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I INTRODUCTION

1 The problem of tax avoidance

‘Aggressive tax avoidance is unacceptable, The majority of hardworking people in
this country pay the right amount of tax and they quite rightly expect everyone
else to do the same. But the behaviour of a small minority — both those who seek to
avoid and those who devise and promote tax avoidance schemes — undermines the
honesty of the majority. :

As a key part of our long term economic plan, this government has taken significant
strides to make the UK’s tax system one of the most modern and competitive in
the world. To maintain the integrity of this tax system, it must apply fairly and
consistently to everyone.’ ((The Exchequer Secretary to the Treasury, David Gauke
MP, Raising the stakes on lax avoidance: summary of responses and draft legislation, January
2014)

The desire to escape the payment of tax need scarcely occasion surprise. In
some cases, this may be achieved either by non-declaration or by the making
of a fraudulent return (eg by deliberately under-declaring), both of which
are examples of tax evasion, that is, illegal acts, subject to criminal sanctions.
However, the greater number of situations concern attempts to avoid or
minimise the payment of tax. Although there is currently an ongoing debate
on questions of tax justice and tax morality, highlighted by the activities of
pressure groups such as the Tax Justice Network and UK Uncut, tax avoidance
remains something a taxpayer is legally entitled to do. As Lord Templeman
said in Ensign Tankers (Leasing) Ltd v Stokes (1992), ‘there is no moralityin a tax
and no illegality or immorality in a tax avoidance scheme’.
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The policy of the former Labour Government had been to equate tax evasiop
and tax avoidance with non-compliance with a view to prosecuting both;
although optimism was expressed by some that the Coalition Governmeng
(2010-2015) was likely to be more ready to maintain the historical clear foca]
divide between tax avoidance and tax evasion, this has not been the case,
With the introduction of the general anti abuse rule (GAAR - see [3.74]),
bringing with it a shift of emphasis from ‘tax avoidance’ simpliciter to ‘abusive
tax avoidance’, the distinction between tax evasion and tax avoidance has
become an even finer one. In light of cases such as Moyles v R & C Compy
(2014) (see [2.38]), this would seem justifiable despite the criticism by one
commentator that this approach amounts to an ‘abuse of rights’ on the part
of the authorities. Accordingly, the distinction is now between on the one
hand, ‘tax planning’, referring to the sensible use of the available exemptions
and reliefs which Parliament intended and, on the other hand, aggressive
tax avoidance where, often, the sums involved are greater, the methods
adopted by the ‘tax planning industry’ to escape the fiscal net may take on
a complexity that is beyond the comprehension of most individuals and may
involve schemes which are divorced from reality (although this distinction too
may now have become blurred following the Chancellor of the Exchequer’s
July 2015 Budget Speech when he referred to the need to combat tax evasion,
avoidance and ‘aggressive tax planning’). Indeed, in one Supreme Court
case Lord Walker spoke of ‘the unremitting ingenuity of tax consultants and
investment bankers determined to test the limits of the capital allowances
legislation’ (R & C Comurs v Tower MCashback LLP 1 and another (2011), and the
sentiment is not restricted to the capital allowances legislation but extends
to most other tax legislation. Categorised now by HMRC as ‘aggressive tax
avoidance’, this latter situation is clearly the one envisaged by the OECD,
which suggests that such avoidance is ‘the arrangement of a taxpayer’s affairs
that is intended to reduce his tax liability and ... although the arrangement
could be strictly legal it is usually in contradiction with the intent of the law
it purports to follow.” Various Government publications for over 4 decade
confirm that it is losing considerable amounts of revenue through tax
avoidance practices such as these, as well as through tax evasion. In Profecting
Tux Revenues (HMRC, Maf¥H 2008) the Revenue explained why protecting tax
revenues mattered:

... a strong and growing economy based on opportunity for all and a fair society
in which everyone shares in rising national prosperity ... requires a modern tax
system that encourages work and savings, keeps pace with business developments
and globalisation and supports the provision of public services.

For such a system to be effective, it needs to operate fairly and effectively. Those
who attempt to pay less than their fair share through fraud or by undertaking

artificial avoidance schemes undermine the ability of the tax system to deliver these
objectives ...’

The effect of the behaviour of those who do not pay the tax they should
(either through lack of care or understanding on the taxpayer’s part or
through the use of highly artificial avoidance schemes or through evasion or
fraudulently obtaining tax repayments) results in a shortfall in tax revenues,
requiring tax rates to be higher for other individuals and businesses in
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rder to fund public services, thereby eroding the principle of fairness that
. derpins the tax system. The tax gap, the difference between ﬂ.le amount of
e th;)t should in theory be collected by HMRC against that which is actually
iﬁlected, and the tax gap as a percentage of tax liabilities is shown in the

table below.

Tax gap and percentage of liabilities 2005-06-2013-14

Year Tax Gap (bn) Percentage of Liabilities
05-06 37 8.4
06-07 35 7.6
07-08 37 7.5
08-09 36 7.5
09-10 33 7.3
10-11 34 7.0
11-12 33 : 6.6
12-13 34 6.6
18-14 34 6.4

According to HMRC, the largest percentage gap reductions between
9005-06 and 2013-14 are to be found in corporation tax (by just over half)
and excise duties (by just over one-third). The largest part of the overall
gap for 2013-14 (just under half) is attril?urable to small and medium-sized
enterprises, followed by large businesses (just over a quarter). )

Of this tax gap, for 2013-14, tax avoidance is estimated to account for 8%
of the overall tax gap (amounting to £2.7 billion); this bgu‘ely differs from the
gap of £2.8bn or 8% in 2012-13. These figures are an esumate of what HMRC
believes to be the tax gap; others have suggested that both the overall tax gap
and the amount attributable to avoidance are much higher. , _

Over its five years in office, the Coalition Government desc_nbf:d 1tse.1f
as being ‘relentless in its crackdown on tax avoidance and evasion and in
its determination to reduce the incentives, and increase the penalties, fo_r
engaging in that kind of behaviour. It started by setting out its new anti-
ayoidance strategy (Tackling Tax Avoidance, HM Treasury and HM Revenue &
Customs, March 2011), which comprised three elements: first, th_e prevention
of avoidance at the outset where possible, including developing strategic
defences against avoidance, such as principles-based legislation Wh_ere
appropriate (see [3.73]); secondly, detecting avo}dar}c§ early where it permsts.,_
achievable through, amongst other things, maintaining the effectiveness of
the rules on disclosure of tax avoidance schemes (DOTAS - see Qhapter 5);
and thirdly, countering avoidance effectively through legislative chgr}ge
and challenge through litigation. Building upon that base, the Coalition
Government made more than 40 changes, closing loopholes and introducing
major reforms to the UK tax system. It is estimated that between 2010 and 2015
the measures taken to tackle avoidance should raise more than £12bn. Most
notable of these measures is the general anti-abuse rule (GAAR ~ see [3.74]
ff), which seeks to tackle the most egregious of tax avoidance arrangements
and to deter those who may be tempted to use them. Other measures
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include the introduction of the accelerated payment regime (see [5.26]),
under which certain taxpayers involved in marketed avoidance schemes are
required to pay up front the tax they are disputing. As at 13 September 2015,
more than 25,000 accelerated payment notices (APNs) to pay disputed tax
had been issued since August 2014. By the end of 2016, HMRC expect to have
completed issuing around 64,000, bringing forward £5.5 billion in payments
for the Exchequer by March 2020.The APN scheme was extended to NICs
with effect from 12 April 2015 by the National Insurance Contributions Act
2015. In additon, HMRC:
® legislated for follower notices to encourage users of tax avoidance
schemes to settle with HMRC after a relevant judicial ruling or risk facing
a penalty if they lose (see [5.27]) (HMRC issued 379 ‘follower notices’
to tax avoidance users with a collective value of more than £170m in
2014-15);
®  set up a rigorous regime of penalties and monitoring requirements
for high risk promoters of tax avoidance schemes, thereby tackling the
supply as well as the use of marketed tax avoidance (see [5.28]) (HMRC
has identified and issued with conduct notices the first risky promoters
under the regime, requiring them to change their ways. If they fail to
comply with these notices, they can be labelled as high-risk promoters,
named and fined up to £1m); ‘
®  expanded andstrengthened the DOTAS regime to ensure that it remains
robust and to ensure that more promoters and users of avoidance
schemes have to tell HMRC about their avoidance activities (the fact
that the number of schemes being disclosed has declined significantly
suggests that DOTAS is working successfully and that the market for tax
avoidance schemes is in decline);
®  increased HMRC’s specialist transfer pricing team to better ensure that
multinational enterprises (MNEs) pay the tax due and to prevent them
from shifting profits outside of the UK; and )
® introduced measures in FA 2016 to improve large business compliance,
including a requirement that large businesses publish their tax strate-
gies, a special measures regime for businesses that persistently engage
in aggressive taxyplaBsiing and a framework for cooperative compliance.
From an EU perspective, to ensure full tax transparency and cooperation,
the Directive on Administrative Cooperation, effective from 1 January
2016, provides for the exchange of information between Member States tax
administrations on all relevant financial income including interest, dividends
and other similar types of income. Internationally, the UK has led efforts
within the G20 group of countries to reform the international corporate tax
rules through OECD Base Erosion and Profit Shifting (BEPS) project, to
make it harder for companies to avoid tax by hiding profits abroad. Whilst
the Furopean Commission’s recent Anti-Tax Avoidance Directive, which
provides for the automatic exchange of information on country-by-country
reporting of multinational companies, is said to ensure a consistent and
uniform implementation of the OECD recommendations across the EU, it
may be seen by some as the Commission exploiting an opportunity to push its
own agenda of a unified EU tax corporate tax policy.
As well as implementing and deploying the new powers granted to it,
HMRC has been steadily defeating tax avoidance schemes in court. HMRC
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wins about 80% of cases that taxpayers choose to take to court, and it hopes
that the publicity generated from these wins will act as a deterrfant to those
thinking of embarking on a tax avoidance scheme. Greater public awareness
has undoubtedly contributed to changing attitudes towards avoidance over
recent years. o .

