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2004/05
Allowances
Personal Allowance £ 4745
CGT exemption £ 8200
Trustees CGT exemption £ 4100
IHT threshold £263,000
VAT threshold £ 58,000

Income Tax Rates

up to £2020 : 10%
£2021 to £31400 : 22%
over £31400 : 40%

Trust Rates

Rate applicable to trusts 40%
Schedule F trust rate 32.5%

Corporation Tax Rates

up to £10,000 (undistributed) nil
up to £300,000 19%
over £1.5 million 30%

Marginal rates apply between these bands. The rate bands
have to be shared by all associated companies.

Personal Pension Schemes

Earnings Cap £102,000

.
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THE BUDGET

This special issue of our UK Tax Bulletin
includes a summary of the Budget
proposals announced by the Chancellor of
the Exchequer this afternoon.

The Budget included a number of matters
which have already been announced (which
did not prevent him announcing them again)
but there are other measures which were
unexpected.

This Bulletin highlights the main points of
the Budget which are likely to be of general
interest and further details on any aspect
are available on request from our London
office.

The Appendix contains a full list of press
releases entitled Budget Notes which were
issued today.
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SMALL COMPANIES

Since the Pre Budget Report on 10"
December, there has been serious
controversy over the possible treatment of
small businesses who were encouraged to
incorporate to take advantage of the zero
rate of tax on the first £10,000 of company
profits. When paid out as dividend these
profits would not bear tax in the hands of
the basic rate tax paying shareholder either.

It is clear from all the statements made at
the time that this was exactly what the
Government intended. However, the Pre
Budget Report categorised it as an
unacceptable loophole and various ideas
have been floated about how the rules
maybe changed.

The new rule is comparatively simple and
unlikely to cause a great deal of fuss.

The rate at which corporation tax is payable
depends upon the amount of the company's
profit for the financial year. No tax is
charged on the first £10,000; the small
companies rate of 19% applies up to profits
of £300,000 and the main rate of 30%
applies on profits exceeding £1.5 million
(there are marginal rates between these
limits and the bands have to be shared
between associated companies).

The new rule will ensure that the small rate
of corporation tax of 19% continues to be
charged even below £10,000 if the profits
are distributed. There is no suggestion that
the tax liability in the hands of the
shareholder will be affected. All this means
is that if the company retains the profits, the
first £10,000 will not bear any corporation
tax but if the profits are distributed
corporation tax of 19% will be payable. Still
no tax will be payable in the hands of the
shareholder who is a basic rate taxpayer.

These new rules will apply to distributions
made on or after 1% April 2004.

SPOUSES SHAREHOLDINGS : s.660A
The hot topic of Section 660A TA 1988 and

the tax implications surrounding a gift of
shares in a family company from one
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spouse to another did not directly feature in
the Budget. The Inland Revenue may have
felt that it has been adequately aired in their
statement last month.

However, one solution to the problem, by
arranging for shares to be held in the joint
names of the spouses so that Section 282A
TA 1988 requires the dividend to be taxed
on them equally whatever their underlying
beneficial interest, has been addressed by
Budget Note 22.

From 6™ April 2004, dividends on jointly
owned shares will be taxed on the husband
and wife according to their beneficial
ownership rather than in equal shares which
is presently the automatic treatment under
the legislation.

The whole point of section 282A was to
provide equal treatment automatically and it
is bizarre that they should want to change it
all just because the section is being used as
intended.

The substantive issues surrounding Section
660A and gifts of private company shares
from one spouse to another remains at
large.

FIRST YEAR CAPITAL ALLOWANCES

Small and medium sized businesses are
currently eligible for a 40% rate of first year
capital allowance on most expenditure on
plant and machinery. For small businesses
only, this s increased to 50% for
expenditure on or after 1 April 2004 (6 April
2004 for businesses liable to income tax),
but for a period of one year only.

TAX MODERNISATION OF TRUSTS

In the Pre Budget Report a package of
measures was suggested to simplify the tax
regime for trusts and following a large
number of "suggestions" some revisions
have been made.

It is interesting that the Inland Revenue
acknowledge "the important role trusts play
in society" and are now able to publish the
main features of the modernised tax system
for trusts but they will only be publishing a
full summary of the responses later.
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From 6™ April 2005 there will be a basic rate
band applied to the first £500 of income for
all trusts liable at the rate applicable to
trusts.

