


Business Tax

"Income Shifting" - HM
Revenue and Customs'
Brave New World

A consultation document and draft legislation
was published in the first week of December, as
HMRC's response to the taxpayer’s victory in
the summer in the Arctic Systems tax case.

In that case, the House of Lords had to decide
if it was legitimate for a husband and wife to
share the dividends from their family company
equally, despite the fact that the income of the
business was "earned” by the husband, an IT
consultant.

The Lords came down on the side of the
taxpayers, saying among other things that the
way the legislation operated was "workable and
fair", and pointing out the potential problems
that would arise if HMRC's line of reasoning
was followed. HMRC had contended that, by
not taking a salary from the company at a
market rate, the husband was enabling the
company to pay larger dividends on its shares,
and thus he was "shifting” income to his wife
(who only paid tax at the basic rate). They
wanted to tax him on this "shifted” income. The
Lords made the point that a "market rate” of
salary was a very subjective matter and could
lead to endless arguments between HMRC and
taxpayers. At the time of the Lords’
judgement, there were some spiteful comments
from the Treasury saying that they would
legislate to stop "income shifting", and now we
have the result.

The draft legislation is scheduled for inclusion
in the 2008 Finance Bill and will take effect
from 6 April 2008. What it says is that:

* If you are able to "influence” how a
company or a partnership distributes its
profits, AND

*  You use your influence in such a way that
income passes to anyone to whom it would
not have passed if you were dealing with
them "at arms length” , AND

e Asaresult, less tax is paid, THEN

*  You're nicked!

You must declare the "shifted” income on

your tax return, and the person to whom it

was "shifted” must not declare it on theirs.

If this law is passed, chaos will ensue.

Just think of the problems:
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One way to "shift” income, as set out in the
consultation document, is to pay yourself
less than a "market rate” of salary, as
described in the Arctic Systems case above.
But what is a "market rate”?

What about confidentiality? Say | deal with
a company but other advisers deal with
some of the directors. In order to know if
less tax has been paid as a result of the
company's policy on salaries and dividends
(one of the conditions for the law to bite),
I need to know what the directors’ other
income for the year is, and if they use a
different firm of advisers, that is none

of my business - and if | ask the question,
by implication | am disclosing the income
of the directors | do deal with (because if
they were not paying tax at 40% the
"shifting” would not matter).

What does "influence” mean? It is a new
word in tax law and as such will need to be
defined by court decisions before we get

Q3

A3

any certainty. | can think of one client, a
company, where the parents no longer own
any shares personally but their children
(the shareholders) do exactly what Mum
and Dad tell them. Do Mum and Dad
"influence” the company'’s policy?

This is another example of "guess what I'm
thinking” legislation. It will give Tax Inspectors
(or "Officers” as they now seem to be calling
themselves) the opportunity to intimidate
taxpayers into changing their policy on
distributing profits from the family company,
with the alternative of a long and expensive
dispute about the meaning of the legislation.

The other possibility is that nothing will
happen. At a time when HMRC is
haemorrhaging staff, cannot operate basic
security precautions to protect taxpayers’
personal data, and is unable to administer the
system as it exists.



SUPPLEMENTING
RETIREMENT INCOME

Pensions rightly provide the main source of
retirement income, but they have their
limitations. The rates of return from the
conventional fixed rate annuities into which
most individual pension savings are
converted are the lowest for many years,
and with increasing life-spans inflation can
substantially reduce the value of the
income received.

In this situation, investment-based
retirement provision has growing appeal.
Many advisers are now advocating With
Profits annuities as a means of protecting
capital values and providing the potential
for an increasing income. The fact that an
annuity fund is not subject to premature
withdrawals makes this a natural home for
With Profits, and annuitants can enjoy the
full benefit of the smoothed investment
returns.

But advisers are also looking beyond
pensions, and for most people it makes
eminently good sense to complement their
pensions with income from other sources,
such as Unit Trusts, OEICs and ISAs. These
have the advantage that they permit the
investor to retain control of their capital
and to decide whether to use this for their
own purposes or to pass the benefit to
their dependants, possibly via tax-efficient
gifts.

Some funds also offer the facility for
investors to take regular monthly payments
of a fixed proportion of the capital value of
the fund, in addition to or instead of
drawing the natural income. The payments
will suffer no Income Tax and will be free of
Capital Gains Tax provided they do not
exceed the annual CGT exemption
(currently £9,200 p.a.) or if they are made
from an ISA.

Investors could also use this mechanism to
reduce the value of their estate which
would be subject to Inheritance Tax on
their death.