Despite all of this, in its report on HMRC’s progress in improving tax
compliance and preventing tax avoidance (18 November 2014), the Ppbhc
Accounts Committee (PAC) said that ‘HMRC’s action against tax avoiders
continues to be unacceptably slow, putting tax revenues at risk’. Moreover,
in its later report on the performance of HMRC for the year 2914—15
(3 November 2015), the PACwarned that HMRC's failure to gather intelligence
on losses through aggressive tax avoidance is an obstacle to improving UK tax
m‘ﬁ can only be hoped that the creation in 2014 of a dedicated Counter-
Avoidance Directorate within HMRC, which brings together policy, operational
and technical expertise into a single directorate, will drive marketed avoidance
further out of the system. This directorate, which also deals with specific issues
around the GAAR and DOTAS is aimed, not at taxpayers who legitimately
organise their tax affairs in the most efficient way, but rather at the people
who use what HMRC calls ‘specific avoidance schemes’ and ‘serial avoiders,
and the highest risk promoters’.

This chapter analyses the way in which the courts have attempted to tackle
tax avoidance; Chapter 3 explores specific targeted legislative measures
designed to neutralise avoidance; and Chapter 5 provides an overview of the
disclosure rules (DOTAS), effective from 1 August 2004, the regime against
promoters of tax avoidance schemes (POTAS), accelerated payments and
follower notices. [2.1]

2 Tackling tax avoidance

HMRC has three main weapons at its disposal when tackling tax avoidance.
The first is legislative in the form of specific, targeted anti-avoidance
measures and is considered in Chapter 3. The second is a group of measures
that embrace the disclosure rules, rules that are aimed at promoters of tax
avoidance schemes, accelerated payments and follower notices; Chapter 5
provides an overview of all of these measures. The third weapon in HMRC's
armoury, and the subject of this chapter, is to challenge in the courts the legal
efficacy of avoidance schemes.

The chapter is largely historical: it charts the journey taken by the courts
from a time when the Revenue was seldom successful in challenging tax
avoidance ([2.3]) to the present day when it is winning far more cases than
it loses. What happened on that journey is both interesting and instructive,
and lays the foundation for the decisive HMRC victories that are being
seen today. See, for example, the recent decision of the Court of Appeal in
Eelipse Film Partners No 35 LLP v R & C Comrs (2015) (note that the Supreme
Court refused leave to appeal on the substantive issue (2016) - see [10.28]).
This case concerned some high-profile tax planning schemes, The Eclipse
schemes, which purported to be trading partnerships set up to sub-license
films for a commercial profit. The 287 partners borrowed large sums from
Barclays Bank to buy the licensing rights for a number of films. The interest
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on these loans created losses, for which they could then claim the special
sideways tax relief introduced in 2005 to encourage investment in the Britigh
film industry. Each investor obtained £400,000 of tax relief for an investmeng
of £173,000. However, HMRC challenged the £117m total of tax relief claimg
on the grounds that the partnership was not really a trading organisation; it
claimed that the borrowed money simply earned interest which could then be
returned to investors to pay the costs of their loans. The First-tier Tax Tribunal
agreed with HMRC and disallowed the relief; the Upper Tax Tribunal alsg
held that the partnerships were not trading (although Eclipse’s appeal wag
partially allowed on technical grounds — Eclipse Film Partners No.35 LLP v R &
C Comyrs (2013)). On appeal to the Court of Appeal, Eclipse 35 advanced twg
arguments: first, the only reasonable conclusion from the facts was that it wag
trading; secondly, the activity of acquiring film rights and sub-licensing them
for profit was inherently a trade as a matter of law. The Court rejected both
arguments. On the first point, it decided that the activity of Eclipse 35 was of
the character of a fixed-term investment, though some contingent receipts
might be due later, depending on the success of the film. On the second
point, the court found that there were no decided cases that justified the
view that Eclipse 35’s activity was inherently a trade. Following the approach
taken by the House of Lords in Barclays Mercantile Busingss Finance Lid v
Mawwson (2004) (BMBF —see [2.381), a case that would appear to have offered
definitive guidelines for future courts in deciding on issues of tax avoidance,
the Chancellor of the High Court, Sir Terence Etherington, delivering the
judgment of the whole Court, said that it was necessary to stand -back and
look at the whole picture and, having particular regard to what the taxpayer
actually did, ask whether it constituted a trade. Having done that, the Court of
Appeal concluded that there was no trade. Of the Court’s decision to dismiss
the appeal, Sir Terence Etherington warned that it had ‘very serious fiscal
consequences for the members of Eclipse 35. They will be taxed on the iicome
from the arrangements without any relief for the interest they have already
paid.’ In fact, the investors never actually received the partnership income and
are therefore being taxed on large profits that they never received (and see
Scotts Atlantic Management Lid (in members voluntary liguidation) & Ors (2015),
which concerned a tas afitlance scheme that routed profits of a tax advisory
business through employee benefit trusts. Taking a purposive approach to
the construction of the relevant provisions, the Upper Tribunal dismissed the
taxpayers appeal. See [10.133]; see also Chappell v R & C Comrs (2014), where
a scheme involving a stock lending arrangement and manufactured dividend
payment was held to be artificial with no commercial purpose and thus failed
to achieve the income tax shelter it-sought, and Price v R & C Comrs (2015),
where, once again, following BMBF, the Upper Tribunal, taking a realistic
view of the facts, dismissed the appellant taxpayers’ claim that a payment of
£6m for the acquisition of shares that were subsequently sold for £552 thereby
created a £6m capital loss available for offset against taxable income. These
are yet more examples of widely-marketed tax avoidance schemes to fail

before the courts). [2.2]
3 Background

In the past the Revenue won few victories, in part because of the difficulty
it had in putting forward the argument that transactions used to avoid tax
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i . No matter how artificial a transaction may be, so

oo bf Ee‘i?i?r?esiirgspmperly implemented, it cannot be ignored as a
long 2 1t 1S &% emple, Hitch v Sione (1999); Audley v R & C Coms (2011)).
s (S'ee,reason for the Revenue’s lack of success, however, was to be found
The malrll)-uke of Westminster (1936). The object of the scheme in th;'lt case was
e yrvants’ wages deductible in arriving at the Duke’s total income by
E r.nakelsem by deed of covenant. Hence, although there was no binding
B Kt: to rlylat effect, it was accepted that so long as payments were made
agfeernjlré covenant they would not claim their wages. The House of L(_)rds
1J11—lderd the scheme saying that, in deciding the consequence of a transaction,
B r;ls will look at the legal effect of the bargain th.at.the parties have
Lel:ieizg into and not take account of any supposed artificiality. [2.3]