There will be a new tax regime for trusts for
the most vulnerable but they have not
decided which trusts will be eligible for this
treatment.

A set of common definitions and tests will
be introduced for income tax and capital
gains tax to improve consistency.

Draft legislation will
November.

be published in

RESIDENCE AND DOMICILE

The silence continues. It has been clear
from previous announcements that the
Government does not know what to do
about the subject and continues to examine
responses to their various papers and seek
further contributions. The last we heard is
that when they have considered everything
they "will move forward with a formal
consultation paper on possible approaches
to reform".

Paragraph 5.103 of the Budget Red Book
states as follows:

"The Government is continuing to review
the residence and domicile rules as they
affect the taxation of individuals and is
considering various aspects of this issue in
the light of the responses to the paper
published at Budget 2003. The
Government remains determined to proceed
on the basis of evidence and in keeping with
its key principles. It would welcome further
contributions to the debate which would
then be taken forward by the publication of
the consultation paper setting out possible
approaches to reform".

That's it. This is less than they said last
year; we seem to be going backwards.
However, drowning in  consultation
documents is clearly preferable to the
introduction of any changes
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IHT : PRE OWNED ASSETS

As widely predicted, the proposals
regarding pre owned assets have been
watered down - but not much.

From 6" April 2005 a freestanding income
tax charge will apply where somebody is
able to benefit from an asset which they had
previously owned (or had provided the
funds to purchase). The charge will apply to
real property, chattels and to intangible
assets. The income tax charge will be
based on a calculated value broadly along
the lines which apply to benefits in kind.

These arrangements will seriously affect
many of the various schemes for saving
inheritance tax on private residences and on
arrangements concerning chattels. Nearly
all those arrangements involve the
continued use of the property whilst
removing its value (one way or another)
from their estate.

The charge will apply with effect from 6™
April 2005 unless the arrangements have
been dismantled before that date.

There has been an enormous amount
written on this subject highlighting the
severe injustices which will arise. One
example would be of a gift of an asset in
1970, entirely effective under the rules
which applied at the time but which is now
brought into charge 35 vyears later.
Changing the goalposts does not
adequately describe the injustice involved.

Some of these representations have been
heard and the Government proposes to
extend the exclusions so that the proposed
new charge will not apply where:

the property in question ceased to be
owned before 18" March 1986 (when
inheritance tax and in particular the
reservation of benefits regime was
introduced)

the asset formerly owned by the
taxpayer is currently owned by their
spouse

the asset in question still counts as part
of the taxpayer's estate as a gift with a
reservation



Haarmann Hemmelrath

the property was sold by the taxpayer at
an arms length price paid in cash; this
will not be restricted to sales between
unconnected parties

the taxpayer was formerly the owner of
an asset only by virtue of a will or
intestacy which has been varied by the
beneficiaries

any enjoyment of the property is no
more than incidental.

These new rules apply to UK domiciled
individuals or those who are not domiciled in
respect of their UK assets. However, it is
comforting to see confirmation that
taxpayers who have become domiciled in
the UK will not be subject to this charge in
respect of any non UK assets which they
have ceased to own before they acquired a
UK domicile.

A transitional relief is suggested in response
to the difficulties which have been
highlighted in dismantling the existing
arrangements. The issue which arises is
that it is all very well to say the charge will
not arise if the arrangements are dismantled
before 6™ April 2005 but if that is going to
create a substantial tax charge, that is a
serous and unfair penalty. The transitional
relief takes the form of an election which
may be made by 31% January 2007 not to
be subject to the income tax charge but for
the property to be treated as part of their
estate for inheritance tax purposes whilst
they continue to enjoy it.

It is proposed that the cash value of benefits
should be determined by reference to the
market rentals in the case of land and by
reference to imputed percentages of capital
value in the case of chattels and intangible
assets.

FILM TAX RELIEF

The tax relief for British qualifying films
which is due to expire on 1% July 2005 is to
be replaced by a new relief for production
expenditure incurred that can either be
offset against profits or surrendered for a
cash payment. It is claimed that this new
relief will provide film makers with a greater
flow of funds than the existing capital
allowances relief.
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Film partnerships have frequently been
established to take advantage of the capital
allowances to create losses which can be
set against the other income of the partners.
The Inland Revenue has expressed
themselves quite content with these
arrangements but not so happy if the later
income flow from the partnership escapes
tax by the partner selling his interest in the
partnership before the income arises.