A suitable fund for this purpose would be
one which provided similar diversity to
With Profits by spreading the investment
between shares, fixed interest securities
and possibly property. The ultimate
investment spread would be achieved by
selecting a multi-asset funds, which employ
the talents of a range of leading fund
managers.
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Moving To New Premises?
Make Sure You Tell HMRC Beforehand!
When we move premises, we remember to tell the
telephone, gas and electricity about it. However,

forgetting to tell HMRC could lead to a lot of
unnecessary hassle.

Legally, a business is required to tell HMRC of a
change of address within 30 days, so what can
happen if it forgets or chooses not to do this? Here's
what happened to one particular business we know
of, which we'll call 'Lord Lucan Ltd' for the sake of
anonymity.

Lord Lucan Ltd registered itself for VAT, and was
quickly visited by a VAT Officer to check some of the
registration details. After two months, it moved
premises, and HMRC came out to see the business
again, only to find it wasn't there. Not surprisingly, the
VAT Officer quickly decided that he may be dealing
with a bogus business; such is the high incidence of
'missing traders' in relation to 'carousel fraud'.

He promptly deregistered the business on 'revenue
protection' grounds.

It was more than a month before Lord Lucan Ltd
found out what had happened, and even then it was
only through one of its customers, who had contacted
the business after checking its VAT number. Alas, Lord
Lucan Ltd is still trying to sort the matter out and get
its registration reinstated. It later transpired that the
VAT Officer had compounded things with a mistake of
his own. Lord Lucan Ltd had actually faxed the VAT
Officer details of their new address a month before
the move, and later confirmed it in writing too.
However, he had taken no action.

Tip. If you change address, write to the VAT
Registration Unit. Ring up after a couple of weeks to
check they received your letter and are acting on it, or
else you could find yourself in the same position as
Lord Lucan Ltd!

Worried you've been given a dodgy VAT number?

It's possible to make several checks on whether a VAT
registration number shown on an invoice is valid.

The validity of the number is important because the
purchaser cannot recover VAT incorrectly charged by
an unregistered trader, unless HMRC allow them to do
S0 by concession.

The first thing you can do is an online check at the EC
VIES website. It can be found via the following link:
http://ec.europa.eu/taxation_customs/vies/vi
eshome.do?selectedLanguage=EN

However, this check will only tell you if it's a
real number, not who owns it.

If you want to check ownership details too, you
should contact HMRC's National Advice Service (0845
010 9000). The number, name and address details you
have can be given to HMRC, who will then confirm
whether the details they have match with yours. If
different, they will not be able to divulge the details
they have, but by that point, you will already know
you have a problem!

If you don't want to contact HMRC, or don't have
immediate access to the Internet in a given situation,
you can do a manual check using the 'modulus 97
check', which works as follows:
e The first seven digits of the VAT
registration number are listed vertically.
Each digit is multiplied by a number,
starting with 8 and decreasing to 2.
The sum of the multiplications is calculated.
97 is then subtracted from the sum as many
times as necessary to get to a negative number.
The negative number is the same as the last 2
digits of the VAT registration number if valid.

Example calculation
VAT registration number 339 0727 47
3*8=24
3*7=21
9*6=54
0*5=0
7*4=28
2*3=6
7*2=14
Total = 147

147-97=50-97 =- 47

As the negative number (- 47) is the same as the last
two digits of the VAT number, the number is valid.

Have you had a tax investigation?

Did it result in no additions to your profits or
additions on a technical basis to the year of
investigation only, so there was no "fraudulent or
negligent conduct"? If so, you can treat the
professional fees incurred as an expense of your
business - either for the year they were incurred if
your business is continuing, or for the last year of
trading i the business has ceased - see HMRC's Tax
Bulletin No. 37 for details.

Are all Professional Fees Allowable Expenses?

If you are selling your business, some of the
professional fees you pay will be allowable expense
and some will not. Check carefully with your advisers
to make sure that they allocate the fees they charge
you correctly.

Do you run a high-tech business?

Make sure you are claiming any "Research and
Development Tax Credit Units" to which you are
entitled. HMRC issued a Press Release on 1
November to celebrate payments of £150 million to
such companies last year. Let's try to give them even
more to be proud of next year.
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CHANGES NEEDED TO
WILL TRUSTS?