; ;
4 The ‘new approach — an overview

isi sminster case oave rise to what, in effect, could be called
Unsurpnzg?}‘f,t;?;a‘-;gns charter’, i%lstilling a belief in those taxpayers that
mil‘éegﬁ'ord to do so that the lengths to which they could go to avoid tax were
fi?n' tless, provided they were not illegal, The growth iI'l tax avoidance schen_leﬁ
i rarked in the 1970s, and it seemed that legislative measures, whic
i éll to be insufficient to keep up with the problem, were met with even
appfiﬂ}’s enious schemes. In the early 1980s, however, the Revenue won some
S cglr’in battles in the courts, most importantly before the House of Lords
Putsl'fg]]leafng cases of WT" Ramsay Lid v IRC, Eilbeck v Rmuling (1981), IRC v
?urmah 0il (1982) and Furniss v Dawson (1984),. from which cases there
developed what became known as the Ramsay prinqlple'(xlamed _after ];he ﬁl;s;
case in the series, but which caused r_n.uch confusllon_ in latt_ar r,asesl ecauCh
many doubted the constitutional ability of the Judu:.lary to devtta If;p s;;s {;
a principle). At that time, and most notably at the high point o m(’in ;
Dawson, in which case Lord Scarman commentc—.?d that new law was gr al ik dy
being developed and that the boundaries remained vet to be fully exp ({)_Ie ai
it was felt that the new principle had sounded the death knell to _ar}tlllu 1
avoidance schemes. That feeling was given further c_redencc; by thelhgg ; ;ge
of hostility shown by the Revenue to such schemes as evidenced by o bz
Rossminster Ltd (1980), and it was believed that pqtenUal customers w?u dbe
deterred from purchasing avoidance packages. The status of the T/I%Jtr{amcsl er
case was left unclear by these judgments, which showed that judicia amt&i es
to tax avoidance from the 1980s onwards were very different from osg
prevailing in the 1930s. Indeed, in Furniss v Dawson, Lord Roskill Fonmgiere :
that ‘the ghost of the Duke of Westminster has haunted the administration o
this branch of the law for too long’.
Concern, however, was expressed that (tihe (ile]vellolpn_lent (r)lfdd; zﬁ-cclzllllzg
inciple was nothing short of judicial legislation and, 1
ﬁﬁ‘ge&iﬁl%f LVtvle Bill of gRights of J1689 (which estab1_1s.hed that there
should be no taxation without representation). Not surprlsmg_ly therefo_re,
subsequent decisions have been concerned with a close analysis of the1 5181;1
effect of Ramsay and the series of cases that followed. Craven v White ( ﬂ )
and Fitzwilliam v IRC (1993), both of which were worn bY the taxpayer, llef{ 13
precise ambit of the ‘judicial associated operations rule unc_ertgm, wit h 01‘1
Oliver in Craven v Whiteseeking to explain that the Ramsay principle was simply
an exercise in statutory construction. In IRC v McGuckian (1997), this view
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was used to the Revenue’s advantage in the promotion of purposive statutor
interpretation, which certain members of the House of Lords (notably,
Lords Steyn and Cooke) believed to be the basis of the Ramsay decision,
This approach would have given the Revenue almost guaranteed success in
challenging tax avoidance schemes, as is evident from Lord Steyn’s commeng;
‘Given the reasoning underlying the new approach it is wrong to regard the
decisions of the House of Lords since the Ramsay case as necessarily marking
the limit of the law on tax avoidance schemes.’ Importantly, however, there
could be seen an element of retreat in the decision of MacNiven v Westmoreland
(2001), with Lord Nicholls commenting that ‘the Ramsay approach is no
more than a useful aid ... Ramsay did not introduce a new legal principle,
It would be wrong, therefore, to set bounds to the circumstances in which
the Ramsay approach may be appropriate and helpful’. Lord Hoffmann in
the same case went further. In rejecting the view that Ramsay is a principle
of construction, he commented: “There is ultimately only one principle
of construction, namely to ascertain what Parliament meant by using the
language of the statute.” He explained further that the formulation of Ramsay
given in JRC v Burmah Oil and Furniss v Dawson is simply ‘a statement of the
consequences of giving a commercial construction to a fiscal concept’. Whilst
the approach taken by Lord Hoffmann was applied by the Court of Appeal
in relaton to a PAYE scheme in DTE Financial Services Ltd v' Wilson (2001),
the difficulties inherent in such an approach can be seen in the conflicting
decisions of the High Court and the Court of Appeal in Barclays Mercantile
Business Finance Lid v Mawson (2002), and in the judgments of both Peter
Gibson and Carnwath LLJ in the Court of Appeal in that case. And, whilst in
The Collector of Stamp Revenue v Arrowtown Assets Ltd (2003) Lord Millett (sitting
as a non-permanent judge in the Hong Kong Court of Final Appeal) delivered
a challenge to Lord Hoffmann’s approach, the House of Lords in Barclays
Mercantile Business Finance Lid v Mawson (2004) appeared finally to have laid to
rest the notion that Ramsay had given birth to a special principle affecting tax
statutes and tax law, affirming that the case had been decided on the normal
basis of statutory construction, leading to the conclusion that the decisions
of the House of Lords in IRC v Bwrmah Oil and Furniss v Dawson, which
appeared to have created diptinciple lying outside the meaning of the statute
whereby transactions or elements in transactions that had no commercial
purpose were to be disregarded, were either incorrectly decided or had been
misconstrued. Indeed, in R & € Comrs v Tower MCashback LLP 1 (2011), Lord
Walker commented that ‘the clarity of Lord Wilberforce’s insights [in Ramsay]
was rather obscured by some subsequent decisions, especially (if I may
respecttully say so) the opinion of Lord Brightman in Furniss v Dawson ... .
However, a recent spate of cases, including Tower MCashback, demonstrate that
the application of Barclays Mercantile Business Finance Lid v Mawson (2004) is by
no means straightforward. : [2.4]1-[2.20]

II ARTIFICIAL SCHEMES AND THE RAMSAY ‘PRINCIPLE’

1 The decisions in Ramsay and Burmah Oil

In both Ramsay and Burmah Oil the taxpayers sought to obtain the benefits
of CGT loss relief, in the former case to wipe out large profits, in the latter
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to turn a large, non-allowable loss into an allowable one. To ac‘hieve th_Ls
end both adopted schemes involving a series of steps to be carried out in
id succession according to a pre-arranged timetable. Or}ce st.artec}, it was
e ded that the schemes should be carried through to their conclusion that
mtféld be that a capital loss had been incurred. In reality, a comparison of the
?a(; ayer’s position at the start and finish showed that either no real 105?, was
sufE?l'ed, or, in Ramsay’s case, that the only loss suffered was the profess19na1
fees paid for the implementaticn of the scheme! T_he House of Lords dec.lded
that such schemes should be viewed not as a series of separate transa(':nons,
none of which was a sham, but as a whole; the Posmon of the taxpaye_r in readl
terms being compared at the start and at the finish. Thu.s, the scheme 1nvolved
no real loss and was self-cancelling. In Ramsay Lord Wilberforce expour_lt_ie
this new approach to avoidance schemes and sought to explain the decision

in Westminster’s case:

“While obliging the court to accept documents or transactions, found to be ger.min_e,
as such, it does not compel the court to look at a document or = transaction in
blinkers, isolated from any context to which it properly belongs. If it can be seolt
that a document or transaction was intended to hgwe effect as _part_of a nexus or
series of transactions, or as an ingredient of a wider transaction intended as a
whole, there is nothing in the doctrine to prevent it beu_lg. so regarded; to do so
is nnot to prefer form to substance, or substan_ce to forrr_l. It_xs ‘the task of the court
to ascertain the legal nature of any transaction to which it is sought to at!;ach a
tax, or a tax consequence, and if that emerges from a series, or cqmb}natlonl of
transactions, intended to operate as such, it is that series or combination which

QR R ([1981] STC 174 at 180)

In Ensign Tankers (Leasing) Ltd v Stokes (1992) the House_ of Lords applied
the Ramsay principle to the single composite transaction made up of
17 documents all dated the same day. [2.21]

2 Extending Ramsay: Furniss v Dawson
a) The facts

It was left to Lord Brightman in Furniss v Dawson, building upon the words
of Lord Diplock in Burmah Oil, to set out the conditions necessary for t:he
application of the Ramsay principle: first, there must be a pre-ordained series
of transactions (or one single composite transaction); secondly, there: must be
steps inserted which have no commercial purpose other than-.the avmdz%nce of
tax. Unlike the Ramsay and Burmah Oil cases, both of which involved circular
self-cancelling schemes, the sole object of which was the avoidance of tax,
Furniss v Dawson was concerned with the deferment of CGT by channelling the
sale of chargeable assets through an intermediary company. The facts of the
case are simple. The Dawsons decided to sell shares to Wood Bastow Holdings
Ltd (‘Wood Bastow’) for £152,000. To defer the CGT that would otherwise
have been payable, the shares were first sold to a newly incorporated Manx
company (‘Greenjacket’) for the sum of £152,000 that was sat-lsﬁed l?y an
issue of shares in that company. The purchased shares were then immediately
resold by Greenjacket to Wood Bastow for £152,000. The attraction qf the
scheme was that at no stage did any CGT liability arise: the sale to Greenjacket
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was specifically exempted from charge under FA 1965 Sch 7 para 6(2) (see
now TCGA 1992 5 135(1)), whilst the resale by Greenjacket did not yield any
profit to that company (the shares were purchased and sold for £152,000). Ag
the price paid by Wood Bastow was received and retained by Greenjacket the
scheme was not circular or self-cancelling: it involved a separate legal entity
(Greenjacket) that ended up with the sale proceeds of the shares. [2.22]

Sale of share for £152,000
in fully paid Greenjacket
shares (CG held over)

Dawsons (vendors)

Greenjacket

(wholly owned Shares sold for £152,000 (Greenjacket

by VendorS) wi)

Wood Bastow (purchasers)

b)  The decision

Before the Special Commissioners, Vinelott J, and a unanimous Court of
Appeal, CGT was held not to be payable. The sale proceeds had been paid
to Greenjacket and, in the phrase of Slade L] in the Court of Appeal, the
existence of Greenjacket had ‘enduring legal consequences’. Before the
House of Lords it was accepted that for a scintilla temporis legal and beneficial
title to the shares passed to Greenjacket. Lord Brightman, however, in the
only fully argued speech (which was concurred in by the other Lords) viewed
the series of transactions as a pre-planned scheme:

‘The whole process was planned and executed with faultless precision. The
meetings began at 12.45pm on 20 December, at which time the shareholdings
of the operating companies were still owned by the Dawsons unaffected by any
contract of sale. They ended with the shareholdings in the ownership of Wood

Bastow. The minutes dogot disclose when the meeting ended but perhaps it was all
over in time for lunch.”