On 10™ February 2004 the Inland Revenue
announced a restriction to the entitlement to
loss relief to the amount actually contributed
by the partner to the partnership. These
rules are designed to prevent partners
claiming loss relief for liabilities which they
may never have to meet.

There will be no change in the rules in
respect of individuals who work for a
significant amount of time (more than 10
hours per week) running the business.
They will continue to obtain full relief within
the old rules. However, for those who are
not involved in running the business, the
ability to claim sideways loss relief against
other income will be restricted to the amount
of their contribution. Any loss in excess of
the amount contributed can be claimed in
the year when the further contributions are
made.

An exit charge will be imposed where
individuals leave the partnership having
claimed their allowances, funded by
substantial borrowings, without having to
repay those borrowings. This exit charge is
designed to ensure that in such
circumstances the individual ends up with
tax relief only on his actual economic
contribution to the business.

These restrictions apply only to losses
derived and expenditure incurred on or after
10™ February 2004 but this creates a
serious problem for films which are already
in the pipeline and for which funding had
already been arranged before that date. A
number of films have had to be abandoned
as a result of this announcement and
nothing in the Budget seems to provide any
comfort.

The Government is currently reviewing the
treatment of co productions involving
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production expenditure both in the UK and
outside the UK with a view to creating a
tighter definition of British qualifying status.
There will be further discussions with
industry and details of the new relief will be
published in the Summer.

TAX AVOIDANCE SCHEMES

An interesting and tantalising statement has
been issued concerning the disclosure
requirements for promoters of certain tax
schemes and arrangements.

New disclosure rules (as yet unspecified)
are to be introduced to enable the Inland
Revenue to be provided with information
about potential tax avoidance schemes and
arrangements (also unspecified) so that
they can take swifter and more effective
action against them. This is perhaps fair
enough because with any tax saving
arrangement, the Inland Revenue is
invariably the last to know about it.

Tax scheme promoters (undefined) will be
required to provide details of certain
schemes and arrangements to the Inland
Revenue shortly after the scheme is "sold".
They will be required to provide a
description of the scheme, including details
of the types of transactions planned which
form part of the scheme and the tax
consequences of the arrangements and the
statutory provisions they rely on. The Inland
Revenue will register these schemes and
allocate each a reference number. Tax
payers will then be required only to include
on their tax return the registration number of
the scheme.

Where a scheme has been provided from
an offshore promoter, or where the scheme
has been devised in-house, it will be the
taxpayer who will be required to provide the
relevant details to the Inland Revenue.

Unfortunately no further information is
available on what this all means and who is
likely to be affected by it. Details are to be
published in the Finance Bill.

In principle this does not sound too
objectionable and it is likely to be a good
deal better than a general anti avoidance
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provision which Mr Brown specifically
rejected - for the moment.

There will also be measures in respect of
VAT transactions. A register of "VAT
abusive avoidance schemes" will be
published and businesses with a turnover of
£600,000 or more will be required to
disclose use of these schemes to the
Customs and Excise.

COMPLIANCE PACKAGE

The Inland Revenue have announced a new
compliance package to target those who fail
to comply with their legal obligations or who
seek to avoid tax by exploiting loopholes.
Budget Note 35 says that the Inland
Revenue will start implementing the new
package soon after the Budget and it will be
introduced in phases. Unfortunately, we do
not know what it says.

All we know is that it "builds on the
compliance and enforcement package
announced by the Chancellor" last year.
This targeted three areas:

non payment of tax and failure to file tax
returns

fraud and concealment of income and
profits offshore

countering avoidance of corporation tax,
NIC and tax and employment income.

The press release says that the new
compliance package will include "better
publicity to raise public awareness" - which
is almost too much to bear if they don't
publish any details about it.

GILT STRIPS

It was a surprise that arrangements
involving gilt strips survived the Pre Budget
Report but they were done away with on 15
January. This did not prevent Mr Brown
from putting it in his Budget with a new
press release although very little difference
exists between the 15 January press
release and Budget Note 30. The only
change is that the measures announced
today prevent the accrual of a capital loss
as well.
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Under the previous rules, an individual
could purchase a strip of Government
bonds which was then disposed of at a loss,
but together with the grant of an option at a
low option price. Gilt strips are specifically
classified as relevant discounted securities
and any loss therefore deductible against
income, whereas the corresponding
consideration for the option was not taxable.

