches of UK offices
- UK branches of non-resident offices

- cross-border business conducted on a "services" basis
between UK offices or policy holders and counterparts
in other European Community countries;

iv. the treatment of reassurance business: in particular to
minimise the scope for erosion of the tax base and distortion of
commercial decisions caused by tax-driven reassurance, Cross
border as well as domestic.

Vi the future of captive investment vehicles: in the light of
‘the new reduced tax rate on capital gains attributable to policy
holders, to determine the proper tax treatment of those means
currently used to shelter capital gains from a charge to tax.

[vi. investment-linked business: to consider further taxing this
business more in line with that of unit trust investment, having
regard to the changes announced today in the future tax rules for
many unit trusts.]

Costs and yields

7/ Estimates of the costs or yield of components of the package
are subject to a wide margin of uncertainty. Only the firm :
proposals for legislation in the 1989 Finance Bill can be costed,
and their effect will depend on future developments in the
industry and in the markets in which it invests.

B Subject to that, however, the package is estimated to cost
about [£M] and yield about [ £M ] in 1990-91, assuming the basic
rate is unchanged. As the transitional provisions work through,
the yield will rise to a peak before falling away. The peak
yield, and the ultimate cost or yield of the mature regime will
depend on future tax rates as well as on developments in the
industry.

NOTES FOR EDITORS

B ERS A review of life assurance taxation was first announced by
the Chief Secretary to the Treasury, the Rt Hon John Major MP, on
8 July 1987. He said that it was intended

"to take a general look at the tax arrangements for life
assurance which have developed piecemeal over a long period"
fefficial Report Vol 1194 "Col 3I62)%
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In June 1988 the Inland Revenue published a consultative document
"The Taxation of Life Assurance".

In response, various representations were made, including a
comprehensive submission by the Association of British Insurers

(ABI).

28 The proposals announced today for legislation in the 1989
Finance Bill affect only the corporation tax and policy duty paid
by companies doing life assurance business. The tax treatment of
life assurance premiums and policy benefits in the hands of
individuals will be unaffected by these proposals.

The need for a review

3 The current tax rules for life assurance provide in most
cases for only one charge to tax, to be made jointly on the
profits, income and gains of the life company and its policy
holders. The policy holders themselves in the main have no tax
to pay on policy benefits received. Life offices pay corporation
tax on the investment income and capital gains attributable to
‘their life assurance business and on the profits of pension and
annuity business less expenses (including commissions and other
expenses of acquiring new business).

4, This unique single tax base is intended to tax both the
profits for the office from running the business and the returns
earned for policy holders from the investment of their premiums.

The premiums themselves are not taxed. Income, whether
attributable to policy holders or shareholders is taxed at 35 per
cent. Gains attributable to shareholders are taxed at 35 per

cent but those attributable to policy holders at 30 per cent.

Sie Because the current arrangements for taxing life assurance
have developed in a piecemeal fashion over very many years, they
contain a large number of weaknesses and uncertainties. Some are
structural and of general application; others are more technical
and restricted in scope.

B, As a result, the incidence of tax between offices is very
uneven. Some policy holders end up effectively bearing an unfair
share of the overall tax burden.

Hs Life offices may alsu benefit in wdays not available to other
forms of saving (whether made directly by individuals or through
media such as unit trusts). An example is that given to the
expenses incurred by the company in obtaining new business. Tax
relief for these expenses is allowed immediately even though the
income and gains from the investment of the premiums from the new
business obtained in this way will arise only in later years. As
a consequence, some companies escape paying tax entirely.

8 Other structural and technical weaknesses resulted in

- the expenses of pension (and annuity) business
spilling over and being allowed for tax against the

/investment income



investment income and gains of non-pension life
business;

- a depressed measure for tax purposes of the profits of
pension and annuity business

- the use by some life ofiices of "captive unit trusts"
to shelter from tax realised gains.

- the use of reassurance arrangements to reduce tax

Government's objectives

g The Government's aim has been to find a more effective tax
regime in terms of the distribution of the tax burden between
life offices and its overall yield. It is also concerned that
the burden of the tax on policy holders should be fairer. Among
other considerations the Government want as simple a system as
the complications of life assurance permit, a flexible regime
which can respond in the future to changes in life assurance and
the reasonable expectations of policy holders. 1In addition, any
solution would have to tie in with the Government's non-tax
policies in relation to the financial sector generally and with
freedom of services in the European Community.