Asits purpose was to obtain a deferral of CGT, he concluded that the scheme
should be viewed as a whole, that is as a composite transaction different from
the actual transaction entered into by the parties, and that ‘the court must
then look at the end result. Precisely how the end result will be taxed will
depend on the terms of the taxing statute sought to be applied’. Applying
that test ‘there was a disposal of the shares by the Dawsons in favour of Wood
Bastow in consideration of a sum of money paid with the concurrence of
the Dawsons to Greenjacket’. The gain on this disposal was subject to CGT,
As already mentioned, Lord Brightman considered that there were two basic
requirements for the application of the Ramsay principle. First, there must be
a pre-ordained series of transactions (‘a scheme’), although he stressed that,
so long as a pre-planned tax saving scheme existed, no distinction should
be drawn between the case where steps were carried out in pursuance of
a contract and one where, although the steps were pre-ordained, separate
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pinding contracts only arose at each stage. Although G}reenjaclfet w;s. noc;
contractually bound to resell the shares to Wood Bastow, it was pre-ordaine

(ie there was an informal arrangement) that this would oceur. Hez_nce, the
day is not saved for the taxpayer becauge t!ne arral1gen’1’fent is Ul_ns%gned or
contains the magic words “this is not a bmd}ng contract”™. Ina snm.la}r vein,
Lord Fraser of Tulleybelton considered that ‘the series of two transacuonsl o
were planned as a single sche_me and ... it s_hould be v1ew‘e_(-i as a whlo e’
Furthermore, the scheme may include the attainment of a legitimate business
end: the scheme in that case enabled sha1‘§s to be sold from the Dawsons t:o
Wood Bastow. Secondly, there must be steps in the scheme whczse sole purpose
is to avoid (or defer) a liability to tax. _Such steps may have a ‘business efft?qt
but no ‘business purpose’. The inser_tmn of Greenjacket was s.uch a step: in
the words of Lord Brightman ‘that inserted Step.had no business purpose
apart from deferment of tax, although it had a business effect. If the sale had
taken place in 1964 before CGT was introduced, there would have been no

jacket’.

Grignii;umem put forward by the Reve_nue’in Griffin v Citibank Investments
Lid (2000), that Ramsay provided for a ‘ch_ier analysis than Fumz.ss 7 Da@son,
and that the court should not be constrained by the p}recondmons set out
therein, was rejected by Patten | in the High Court. He s?.ld that to accept tl}aL
contention would be to convert genuine transactions into something quite
different and would attribute to those transactions ‘a substance a.nd legal
effect which they do not have and which ... the court would not give them
upon the application of the ordinary principles of construction ...~ [2.23]

Il LIMITS TO THE RAMSAY PRINCIPLE

1 The difficulty in application

Not only were the requirements just mentioned difficult to apply but, being
almost in the nature of a statutory formulation, it was clearly open to later
courts to interpret them in ‘inventive’ ways. Two of their Lordships considered
that the Westminster case could be distinguished as involving a single and not
a composite transaction. Certainly the covenant was a sin_gle transaction, but
its sole purpose was the avoidance of income tax and it was only Ientere_d
into on the ‘understanding’ that the gardeners would not seek to claim their
wages. Hence the making of the covenant was a step that had no commercial
purpose save for the avoidance of tax. It is arguable, however, that unlike
Greenjacket, which was an artificial person under the control of.th.e Dawsons,
the gardener’s continuing right to sue for his wages serves to distinguish the
case. Furthermore, as the covenant was to last for a period of seven years or
the joint lives of the parties, it could have continued after the employment
had terminated. -

Any pre-arranged scheme which involves either tax avoidance, tax defferrlal
or merely the preservation of an existing tax benefit was potentially within
the Ramsay principle, but a single tax-efficient transaction presur_nably was not
since the case does not state that persons must so organise their affairs that
they pay the maximum amount of tax! [2.24]
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2 A pre-ordained series of transactions

In the case of Craven v While (conjoined on appeal with Baylis v Gregory and
IRC v Bowater Property Developments Lid), the House of Lords was faced with
the question of when a series of transactions forms part of a pre-planned
scheme (or, alternatively, when it constitutes a single composite transaction),
In all three of these cases, and for differing reasons, the ultimate purchaser
remained unknown throughout the relevant transactions. For this reason,
the House of Lords held that there could be no pre-ordained scheme. In
reaching this conclusion, Lord Jauncey, expressing the view held by the
majority, suggested the following definition of a ‘composite transaction”

‘A step in a linear transaction which has no business purpose apart from the
avoidance or deferment of tax liability will be treated as forming part of a pre-
ordained series of transactions or of a composite fransaction if it was taken at a
time when negotiations or arrangements for the carrying through as a continuous
process of a subsequent transaction which actually takes place had reached a stage
when there was no real likelihood that such subsequent transaction would not take
place and if thereafter such negotiations or arrangements were carried through to
completion without genuine interruption.’

This restrictive view of the meaning of a composite transaction would appear
to give a taxpayer a way of surmounting the first part of Lord Brightman’s test
(see [2.23]), although IRC v Scoitish Provident (2004) suggests tliat this may not
always be successful (see [2.38]).

Fitzwilliam v IRC (1993) further demonstrates how easy it is to show that
there is no composite scheme. Following the death of her husband a year
earlier, Lady Fitzwilliam along with Lady Hastings (her daughter) and two
beneficiaries, all of whom were the trustees of Lord Fitzwilliam’s will, entered
into a series of transactions involving five steps, devised by professional
advisers, and intended to mitigate the ultimate capital transfer tax (CIT)
bill. The transactions were to a large degree artificial (the appointment of
interests for short periods) and in some cases circular and the end result was
that some £7.8m had beefl distributed out of the residuary estate — £3.8m
to Lady Hastings and £4m to Lady Fitzwilliam — without, it appeared, any
CTT liability. The House of Lords held that this did not constitute a pre-
ordained single composite transaction as formulated in Ramsay. Each step

taken pursuant to the scheme had its own fiscal effect, imposing a charge to
income tax on the relevant beneficiary for a limited period of time, and there
was a potential charge to CIT on the estate of Lady Fitzwilliam in the event
of her death while in possession of an interest appointed to her under the
scheme. It was therefore not possible to treat the scheme as one composite
whole.

For a fuller analysis of the cases discussed in this section, see earlier editions

of this book. [2.25]-[2.28]

3 The insertion of steps with no business purpose

It may be remembered that, in considering whether steps inserted into a
series of transactions had as their sole purpose tax avoidance, Lord Brightman
made it clear that, for Ramsay to apply, such steps may have a ‘business effect’
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put 10 ‘husiness purpose’ (see [2.231-[2.24]). However, in Fitzwilliam v IRC,
u i
Lord Keith said:

“The fact of preordainment ... is not sgfﬁlcilcm in itself_, in _1;1131 op_lm;c())lg,t ;;)nrézfétgl:
lication of an exemption from liability to tax whu.:h the series ot

.th.e appd d fo create, unless the series is capable of being construed in a manner
i t with the’ application of the exemption ... in my opinion the series in
inconSJSteﬂt case cannot be ... There is no question of running any two or more
Ehenfzfstsi?;xs together as in Furniss v Dawson or of disregarding any one or more of
ra

them.’

is i rd Keith’s judgment was strongly rejected by Lord
e Cmflla-}é) ;;flts ?ffele three of tlJle i%lserted steps had no purpose 0thf:r
Temprlﬁm:\r(;idmlce of CTT. In truth, none of the steps had‘ any commercial
n osg although they had ‘enduring legal consequcnces’.m that Fhezj g:ave
.. albeit for a very short period of time, to an ncome interest in altoucli
n;f]:_,,ad Hastings or Lady Fitzwilliam. Clearly, the dlStll’lC[lOl:l drawn by ord
(I)srightfnan between purpose and effect appears to have been ignored by Lor
Keﬁ:ﬁou h at the time it was possible to see the failure of the ngs_e of Lords
to adapt lgiams‘ay to the facts in Fitzwilliam as at roota fallrurel of will, it ((1:?; tr;?(vl
ossibly be better understood as part of a process of learning [(Ezu;g];[z o
gvhat the exact effect of Ramsay was. : .