The changes are designed to limit the
allowable loss to the economic loss (if any)
arising on the transaction.

UK EQUITIES:
LOANS

REPOS OR STOCK

Anti-avoidance  provisions are being
introduced to combat the exploitation by
individuals and trustees of the advantage of
entering into repo or stock loan transactions
over UK equities.

A dividend received by the individual/trustee
will now be taxed at the same rate as relief
is given for the “manufactured” payment,
thus ensuring that the repo or stock loan is
neutral for tax purposes. In addition, where
the equities are disposed of, relief for the
“manufactured” payment will only be given
against the capital gain arising on the
disposal.

The measures apply to individuals where a
dividend on the equities is received on or
after 6 November 2003. For trustees, they
take effect from 17 March 2004.

STAMP DUTY LAND TAX

The rates of stamp duty and SDLT remain
unchanged, despite wide prediction to the
contrary.
A number of clarifications have been
announced.

SDLT is now charged on uncompleted
contracts which are substantially performed
and this will be extended to apply to
circumstances where the contracting
purchaser has a right to direct a
conveyance to a third party.

Works carried out on the land after it is
purchased do not count as consideration.
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Changes will be made to ensure that an
unintended charge does not arise when a
contract is later completed by conveyance.

An agreement for a lease is in practice often
treated as equivalent to a lease and there is
to be clarification on the treatment of such
agreements  which are  substantially
performed so that for most purposes (and in
particular when they are signed) they are
treated as leases.

Variations that extend a lease or increase
rent are to be treated as the grant of a new
lease; all other variations will be
disregarded for SDLT purposes. This will
apply to all leases whether the original grant
of the lease was within the scope of SDLT
or not.

At the present time SDLT does not apply to
the transfer of an interest in land to a
partnership, the acquisition of an interest in
a partnership (where the partnership
property includes an interest in land) and a
transfer of interest in land out of a
partnership. These were specifically
excluded from the SDLT legislation.
However, these transactions are now to be
brought within the scope of SDLT from
Royal Assent of the Finance Act 2004.

TAX AND ACCOUNTING

For periods of account beginning on or after
1% January 2005 it is proposed that
companies may adopt International
Accounting Standards instead of UK
Generally Accepted Accounting Practice in
drawing up their accounts.

It is necessary for the legislation on loan
relationships, derivative intangibles and
research and development to be revised to
accommodate both systems.

We are rather overwhelmed  with
announcements on this subject because
only three weeks ago the Inland Revenue
issued a statement explaining their view
about how the change would work. Draft
amending legislation was published to
redefine generally accepted accounting
practice to include both IAS and UK GAAP.
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It is likely that some serious analysis now
needs to be done about the differences
between the UK and international
accounting practice so that companies and
their advisors can understand where areas
of danger exist.

The sort of danger | have in mind is that a
company may draw up their accounts on a
basis wholly consistent with UK GAAP
which includes a proper deduction for some
revenue expenditure. If the Inland Revenue
are able to point to some part of the IAS
where the treatment would be slightly
different enabling revenue treatment to be
challenged, the company might find itself
being denied what ought to be a proper tax
deduction.

It might be possible to defend the position
on the basis that a company is entitled to
draft its accounts on generally accepted
principles and providing it does so, the fact
that somebody else (like the Inland
Revenue) can suggest that another
accounting treatment would be equally
acceptable should not impeach the
treatment chosen by the company.

However, it is by no means clear that the
company will be able to make this choice
and it is hoped that some clarification to this
effect will be forthcoming soon. It has not
been made very clear by this Budget.

R&D TAX CREDITS

One of the reasons companies have failed
to take the full benefit of the R&D tax credit
regime and R&D capital allowances has
been the uncertainty as to exactly what
constitutes qualifying expenditure.

New, simpler guidance on the definition of
R&D has been released by the DTI to be
effective from 1 April 2004 which also

expands the categories of qualifying
expenditure.

TRANSFER PRICING AND  THIN
CAPITALISATION

Under the UK transfer pricing rules,

transactions between connected businesses
must be priced on a broadly arm’s-length
basis if a loss of UK tax revenue would
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otherwise result. The rules presently only
apply to cross-border transactions but this is
thought to be contrary to EC directives on
freedom of establishment. From 1 April
2004 the transfer pricing rules will apply
equally to domestic transactions between
connected businesses.