Options for change

10. The document put forward three main options for change

- option A: for investment-linked business only, to tax
income and gains directly on the individual policy
holders by reference to their own tax circumstances

- option B: to replace the current regime by a new
special tax regime (dubbed in the document Schedule
X), specifically designed for life assurance and
formulated on actuarial principles

- option C: to reform the current rules by tackling the
structural and technical weaknesses identified in the
document including action to restrict the current
immediate relief for life business selling costs.

11. The document also raised the question as to the tax rates
which would be appropriate given the options proposed for
modifying the tax base for life assurance.

Representations on the document

12. The responses of the industry and other interested parties
disclosed a broad consensus (set out most comprehensively in the
submission of the Association of British Insurers in October
1988) that:

B the document had identified a number of weaknesses in the
current regime which merited action or further consideration;

/ii. but these weaknesses
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ii. but these weaknesses, and the industry's taxpaying record,
did not justify a radical change to the current regime:

iii. and further consultation was essential before any package of
reform was implemented;

iv. so option C was the appropriate approach; withcut, however,
any restriction to the current immediate relief for new business
acquisition expenses or accelerating the charge on capital gains.

Government's decisions

13. On these main points raised by the industry, the
Chancellor's decision, expressed in his Budget announcements, has

been
- to choose option C

- to legislate immediately on the structural issues with
most impact on the life assurance tax base: in
particular, relief for new business acquisition
expenses will be spread forward over seven years,
(although this change will be phased in gradually); and
the expenses of pension ad general annuity business to
be set against pension and annuity business profits
only

- to put the calculation of for tax pension business
profits onto a more commercial basis

- to cut the tax rate on income and gains attributable to
policy holders initially to the basic income tax rate.

- to undertake further consultations on specific

technical issues, and to defer implementation of the
package as a whole until January 1990.

Compliance cost assessments

9. Assessments of the compliance costs of proposals affecting
businesses are available. A copy of the Compliance Cost
Assessment for this proposal can be obtained from:

Inland Revenue
Deregulation Unit
Room 77

New Wing

Somerset House
London WC2R 1lLB
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CHANGES IN THE TAX TREATMENT OF RELOCATION PAYMENTS TO EMPLOYEES

The Chancellor proposes in his Budget changes to the tax reliefs
currently available under two Extra-Statutory Concessions for the
expenses of employees who have to move home with their jobs.

These are:
- to provide, on broadly the same basis as the present

extra-statutory concession, a statutory relief for
removal expenses which employers either pay or

reimburse.

- to withdraw relief for additional housing cost payments
made by employers for moves to more expensive housing
areas.

Subject to certain transitional arrangements, the changes take
effect from 6 April 1989.

DETAILS OF THE CHANGES

Background to the Chancellor's proposals

1 The withdrawal of the relief for additional housing cost
payments reflects the Chancellor's concern that the relief has
tended to reduce market pressures on employers to relocate to
areas where housing costs are lower and has contributed to house
price increases in already high-priced areas, such as the South
East.

5% Tax relief for removal expenses paid by employers for job
related moves will, on the other hand, continue to play an

important role in encouraging job mobility and job relocation.
For this reason the Chancellor believes it should be retained.

/3. The relief for



BUDGET CONFIDENTIAL

E e The relief for removal expenses has existed for over 40
years, but many more employees now benefit from it than in
earlier years. Consequently, although generally well known, it
is no longer appropriate that the relief should continue on an
extra-statutory basis. Appropriate provisions will therefore be
included in the Finance Bill.

Relief for removal expenses

4. Under the terms of Extra Statutory Concession A5 (a) and (b)
employees are not taxed on certain removal expenses which an
employer pays or reimburses if they have to change residence
either as a result of a job transfer with the existing employer
or to take up a new employment. Relief is available only where
it would be unreasonable to expect the employee to work at the
new location without moving nearer to it and provided the
employee has disposed of any interest in the home at the old
location.

Finance Bill proposals

5i The Chancellor proposes that these conditions and the
reliefs for removal expenses currently available under
Extra-Statutory Concession A5 (a) and (b) should be broadly
matched in the statutory relief. The detailed provisions in the
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