IV REAFFIRMATION OF RAMSAY

1 IRC v McGuckian: the facts

The case involved numerous transactions, the strategy behlnf?l 1wh];t:h stsu ic(;
reduce the assets held by a company (B), thus minimising the il 0 (f}}?i)s o
to a possible wealth tax on its shareholders, n.agnely the taxpayf'.].r (;m e :
At the same time to avoid an income tax hgbﬂlty on moneys pal ouh ¥ thalyl
ensuring that the proceeds were reffived in t111e (fiorm of capital rather

i “The main features of the scheme involvead:

I{ri(;omt;e setting up of a trust under which B shares would be held fcci)r tLll:
benefit of the taxpayer and his wife by a trustec residing outside the
urisdiction; and _ .

(2) Jz: sale by the trustee of their rights to diwdend's expect.ed to be cll)e-(isézi
and paid by B. This was in the form of a written _assxgnmentl et i
the trustee and the purchaser, and for a consideration that '()nby Jgs fe
short (by 1%) of the eventual dividend declared for that year by s

The trustees were then — so it was argued — in receipt of a capital sum w ic
could not be attributed to the settlor under eg TA 1988 s 739. As Lord B.rowns-ﬁ

Wilkinson observed, the crucial question was whether the money rec.e1‘ved y

the trustee as consideration for the assignment of the right to the dividends

from B was to be treated as the income of the trustee or as capital. As t}}l)e

proceeds of sale, the sum of money would appear to be. capital; h?vt\rli:ver., : 1\;

applying the Ramsay principle, the inser_ted step (the assignment 1;) ((: r1§6d

to the dividends) would be excised, leaving the sum of money to be reb?; 32]

as income. ;
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2 The House of Lords speeches

Unlike the majority of the Court of Appeal (Northern Ireland), Lord Browne-
Wilkinson had no difficulty in applying the Ramsay principle; in his judgment,
‘nothing in this case turns on the exact scope of the Ramsay principle. The
case falls squarely within the classic requirements for the application of that
principle as stated by Lord Brightman in Furniss v Dawson ...". This was a view
shared by Lord Steyn who, although feeling the necessity to analyse the basis
of the Ramsay decision and to question the literal interpretation of taxation
statutes, accepted that the present case was ‘a classic case for the application
of the Ramsay principle’. The inserted step had no commercial purpose
apart from the avoidance of income tax, with the consequence that it had to
be excised. The other members of the court reached the same conclusion,
although the reasoning of each of the four Law Lords who delivered judgments
was different in emphasis.

Worthy of particular note is the rejection by Lord Browne-Wilkinson of the
taxpayer’s argument that the Ramsay principle can only apply to a series of
transactions in the absence of a statutory provision that would reverse the
effect of such transactions. He said:

‘The approach pioneered in Ramsay and subsequently developed in later decisions
is an approach to construction, viz that in construing tax legislation, the statutory
provisions are to be applied to the substance of the transaction, disregarding
artificial steps in the composite transaction or series of transactions inserted only
for the purpose of seeking (o obtain a tax advantage. The question is not what was
the effect of the insertion of the artificial steps but what was its purpose. Having
identified the artificial steps inserted with that purpose and disregarded them, then
what is left is to apply the statutory language of the taxing Act to the transaction
carried through stripped of its artificial steps. It is irrelevant to consider whether
or not the disregarded artificial steps would have been effective to achieve the tax
saving purpose for which they were designed.’ (See also Lord Cooke who considered
that Ramsay was antecedent to or collateral with anti-avoidance provisions.) _

The importance of McGuckian lies in the language used by the House of
Lords in relation to ax ayeidance schemes: in terms of clarifying when the
principle operates, matters were left as unclear as they ever had been (see, for
instance, Piggott v Staines Investments (1995) which at first glance would appear
to fall within the principle but which was not appealed by the Revenue). Thus,
in considering Craven v White, Lord Cooke noted that it involved facts ‘distant
from those of the present case’ and categorised it as ‘a difficult case, partly
because of differences of opinion in Your Lordships’ House’. [2.33]

V  MEANING, SCOPE AND APPLICABILITY OF THE RAMSAY
PRINCIPLE: THE LATER CASES

1 The earlier cases: a doctrine of fiscal nullity or statutory construction?

That there has been uncertainty as to the basis and extent of the Ramsay
principle from the start, can be evidenced by the words of Lord Scarman in
Furniss v Dawson:
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] am aware, and the legal profession (and others) must‘understand, Lhat ,the law
in this area is in an early stage of development. Speeches in your Lordships Hou:-:;e
and judgments in the appellate courts are conce?ned more to chart a way forwzpd
petween principles accepted and not to be rejected than to attempt anything
so ambitious as to determine finally the limit beyond which the safe channel of
acceptable tax avoidance shelves into the dangerous ShfzﬂlOWS of upacceptab’le tax
evasion. The law will develop from case to case. Lord Wilberforce in Ra?ﬂmy 5 case
referred to “the emerging principle” of the law. What h.as been established with
certainty by the House in Ramsay’s case is that _Lhe _deterrr}matm.n of what does, and
what does not, constitute unacceptable tax evasionisa subje_:ct suited to deve]op}nel?t
by judicial process. Difficult though that task may‘be for judges, it is one _Whmhlls'
beyond the power of the blunt instrument of legislation. Whatever a statutt? may
provide, it has to be interpreted and applied by the courts and ultllmately it will
prove to be in this area of judge-made law that our elusive journey’s end will be

found.’

Not only does this passage reveal that Lord Scarmz‘m appea_red,to be giving
4 new meaning to the terms ‘tax avoidance’ an_d tax evasion’, perhaps a
forewarning of the current attitude of HMRC, but it gu.lso demonstrates a regdy
acceptance thatnew law was being created and that this was the proper function
of the judiciary. Such sentiments did not, however, commend themsglves to
the majority of the House of Lords in the later case of Craven v White (and
conjoined appeals). Indeed, the majority aPpeal‘ed anxious to distance
themselves from any notion of judicial legislation, and so.u‘ght to ex‘plaln an
alternative and more acceptable basis of the Ramsay decision. For instance,
Lord Oliver commented that the basis was one of statutory construction:

‘It has been said that Furniss v Dawson is “judge-made law”. So it is, but judges are
not legislators and if the result of a judicial decision is to &?ontradict the CRpress
statutory consequences which have been declared by Parliament to attach to a
particular transaction which has been found as a fac.t to have taken place, that
can be justified only because, as a matter of construction of the statute,'the court
has ascertained that that which has taken place is not, within the meaning of the
statute, the transaction to which those consequences attach.’

Having accepted that Furniss v Dawson had, in reality, exte,nded the Ramsay
principle in that it not only applied that principle to a ‘linear” transaction, but
it also reconstituted the actual constituent transactions into something that
they were not in fact, Lord Oliver made this important observation:

‘It seems ... that the first and critical point to be borne in mind in considmjing
the true ratio of Furniss v Dawson is that it rests not upon some fancied principle
that anything done with a mind to minimising tax is to be struck down but upon
the premise that the intermediate transfer, whose statutory consequences would
otherwise have resulted in payment of tax being postponed, did not, upon the
true construction of the [statute], constitute a disposal attracting the consequences
set out in [the relevant provision]. That is the first point. The sec_ond is that, in
reaching the conclusion as a matter of construction, this House d1d not purport
to be doing anything more than applying and explaining the principle that had
been laid down ... in [Remsay]. It was that decision that explains why and h(?w the
question of construction raised in Furniss v Dawson came to be ansv_verec:l in the
way that it did and it is ... only if these two considerations are borne in mind that
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Furniss v Dawson itself can be properly understood or rationally justified as a proper
exercise of the judicial function.’

It is difficult to fit the speeches in Purniss v Dawson into a purely
constructional approach but, as later cases show, the fault rests with Lord
Brightman (following Lord Diplock in IRC v Burmah Oil Co Ltd (1982)) in
laying down a detailed, statute-like and fairly inflexible prescription of how the
Ramsay principle works. As Lord Hoffmann said in MacNiven v Westmoreland
Investments Ltd (2001) (see [2.37]):

‘In the first flush of victory after the Ramsay, Burmah and Furniss cases, there was a
tendency on the part of the Inland Revenue to treat Lord Brightman’s words as if
they were a broad spectrum antibiotic which killed off all tax avoidance schemes,
whatever the tax and whatever the relevant provisions.’

Patten J, too, in Griffin v Citibank Investments Ltd (2000) made it clear that
he did not believe that the decision in Furniss was in accord with either IRC g
Duke of Westminster or the ordinary principles of construction and analysis that
Ramsay applied.