Small and medium sized businesses
(broadly, those with annual turnover of less
than 10m and 50m Euros respectively) will
be exempted from the new transfer pricing
regime providing the connected business is
in a territory with which the UK has a double
tax treaty with suitable non-discrimination
provisions.

Penalties apply where a business fails to
document pricing policies in respect of
connected party transactions. Recognising
that many businesses will now be within the
transfer pricing net for the first time, the
Revenue are to relax these penalties for a
temporary period ending on 31 March 2006.

The rules on thin capitalisation are also
being simplified. At the moment, excessive
loan interest can be challenged either under
the transfer pricing rules or by
recategorising the interest as dividend.
These latter provisions are abolished as
from 1 April 2004 and henceforth thin
capitalisation will be dealt with entirely
through the application of the transfer
pricing rules.

COMPANIES IN PARTNERSHIP

The general rule is that profits and losses of
a partnership are allocated to the partners in
accordance with their profit sharing ratio
and tax is charged on each partner by
reference to his share of the profit.
Sometimes, arrangements have been made
whereby the income profits of the
partnership are allocated to a partner who is
not liable to UK tax and all the capital profits
are allocated to the UK partner. In this way,
the tax liability of the UK partner can be
significantly reduced.

However, from Budget day, a charge to
corporation tax will arise when a company
realises capital profits, that is to say capital
in excess of its contribution to the
partnership and some or all of the increase
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in the partnership capital has been derived
from profits which would have been taxable
in the UK had they been allocated to the
company in proportion to its share of capital.

MANAGEMENT EXPENSES

Tax relief for the expenses of managing
investments is only available to companies
which are classified as “investment”
companies. As from 1 April 2004, any
company with investment business will be
able to claim relief for the costs of managing
the investments. Under the current rules,

relief is only given to UK resident
companies. This restriction is also
removed, so that UK permanent
establishments of non-UK  resident

companies will also be able to claim relief
for investment management costs.

Changes will also be made to the timing of
tax relief. Currently, relief is only given for
expenses actually paid. From 1 April 2004
the timing of relief will be aligned with the
accounting treatment.

These changes will allow a much greater
flexibility in group structuring, since in future
there will be no need for all the group’s
investments to be placed in a special
“investment” company in order to obtain tax
relief for the costs of managing them.

The Finance Bill clauses will also
specifically exclude capital expenditure from
relief, thus clarifying the position following
the High Court decision in Camas plc v
Atkinson. Further detailed guidance on the
issue of capital expenditure is to be
available following publication of the
Finance BiIll.

EUROPEAN COMPANY STATUTE

A “European Company” formed under the
European Company Statute, which comes
into force on 8 October 2004, will be subject
to the tax law of the country in which it is
resident. The government expects that only
minor changes to UK tax law will be needed
to facilitate their introduction, and these will
be introduced in the Finance Bill 2005.

European Companies formed before then
will be subject to the existing UK tax rules.
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The delay is attributed to the fact that
changes may be made this year to the EC
mergers directive, which may have
consequential effects on the way UK tax law
will affect the European Company.

LEASING

New measure are being introduced effective
from today to remove what the Inland
Revenue regard as unintended tax
advantages.

They highlight two areas in which they
regard the capital allowances rules are
being exploited. In one circumstance, the
business sells plant and machinery to a
lessor and leases it back for continued use
in its business. The other involves plant
and machinery which is leased at a
premium and then leased back to the
original  user. In  both cases the
arrangements are very similar to a loan and
the effect is for a tax deduction to be
obtained for the "repayments"”, the interest
and the capital allowances.

The capital allowances rules as they affect
leasing arrangements are now to become
even more complicated.

Where a lessee accounts for the lease as a
finance lease the amount of the deductible
rentals will be restricted to the finance
charge element of the lease shown in the
accounts plus an amount equivalent to the
disposal proceeds brought into account for
capital allowances purposes.

Where a business enters into a lease and
finance leaseback of plant and machinery,
no disposal proceeds are brought into
account for capital allowances purposes.
Accordingly the only allowable deduction is
the finance charge element. However, in
some cases the lease can be accounted for
as an operating lease by the lessee but as a
finance lease in the consolidated accounts
of the group. New rules will apply to ensure
treatment on a consistent basis.

As far as lessors are concerned they are
taxed on the gross rentals receivable and
have little or no entitlement to capital
allowances. In future, lessors entering into
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these arrangements will be taxed on their
gross earnings as defined by GAAP plus
that part of the rental income which
recovers the capital expenditure on which
the capital allowances are available.