Married couples and civil partners enjoy an
important advantage when it comes to
Inheritance Tax. They can transfer between
each other assets of unlimited value
without triggering a charge to tax.
However, this benefit overlaps a concession
which everyone enjoys, that inheritance tax
is charged at a nil rate on an initial band of
value. This Nil Rate Band changes each
year but the rate for the tax year 2007/8
is £300,000.

Couples concerned to ensure that their
estates enjoy both of these advantages
have for many years arranged their Wills to
incorporate a Trust into which assets up to
the value of the Nil Rate Band would be
transferred on their death.

However, concern about the way in which
rising house prices have pushed an
increasing number of estates over the nil
rate band has prompted the Government
to change the rules so that any part of the
nil rate band not utilised by the estate of
one partner can be carried forward to
enhance the Nil Rate Band of the
surviving partner.

So does this mean that Nil Rate Band Will
Trusts are no longer necessary? The
answer is that it's not that simple (it never
is!). Each situation must be considered
individually. For example, it could be that
one of the partners has previously been
widowed and may therefore already have a
double nil-rate band, which can be
dropped into the Will Trust.

Another situation where the Will Trust
could be valuable would be where there
was a wish to avoid children inheriting
assets outright. If assets passed instead to
a Trust this would protect them against
claims by creditors or ex-spouses.

The length of time separating the first and
second death could also affect the tax
planning. Under the new law, both the Nil
Rate Bands will be based on the rate which
applies at the time of the second death,

whereas the value of the Nil Rate Band
transferred into Trust would be that
applicable at the time of the first death.
So a view would have to be taken as to
whether the investment growth of the
assets in the Trust would be likely to
outstrip the yearly escalation in the Nil
Rate Band.

A surviving partner might also be better
served by having part of the deceased
partner’s estate directed to a Will Trust if
he or she was likely to be applying for
means-tested Long Term Care benefits.

Finally, there could be an advantage in
situations where the survivor re-marries,
because even though more than 100% of
the nil rate band might accrue from the
previous and new marriage, the benefit
which could be passed on would be capped
at 100% of the then current Nil Rate Band.

ISA SEASON

Many people delay making their annual ISA
investment until the end of the tax year -
which is unfortunate because the best time
to buy investments is when other people
are not doing so. So the best advice is -
don’t delay!

As to the question of where to invest,
clearly the overriding concern must be to
select investments which sit happily
alongside the other holdings in each
individual portfolio. This means achieving a
balance between the three main types of
investment - shares, fixed interest
investments and cash - in such a way as to
reflect both the return the investor needs
and the amount of excitement he or she
can stand.

Since investment should be for the
medium to long term, it would be wrong to
base decisions on the expectation of short-
term market movements. Equally, however,
investors should not ignore clear signals
that particular investment markets may
have become over-bought. The
conspicuous case in point at the present
time is the UK commercial property
market.

Disclaimer: This guide is produced for general guidance only, and professional advice should be sought before any
decision is made. Individual circumstances can vary and therefore no responsibility can be accepted by the contributors
or the publisher, for any action taken, or any decision made to refrain from action, by any readers of this guide. All rights
reserved. No part of this guide may be reproduced or transmitted in any form or by any means. To the fullest extent
permitted by law, the contributors do not accept liability for any direct, indirect, special, consequential or other losses or

damages of whatsoever kind arising from using this guide.
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As an asset class property is closer to fixed
interest than to shares and is bought
primarily for income, but prices have been
chased up by hungry investors and yields
are now lower than the returns available on
cash deposits. So anyone considering
property investment would probably be
advised to look overseas rather than in

the UK.

The UK fixed interest market is also
seriously over-bought as a result of
pension funds having to buy fixed interest
securities to cover their liabilities to their
members. Again, deposit rates are
currently more attractive and arguably
money which might normally have been
invested in fixed interest might now be
directed instead to cash.

NEW RULES FOR PEPS
AND ISAS

With effect from 6 April 2008 the rules
governing PEPs and ISAs will be simplified:

* The distinction between Maxi and
Mini ISAs will be removed.

* The annual ISA allowance will be
increased to £7,200 for each
individual.

* As an alternative to investing wholly in
stock market funds or securities, it will
be possible to invest up to £3,600 in
cash with one provider and the balance
in funds or securities with the same or
a different provider.

* Existing cash ISAs will be able to be
transferred into funds and
securities ISAs.

*  PEPs will automatically become funds
and securities ISAs.

* TESSA-only ISAs will become cash ISAs.

¢ It will become possible to transfer
Child Trust Funds to ISAs when
they mature.

* |ISAs will be available indefinitely.
Previously the intention was that they
should be available only until 2009.
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