The considerable level of disagreement on the ambit of the principle and
the role of the courts in tax avoidance, was revealed by Lord Templeman in
Craven v White:

‘I have read the drafis of the speeches to be delivered in these present appeals,
Three of those speeches accept the extreme argument of the taxpayer that Furniss v
Dawson is limited to its own facts or is limited to a transaction which has reached
an advanced stage of negotiation (whatever that expression means) before the
preceding tax avoidance transaction is carried out. These limitations would distort
the effect of Furniss, are not based on principle, are not to be derived from the
speeches in Furniss, and if followed, would only revive a surprised tax avoidance
industry and cost the general body of taxpayers hundreds of millions of pounds
by enabling artificial tax avoidance schemes to alter the incidence of taxation. In
Furniss, Lord Brightman was not alone in delivering a magisterial rebuke to those
judges who sought to place limitations on Ramsay ... In my opinion, a knife-edged
majority has no power tg limit this principle which has been responsible for four
decisions of this House approved by a large number of our predecessors.’

Lord Templeman always considered that the type of transactions envisaged
by Ramsay and Furniss v Dawson were akin to sham transactions and should
be treated accordingly. In Matrix-Securities Ltd v IRC (1994) he commented:
‘Every tax avoidance scheme involves a trick and a pretence. It is the task
of the Revenue to unravel the trick and the duty of the Court to ignore the
pretence’. The dictionary definition of a ‘sham’ is a ‘trick’ or a ‘pretence’.

[2.34]

2 The later cases: statutory construction confirmed

Later cases, however, sought to lay this matter to rest. In Fitzwilliam v IRC,
Nourse L] summarised the position as follows:

‘In Craven v White each of their Lordships said that the Ramsay principle is one of
statutory construction. That is without doubt true in the sense that once the single
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composite transaction has been identiﬁed. the question _is whether it is caught by
the taxing statute on which Phe Crown relies. H_oweyer, it does ngt always or even
usually involve a question of statutory construction in the sense that the meaning
of the statute is in doubt. Usually Lh:& question is th’[hﬂr a statute Whose mez;lnngg
is clear applies to the single composite trz:nsactxon. T'he principle might equally be
described as one of statuiory application.

The approach taken by a majority of the House of Lords in Fitzwilliam,
encapsulated in a statement by Lord Browne-Wilkinson, would appear to
support this view:

“Whatever the exact scope of the principles laid down in W T Ramsay Ltd v IRC ...
as developed and elucidated in Fumz’sls (HMIT) v Dawson .. . apd Craven (HIWT) v
While, the basic principle cannot be in doubt. The commissioners or the_murll,
must identify the real transaction carried out. b)_r the taxpayers and, if this rea
transaction is carried through by a series of a:ruﬁaal steps, apply the words of
the taxing provisions to the real transaction, dlsrqgardmg fo_r fiscal purpqses the
steps artificially inserted. The provision Of.thf,‘ taxing statute is to be construed as
applying to the actual transaction the part:es were effectnllg in the real_world, not
to the artificial forms in which the parties chose to clothe in the surrealist world of
tax advisers.’

Of course, this view enabled the majority of the House‘(l)f Lords to
concentrate on matters of detail which, in turn, led to the decision that the
transaction undertaken did not form one composite whole (see [2.33]) thus
allowing £3.8m to pass tax free. As was previously obs-.e.rved (see [2.34]),
the arrangements in Fitzwilliam fell clearly within the spirit and mtendmer}t
of Lord Brightman’s test laid down in Dawson and, had Lord Scarman’s
observations been followed (see [2.36]), would have been brought within the
tax net. [2.35]

3 Purposive interpretation: IRC v McGuckian

That the approach pioneered in Ramsay and developed in later decisions isan
approach to construction, was again reiterated by Lord.Br_owne—Wllkmson in
IRC v McGuckian (1997), expressing the view of the majority of the House of
Lords. However, in the same case, Lord Steyn (who would have decided the
case without the benefit of the Ramsay principle) felt the necessity to analyse
the basis of the Ramsay decision and to question the literal interpretation
of taxation statutes. His view (of necessity an obiler view and one with which
Lord Cooke concurred) was that Ramsay was important for two reasons. First,
was the rejection by the House of pure literalism in the interpretation of tax
statutes, and a move to a more purposive method of construction. This he
identified in the following statement made by Lord Wilberforce: “There may,
indeed should, be considered the context and scheme of the relevant Act as
a whole, and its purpose may, indeed should, be regarded.” Secondly, was the
acceptance that a series of transactions, intended to be implemented as a
whole, could be regarded for fiscal purposes as one composite transaction.
Therefore, according to Lord Steyn, the Ramsay principle ‘was not based on
a linguistic analysis of the meaning of particular words in a statute. Tt was
founded on a broad purposive interpretation, giving effect to the intention
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I Introduction — trust modernisation [16.1]
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IlI General principles [16.5]

IV Income arising to trustees which is taxed at special rates (ITA 2007
Part 9 Chapter 3) [16.21] ‘
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VII The anti-avoidance provisions (ITTOIA 2005 Part 5 Chapter 5) [16.91]

VIII Reform [16.108]

I INTRODUCTION - TRUST MODERNISATION

Provisions were included in the Finance Acts of 2004, 2005 and 2006 aimed at
‘trust modernisation’ for income and capital gains tax purposes. In addition
to the stated aim of simplifying the tax regime for UK trusts, the main thrust
behind the these provisions was to move towards a more ‘tax neutral’ system,
in which the amount of income or capital gains tax chargeable should not vary
to any great extent depending on whether the property upon which it arises
is held under a trust or directly by an individual. In achieving this goal, the
Government sought to strike a balance between a system that does not provide
artificial incentives to set up a trust, and one that avoids artificial obstacles to
the use of trusts where significant non-tax benefits could be gained. Reform
began with FA 2004, which increased the special rate applicable for certain
trusts ([16.21] £f) to bring it in line with the higher rate of income ftax (note
that, the special rate for trusts is now aligned with the ‘additional rate’ of
income tax — 45% for 2016-17). In order to mitigate the possible harsh effects
of this measure on smaller trusts and trusts with vulnerable beneficiaries, FA
92005 introduced a standard rate band for all trusts that pay tax at the trust
or dividend trust rate ([16.21]), and a new regime for trusts with vulnerable
beneficiaries ([16.74] ff). The later stage in the process of reform, provided
for in FA 2006 and aimed at reducing the burden of administering the taxation
of trusts, was an attempt to bring the main trust-related definitions for tax on
income and chargeable gains into line with each other, along with an increase
in the standard rate band for trustees.
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HMRC §tated (HMRC Guidance Note, March 2006) that ‘the simplification
measure’ in FA 2006 that reduced the age limit at which, for inheritance tax
purposes, eligible children should become entitled to the assets of a trust
ﬁ‘.OIll 25 to 18 ([33.72]-[33.111]), aligned the age limit for inheritance tax
with those for income tax and capital gains tax, and that this aée limit was
part of an ear_lier public consultation on modernising the tax éystem for
trusts. Interestingly, nothing in the relevant documents suggested that this
was the case and, moreover, there was no mention of this measure in the
_Regul_atory Impact Assessment for Trust Modernisation (8 March 2006). This
t‘ls a?{ 1mp0rtla11t mgcasure, which has had an enormous impact on the 1;.86 of

1e Accumulation & Maintenance (A& it ; i
b Mo b 000 e 8 LT (A&M) trust asit had been structured[ 5);1(;;

II DEFINITIONS

1 What is a settlement?

Although the term settlement is not statutorily defined, the i i
provisions in FA 2006 is the alignment of what iz treated ;.;s a selgl(znt;:eril;lo(i :l?i
general purposes of income tax and tax on chargeable gains. This is achieved
through a common definition of ‘settled property’, being any proper‘ty held
in trust other than property held by one person as nominee for another, or
held by a person as trustee for another person who is absolutely entitled (o
]LDh(? prope.rt); as againstd the trustee, or as a trustee for another who bu‘t for
eing an infant or under some disability, is absolutely entitled ag;linst-the
trustee (ITA 2007 s 466). This definiti i iv i i
o (18T ) DInon mirrors the equivalent cap1wl[51;2n§

2 The settlor

A person is a settlor in relation to a settlement if the settlemen

15 treated as having been made, by that person. A person is tregiiaclls ;1 Ellii?ir? ;
made a scttlement if he has npde ‘or directly or indirectly entered into it 1%"
he has provided, or undertaken to provide, property directly or indirecd

for the purposes of the settlement, or if the settlement arose on his dearlz
and any of the settled property is, or is derived from, property of which he
was competent to dispose immediately before his death (ITA 2007 s 467)

Once again, the provisions are almost identical to their capital gains tax
counterparts ([25.211-[25.40]). ' i [16.3]

3 The trustees

ITA 2_00'7 s 474 provides that the trustees of a settlement are to be treated
as a single person, meaning that the trustees are distinct from the persons
who may from time to time be trustees of the settlement. A common test
to determine whether the trustees of a settlement are resident in the UK is
provided by ITA 2007 s 475 ([18.13]-[18.151). [16.4]
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I GENERAL PRINCIPLES

1 Trustees’ liability at basic rate

Trustees are subject to basic rate income tax under the appropriate statutory
rovisions on all the income produced by the fund regardless of their own
ersonal tax position and that of the beneficiary. The basis for taxing trustees

under ITTOIA 2005 is that although not beneficially entitled to the income,

they are ‘persons receiving or entitled to’ the income. Trustees are ‘persons’
but not individuals — hence their liability is normally limited to tax at the
basic rate and they have no personal allowances (the trust income is, after all,

not their property) (see Trusts, Setilements and Estates Manual (T SEM) 3610).