Transitional arrangements will apply in
respect of existing arrangements and the
rentals receivable up to Budget Day will
remain taxable or allowable, under the
existing rules.

This sounds spectacularly unfair where
commitments have been entered into and
the financial effects are now changed which
will benefit one or other of the parties.

VENTURE CAPITAL TRUSTS

The Pre Budget Report flagged changes in
tax relief proposals to split the increased
income tax relief between the investor and
the VCT fund have now been dropped.
Income tax relief is temporarily increased
from 20% to 40% for VCT shares issued
between 6™ April 2004 and 5" April 2008,
the relief going entirely to the investor.

In exchange for the temporary increase in
income tax relief, investors will lose the
ability to claim capital gains tax deferral
relief for all shares issued after 6" April
2004. The removal of CGT deferral relief is
not temporary so that when the additional
income tax relief ends in 2006, VCT
investment will be less attractive.

The annual investment limit for VCT shares
is raised from £100,000 to £200,000 with
effect from 6™ April 2004.

Investors with existing capital gains or who
anticipate realising gains before 5 April
2005 and who wish to claim CGT deferral
relief have the option of subscribing for VCT
shares before 5" April 2004 under the
current regime or, after 6™ April 2004,
considering an investment through the EIS
regime, for which the rules remain
unchanged.

ENTERPRISE INVESTMENT SCHEME

investment limit in an EIS
raised from £150,000 to

The annual
company is

10
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£200,000 with effect for shares issued on or
after 6™ April 2004.

Technical amendments have  been
announced affecting venture capital trusts,
the enterprise investment scheme, the
corporate venturing scheme and venture
capital loss relief.

EIS
- the "same day rule" is abolished, thus
allowing EIS investors to subscribe for
shares on the same day as other
investors not seeking EIS relief
emergency loans may be made by EIS
investors to tide a company over a cash
flow crisis without prejudicing the
entitlement to income tax relief

EIS investors who have loans repaid to
them by companies will no longer be
precluded from obtaining EIS tax relief
for subsequent investments in shares in
the same companies (provided that the
repayment of the loan before the issue
of the shares is not made in connection
with that acquisition); this change also
has effect for CGT deferral relief
investments.

EIS, VCT

the provisions concerning groups of
companies are to be amended so that it
will be easier for groups to arrange
which company is to be the "active
company" for EIS and VCT purposes
("the trader company rule")

under the current rules a qualifying
company may have subsidiaries, but the
minimum shareholding is 75%; from
today this is reduced to 51% except in
relation to subsidiaries which hold and
manage money and property which will
need to be direct 90% subsidiaries. The
90% rule also applies to the company
carrying on the trade or research and
development funded by the EIS and
VCT monies; the 90% rule is also
extended to companies within the
corporate venturing scheme.

ENTERPRISE MANAGEMENT INCENTIVE
The EMI qualifying conditions for companies

with subsidiaries have been relaxed in a
manner similar to that with Venture Capital
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Trusts. EMI companies have had to own
75% of any subsidiaries; with effect from
Budget Day this has been reduced to 51%,
but only in respect of EMI share options
granted to employees on or after Budget
Day.

OFFSHORE FUNDS -
STATUS

DISTRIBUTOR

A UK resident investor has to determine
whether the offshore fund in which he
invests qualifies for distributor status. If the
fund qualifies, the profit on his investment is
subject to capital gains tax; if not, he is
liable to income tax under Schedule D case
VI on an "offshore income gain" (although
foreign domiciliaries are able to claim the
benefit of the remittance basis in this
instance).

In order to qualify as a distributor fund the
offshore fund is currently required to
distribute annually 85% of its profits
(calculated both in accordance with the
annual accounts and also in accordance
with what would have been the position had
the accounts been drawn up to meet UK
corporation tax rules); sub funds within the
fund must also satisfy the test or the whole
fund will be disqualified. The fund must also
satisfy certain investment rules.

With effect for accounting periods ending
after Royal Assent, the investment rules are
to be abolished. Instead all investments
above thresholds to be announced must
themselves satisfy the distributor test.
Flexibility will be introduced to permit sub
funds to qualify on their own untainted by
other non qualifying sub funds. An income
tax charge will arise where an investor
switches between a non distributing and a
distributing share class or sub fund.