A beneficiary, entitled to the income under the terms of the trust, enjoys a

credit for the tax paid by the trustees - see [16.62].

Expenses incurred in administering the fund may not be deducted in
computing the tax liability of the trustees and are, therefore, paid out of taxed

income (see TSEM 8010 ff). ‘ [16.5]

EXAMPLE 16.1

(1) The trustees of the Jenkinson family trust run a bakery. The profits of that
business will be calculated in accordance with the normal rules applicable to
trading income under ITTOIA 2005 and be subject to basic rate income tax
in the trustees’ hands (but note that the profits of a business carried on by
trustees are not ‘earned income’: see Fry v Shiels’ Trustees (1915)).

(2)  Aand B, trustees of the Joel family settlement, farm trust land in partnership
with Sir Joel (head of the family) who owns adjacent land. Normal rules of
partnership taxation apply and, as the trustees have entered the partnership
agreement qua trustees, any change in their composition will not lead to a
cessation of a trade carried on by that retiring trustee. In the event of losses
arising, the relevant proportion may be set against other trust income.

9 Trust returns, direct assessment and deduction at source

Where trustees, for example, carry on a trade or engage in a letting of land,
assessment to income tax at the basic rate is made upon them directly; where,
however, they receive investment income arising, for example, under ITTOIA
2005 Parts 4 and b, prior to 92016-17, tax would have been deducted at source
(for the taxation of savings income, see [7.23]) and the tax deducted would
have satisfied the trustees’ liability to pay tax at the basic rate. From 6 April
2016, as a result of the introduction of the Personal Savings Allowance,
banks, building societies and National Savings and Investments (NS&I) will
no longer deduct tax on the interest they pay to customers ([7.23]; [7.26]).
Accordingly, some trustees who do not currently complete a tax return or
make informal payments to HMRC may face new reporting requirements. In
order to ease the burden on such trustees, as an interim arrangement for the
tax year 2016-2017 HMRC will not require notification from trustees where
the only source of income is savings interest and the tax liability is below £100.
The longer term position is currently being reviewed.

— namlllm‘Inlmmr-mmmtlnmnilmu
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Prior to 2016-17, dividends and other distributions paid by UK companies
carried a tax credit of 10%, which was treated as satisfying the trustees’ liability
to pay basic rate tax, From 6 April 2016 the dividend tax credit has been
abolished. Unlike individuals, trustees do not qualify for the new £5,000
taxfree dividend allowance (see [7.27]), and must pay tax on all dividends
depending upon the tax band they fall within (ie the dividend ordinary rate
of 7.5%. the dividend upper rate of 32.5% and the dividend additional rate
of 38.1%).

The normal self-assessment rules apply to trustees, but note that every
person who was a trustee when the income arose or who subsequently becomes
one is responsible for making trust returns etc (TMA 1970 s 7(9)). However,
anything done by one trustee satisfies the liability of all and penalties can only
be recovered once (from a person who was a trustee when the penalty was
triggered). Trustees are generally required to complete the trust and estate
tax return: there is, however, no requirement on bare trustees to complete
a self-assessment tax return or to make any payment on account unless they
choose to do so (see Tax Bulletin, February 1997, p 395 and Tax Bulletin,
December 1997). [16.6]

1

3 Exceptional cases

In exceptional cases trustees do not have to complete a return, The main
situation is where professional trustees are acting; there is no untaxed income
or any such income is mandated directly to a beneficiary; it is clear because of
the small value of the fund that CGT will not arise and the trustees undertake
to notify the Revenue of any change in their circumstances. A similar rule is
applied where the sole or main assetis a residential property, which is occupied
rent free by a beneficiary under the terms of the trust. In cases not falling
within the above but where the payment of untaxed income is made directly
to an interest in possession beneficiary under the authority of the trustee, that
income is excluded from the trust and estate tax return and the beneficiary
will be directly assessed on that Mgeome. This practice has been extended to
trustees of settlor interested trusts where the setdor (or the settlor’s spouse
or civil partner) is also an interest in possession beneficiary and the trust
income is mandated to them (see TSEM 3040). Further to FA 2005 s 14 (see
[16.21]1) as amended by FA 2006, trustees whose income does not exceed
£1,000 (for 200607 and subsequent years) and is made up of net interest
and UK dividends, may need to make a return only periodically (Tax Bulletin,
August 2005, pp 1217-1218; Regulatory Impact Assessment for Trust Modernisation
(March 2006)). Note also the interim measure for 2016-17 whereby HMRC
will not require notification from trustees where the only source of income is
savings interest and the tax liability is below £100 (see [16.61]). [16.7]

4 Trustees’ remuneration

If a trust instrument authorises the remuneration of a trustee, the payment
will be regarded as an annual payment subject to deduction of income tax at
source (ITA 2007 Part 15 Chapter 6 and Part 8 Chapter 4, formerly TA 1988
ss 348-349; see [14.21]), but is nonetheless treated as earned income in the
trustees’ hands (Dale v IRC (1954) and see TSEM 6237). [16.8]

————*—
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5 Other matters

The UK treatment of non-resident trustees is discussed at [18.791;

and the treatment of foreign source income received by trustees at [18.38].
[16.91-116.20]

IV INCOME ARISING TO TRUSTEES WHICH I8 TAXED AT SPECIAL
RATES (ITA 2007 PART 9 CHAPTER 3)

1 The charge imposed by ITA 2007 s 479
a)  Special rates: the ‘trust raie’ and the ‘dividend trust rate’

Trustees are not liable to income tax at the higher or additional rate because
they are not individuals. Trustees receiving income falling within s 479(1)
(and defined in s 480) are, however, liable to pay income tax at single flat rates
known as the trust rates. The trust rate is 45% for 2016-17 (ITA 2007 s 9(1)
as amended by FA 20125 1), which equates with the additional rate of tax for
individuals. The rate in respect of dividends and company distributions, the
dividend trust rate, is 38.1 9 for 201617 (ITA 2007 s 9 (2) as amended by FA
2012 s 1), the same as the additional rate applicable to dividend income (see

42.76]).

[ The general effect of these rates which, prior to April 2004, were 34% and

95% respectively, is, in most cases, to remove the advantages that previously

could have been gained by using trusts falling within s 479(1). The following

matters should be noted:

(1) in the case of savings income which has suffered a deduction of tax at
90% at source the result for 9016-17 is an additional tax charge at a rate
of 25%;

(2) although the charge is levied on income arising to (rustees of a settlement,
TTA 2007 ss 481, 482 provide for certain payments of a capital nature
to be treated as income for the purposes of s 497. These include lease

premiums, which prior to 9006-07, were not subject to the special rate
and only suffered tax at the basic rate: se¢ further [16.28]; _

(3) the charge is on net income, ie income after the deduction of permitted
expenses (see further [16.23]). For 92006-07 and subsequent years, the
first £1,000 of income taxable at the special rates for trustees is taxed
instead, depending upon the source of the income, at either the basic
or dividend ordinary rate (the first slice rate band: ITA 2007 s 491). This
applies equally to payments of a capital nature that are deemed to be
income by virtue of ss 481, 482 ([16.28]). Although not specified in the
provision:

(a) the first slice rate band should apply after deduction of allowable
trust management expenses (see [16.23]);

(b) where the trustees have annual income above £1,000, the excess
should be chargeable at the special rates for trustees, but the first
slice rate band should apply to the first £1,000 of the income.

(For the effect of the first dlice rate band on ITA 2007 s 493, see Examples

16.4and 16.5). [16.21]
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b)  Which trusts are caught?
gl}; Eg(ﬁ?ﬂ; 479 It)lrovtides t};at the special rates for trustees apply if the income
er a trust, not being one that is established for chari
_ J . s aritable pu
only, is accumulatpd or discretionary income. By virtue of s 480 (1) i?l S
accumulated or discretionary income in so far as: PR

‘(a)
(b)

it must be accumulated, or

it is payable at the discretion of th
e € trustees or any other : it is
excluded by subsection (8).’ . Y

: Secqon 480(2) provides guidance as to when income is payable at the
discretion of the trustees or any other person. These will include: -

‘
cases where the trustees have, or an

» other person ha i i y
more of the following matters — ? P PNk et

(]:;) ‘S]hﬂhﬁr, or the extent to which, the income is to be accumulated
E )) e persons to whom the income is to be paid, and ,
: :

how much of the income is to be paid to any person.’