SIMPLIFIED TAX RETURNS

This has been a long time coming, but a
new, shorter (4 pages instead of 12) tax
return is to be issued to certain categories
of taxpayers including:

employees (not company directors)
small businesses (self employed
individuals who have a turnover of less
than £15,000)

11
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pensioners
The short tax return will be issued to
persons selected based on historical

information, but recipients will have to check
their eligibility for the simplified return and

complete a standard return if their
circumstances change. The Inland
Revenue will calculate the liability and

returns should therefore be filed by 30
September, although presumably the
statutory filing deadline of 31% January will

still apply.

The use of the word "simplify" raises an
interesting historical footnote. The self
assessment regime was originally to be
called ‘"simplified assessment"  until
someone actually looked at the first draft
return.

SEAFARERS
DEDUCTION

FOREIGN EARNINGS

The old foreign earnings deduction enabling
an effective exemption to be provided from
earnings from employments carried on
wholly (or nearly wholly) outside the UK
continues to apply in respect of seafarers.
Workers on offshore installations are
specifically excluded from the relief and a
new definition of "offshore installation" is
being introduced to ensure that the
deduction remains available only to the
remaining parts of the shipping sectors for
whom it was intended.

The current definition of “offshore
installation" is given by the Health and
Safety legislation and changes to that
legislation can inadvertently have an effect
on an individuals tax position. Accordingly,
a freestanding definition is going to be
introduced with effect from 6™ April 2004 to
cover all areas where the Taxes Acts have
an application - but unfortunately they do
not say what the definition is to be.

ACCRUED INCOME SCHEME

A consultation document has been
published on the accrued income scheme
following widespread criticism over the last
20 years since it was introduced. The
scheme is designed to bring into charge to
tax on an accrual basis interest that has
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accrued that has not been paid when a
security is transferred. It is a complex
scheme and the Government would like to
find another one which is simpler because
its complexity causes everybody difficulties
in practice; abolition is apparently not an
option.

Three alternatives are suggested; a simple
increase in the existing threshold of £5,000;
a new form of threshold which would
prevent the scheme applying to small
transactions and a third alternative which
would be to charge accrued interest in an
entirely different way.

It would be merciful for the scheme to be
abolished and simplification would be
welcome but under the circumstances it
seems likely that if it is replaced at all it will
be with something equally difficult.

LIFE INSURANCE POLICIES

Legislation was introduced in March 2003 to
restrict tax losses on second hand policies
to no more than the economic loss suffered
by the surrendering policyholder. Similar
arrangements are now proposed in respect
of "deficiency relief" which is the relief
currently available to higher rate taxpayer
policyholders where the surrender value of
their policy is less than the gains that arose
on earlier surrenders or part assignments.
At the moment it is possible for a higher rate
taxpayer to obtain deficiency relief taking
into account gains which arose on the policy
(typically to a basic rate taxpayer
policyholder on whom no liability arose at
the time) before it was assigned to him, thus
obtaining relief in excess of his "economic
loss".

Under the proposed revision, deficiency
relief will be restricted to the amount of the
gains taxed previously on the same
surrendering policyholder in an earlier year
of assessment. The restriction will apply to
new policies made on or after 3 March
2004, and also to existing policies where,
after that date

additional premiums are paid

the policy is assigned (whether for
monies worth or otherwise)

the policy is used as security for a debt.

12

UK Budget Bulletin
17 March 2004

NIC - CONVERTIBLE/RESTRICTED
EMPLOYEE SHARES

Arrangements already exist whereby
employees are able to claim income tax
relief where they agree to pay their
employers NIC liability on gains resulting
from share options. These arrangements
encourage employers to grant options
where they might otherwise have been
inhibited by the uncertain NIC exposure.

New proposals extend the income tax relief
to employees who agree to bear their
employers NIC liability on gains (post
acquisition earnings) derived from restricted
and convertible securities.

Corresponding changes are also to be
made to ensure that the employees CGT
liability on the eventual disposal of the
securities is unaffected by the income tax
relief obtained earlier and that the
corporation tax relief due to the employer on
the acquisition of the shares by the
employee is similarly unaffected.

These changes are to come into effect at a
time to be specified by way of Treasury
Order following Royal Assent.

LLOYDS UNDERWRITERS

Unlike most sole traders who incorporate
their businesses, Lloyds names are
currently unable to roll over capital gains
when they convert to limited liability
underwriting through a company or a
Scottish Limited Partnership (SLP).

New provisions are to be introduced to
enable names to hold over the capital gains
on syndicate capacity and assets held as
funds at Lloyds into shares in a company or
SLP. If the transfer is to accompany the
name must own over 50% of the company's
ordinary share capital and control the voting
rights immediately prior to the transfer.

Additionally, and subject to the same control
requirements, where the name has unused
underwriting losses these may be carried
forward and offset against remuneration,
dividends or other income derived from the
company or (where the name is the sole
member carrying on underwriting business)
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his share of partnership profits from the
underwriting business.

PROPERTY INVESTMENT FUNDS

It has been recognised for some time that
the UK has suffered as a jurisdiction for the
location of property investment vehicles
because of its lack of an easily tradeable
tax-transparent vehicle. A number of other
jurisdictions have such vehicles, most
notably the US Real Estate Investment
Trust.

The government has now issued a
consultation document Promoting more
flexible investment in  property: a

consultation, to ascertain how a suitable
legal and tax structure might be developed.
The proposed vehicle is provisionally
referred to in the document as a “Property
Investment Fund”. The aim is to align the
after-tax returns from the indirect holding of
property with those which would be
obtained through a direct holding. This
would most easily be achieved through a
vehicle which is treated as transparent for
tax purposes.

As well as facilitating property investment by
institutional investors, the government
emphasises its aim to encourage access to
property investment for smaller investors.

SIMPLIFIED PENSIONS REGIME

A radically simplified regime for tax-
privileged pension schemes will take effect
from 6 April 2006. Proposals were set out
in a December 2003 consultative document,
though a starting date of 6 April 2005 was
suggested.

There are eight different tax-privileged
pension schemes, each with different rules.
These will be replaced by a single unified
regime applicable to all tax-privileged
pension schemes. The new regime will
feature two key controls:

a) A single lifetime allowance for the
amount of pension savings which
can benefit from tax relief. This will
initially be set at £1.5m, rising each
year to £1.8m in 2010. The level of
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the allowance will then be reviewed
every five years.

An annual allowance for the amount
of pension scheme contributions in
respect of the same individual
(whether these are made by an
employer or by the individual as an
employee or self-employed person)
which can qualify for tax relief. This
will initially be set at £215,000, rising
to £255,000 in 2010. The level of
the allowance will then be reviewed
every five years.

Other features of the new regime include
the following.

a)

b)

f)

9)

h)

All schemes will be able to pay a
tax-free lump sum of up to 25% of
the value of the pension rights (i.e.
a maximum of 25% of the lifetime
allowance).

If the value of the fund exceeds the
lifetime allowance, a tax charge of
25% will be imposed on the
excess. If funds in excess of the
lifetime allowance are taken as a
lump sum, the tax charge will be
55%.

Contributions in excess of the
annual allowance will be subject to
a tax charge of 40%.
Transitional  arrangements
protect pension rights built
before 6 April 2006.

The minimum pension age (except
in cases of ill-health etc) will rise
from 50 to 55 in 2010. Transitional
arrangements may apply to protect
entittements to retire before 55
which were in place before 6 April
2006.

Scheme rules may allow a member
to continue to work for the same
employer whilst drawing retirement
benefits.

The current practice of spreading
the employer's tax deduction for
certain large pension contributions
over a two to four year period will
continue.

Death benefits can be in the form
of either a lump sum, a pension to
one or more dependants or a
combination.

will
up



Haarmann Hemmelrath

i) A single set of more flexible
investment rules will apply to all
pension schemes.

j) The value of any non-tax privileged
pension scheme or contributions to
such a scheme will not be taken
into account for the purposes of the
lifetime or annual allowances.

Whilst the lifetime and annual allowances
should not cause any difficulty for the great
majority of taxpayers, high earners and
wealthy individuals are likely to find that
they can no longer accumulate a pension
fund to the level they require through a tax-
privileged scheme. Such individuals may
need to consider other forms of savings
vehicle, for example a Funded Unapproved
Retirement Benefits Scheme (“FURBS"), to
top-up their pension entitlements.

In the meantime, the proposed transitional
arrangements to protect pension
entittements built up before 6 April 2006
create a window of opportunity to make
contributions in excess of the proposed
annual allowance and build the fund up to a
level in excess of the proposed lifetime
allowance.

Haarmann Hemmelrath®
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