Income excluded by s 480(3) in i : f i istri
is the income of any gerson(ozhef ltllllczilfls ;Egiﬁlitt:e?} e,
" Setﬂt‘.l—III‘lBDE. contam‘mg a power fo_r trustees to accumulate income, and
ose which give _the trustees a discretion over the distribution of the i ;
are caught (a typical example would be the A&M settlement, which um(':l()$e
changes provided by FA 2006, was largely established for its’IHT ;acivanu P:
see [34.91]). The resultis not only to increase the cost of accumulatin iﬂfages-
in such settlements but, with the trust rate standing at 45%, the ef%‘etr:ltc?me
remove altogether any tax advantage that might otherwise have been enj OI;eE?

EXAMPLE 16.2

i\g?gnus is a \;realthy individual who pays income tax at the additional (highest)
disgr e(t(ilé;r;rr;t L); 4&;)%%}. Ee clr{rat a settlement of income-producing assets on
. P trusts for his childrefn, giving the trustees
income for 21 years~Under the inci S borieidesapmirtial o
. J general principles discussed above, the in
T ~ " . C
FQT:&;V? gccumulated would suffer tax at only 20% (other than divi:iend incgirflz
ich there are special rules) (instead of 45% in M !
I : ) agnus’ hands) and
X;bseque?tl} be paid out as capital and so be free from any further )incom‘zotlétlxd
a result of s 479, however, the trustees have to pay an extra 25% rate of ta);

respectively (making a 45% rate in all) so th i
e e e ) so that the attractions of the settlement to

The ambit of the predecessor provision to ITA

1988 5 686(2) (a)) was considered i11)1 IRC v Berrill (19823)()Zn5(§ jlzsi,e igg (It(l: TA
The Trustees of Mt?'s PL Travers Will Trust v R & C Comrs (2013). In the efgrii;:ll'
c?se, the settlf)r s son was entitled to the income from the fund unless the
trustees exercised a power to accumulate it. Vinelott ] held that the sectio
(a;?ygllllzdtrslintce Ehg DIIIICOFDE was ‘income ... which is payable at the discretioL1
i stees’. ‘Discretion’ is wide enough to cover a di ior

to withhold income. The rewritten legisla%ion makes it 3:1:21{3?;;1 gfl;al:;ol?ﬁ;

e ——
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accumulated income refers to income which the trustees are under a positive
duty to accumulate. A mere power to accumulate is not sufficient, although it
will usually mean that the income ‘is payable at the discretion of the trustees’
within para (b). The Trustees of Mis PL Travers Will Trust v R & C Comrs (2013)
concerned royalties received by the Will Trust in respect of a stage musical
based on the Marry Poppins books. The main thrust of the case was (o
determine whether the royalties were of an income or capital nature; if they
were income, it then had to be decided whether a direction not to distribute
the royalties as income was a direction to ‘accumulate’ income. In 1994 the
author of the Mary Poppins books agreed a licence to enable a company to
produce a stage musical based on the books. The author died before the
musical was staged, leaving her literary estate in trust with instructions to pay
income to certain beneficiaries for 80 years and then to distribute the capital
to selected beneficiaries. In 2004 the trustees amended the 1994 agreement
and assigned the right to stage the musical in exchange for royalties. The
trustees treated the royalties as capital for tax purposes. HMRC took the view
that the royalties should be taxed as income. The First-tier Tribunal followed
the decisions in a line of Scottish cases, concerned, in the main, with mining,
which held that where an existing mine was put into trust, the receipts were
income and payable to the life tenant. However, where the trustees opened
new mines or granted new rights, the receipts were capital for the benefit of
the remaindermen. Applying those principles, which had been approved by
the House of Lords, to the facts of the case before it, the Tribunal held that the
receipts prior to the 2004 agreement were income whereas the royalties paid
under the terms of the 2004 agreement were not income. In relation to those
royalties that were income, the Tribunal rejected the trustees’ argument that
the manner in which the Trustees were required to deal with the receipts
could not amount to accumulation because copyright has a limited life and
the building up of a fund to replace such a wasting asset does not amount
to an accumulation, and held that the former TA 1988 s 686 (now ITA 2007
5 479) and the rate applicable to trusts applied. [16.22]

<)
Expenses which are properly chargeable to income by statute or case law
(which includes, for instance, the cost of preparing trust accounts) are not
deductible against the trustees’ liability to tax at the basic rate but may be
deducted in arriving at the amount of income chargeable at the special rates
for trustees (ITA 2007 s 284).

In Carver v Duncan (1985) trustees paid premiums on policies of life
assurance out of the income of the fund as they were permitted to do under
the trust deed. The House of Lords held that the payments did not fall to be
deducted under s 686(2) (d) (forerunner of ITA 2007 s 284) which was limited
to expenses which were properly chargeable to income under the general
law. As the life assurance premiums were for ‘the benefit of the whole estate’
they should, as a matter of principle, be borne by capital and accordingly,
the express authority in the instrument did not bring the sums within the
section. The allimportant question of what is for ‘the benefit of the whole
estate’ was considered in Trustees of the Peter Clay Discretionary Trust (2008). The
High Court in that case accepted that accountancy fees and bank charges

Management expenses
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were npt whollyincurred for the benefit of the whole estate, and could thus be
apportioned so as fairly to attribute part of the expense to capital and part to
income. However, at issue before the Court of Appeal were the fees (fixed in
amount) paid to non-executive trustees of a discretionary trust and investment
management fees, which the trustees had argued related partly to income
and should thus be apportioned fairly between income and capital, with the
part attributable to income being deductible. Chadwick 1] said that ‘when the
purpose or object for which the expense is incurred is to confer benefit both
on the income beneficiaries and on those entitled to capital on determination
of the income trusts’, the expense is undoubtedly incurred ‘for the benefit
of the whole estate’ and cannot therefore be deducted. By the time of the
trustees’ appeal to the Court of Appeal, the Revenue had conceded that the
rule that an expense incurred for the benefit of both the income and capital
beneficiaries must be regarded as incurred for the benefit of the whole estate
did not preclude the apportionment of a single expense. This concession is
not based on any notion of fairness between heneficiaries but, rather, upon
the ability to demonstrate that part of the expenses relates to the trustee’s
duties to income beneficiaries alone, Thus it was that apportionment of the
executive trustee’s fee (which varied considerably depending on actual work
undertaken) was permissible. Since the non-executive trustees also spent time
addressing matters relating exclusively to the income beneficiaries, the Court
of Appeal held that, despite the fact that the fees were fixed, part should
similarly be attributed to income and be deductible. Investment management
fees, however, were a different story. Since, in the present case, the advice was
being given in relation to the investment of capital and of income already
accumulated, no part of the expenses could be said to have been incurred
exclusively for the benefit of the income beneficiaries. The advice inured
for the benefit of the whole estate; for the capital beneficiaries because the
capital of the trust would be augmented and for the benefit of the income
beneficiaries because the income of the trust would be increased because of
the augmentation of the capital. Had the expenses been incurred before the
trustees had taken the decision to accumulate the income (which was not
so in the present case), to the extent that the expenses could be said to be
incurred for the purpose of te’mpararily investing income whilst the trustees
were deciding whetheror not to accumulate, in the event that the income was
distributed and not accumulated, the expenses could be said to have been
incurred exclusively for the benefit of the income beneficiaries.

A further example of an income expense is the cost of collecting and
distributing the income: The costs of preparing the trust accounts (which
had previously been accepted as a concession by the Revenue) has now been
endorsed by the court in Peter Clay and reflected in Revenue guidance (TSEM
8120 ff). Against which sources of income should allowable expenses be met?
ITA 2007 s 486 provides that the order is:

(1) against dividend income (ITTOIA 2005 Part 4);
(2) against dividends from non-UK resident companies (as defined in
ITTOIA 2005 Part 4 Chapter 4);
(3) against savings income; and finally
(4) against other income.
See further Example 16.4 below and TSEM 8010 ff). [16.23]
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d) Income of a person other than the trustees

The special rates for trustees will not apply to income that is treated as
that of any person other than the trustees. This will be the case where the
beneficiary has ‘a complete right’ to receive the capital without having to
satisfy any conditions, ie where the beneficiary has ‘an indefeasibly vested
interest in capital’. Any income arising to the trust in such circumstances is
to be treated as the beneficiary’s income so long as he is alive or unless and
until the trustees exercise an overriding power of appointment in respect of
that income in favour of another. This will also be the case where a beneficiary
has a vested interest in the income (eg a life tenant). These cases must be
contrasted with the settlement in Pearson v IRC (1981), in which the income
of a life tenant could be taken from him after it had arisen by the exercise of
a power to accumulate it. Accordingly, it would be subject to the surcharge as
the income still ‘belongs’ to the trustees. [16.24]

e) Income taxed on the setilor

The trust rate does not apply to settlements where the anti-avoidance
provisions of ITTOIA 2005 Part 5 Chapter 5 (formerly TA 1988 Part XV)
operate to deem the income to be that of the settlor (see [16.91]). Section
480(3) (a) provides that this exception applies only to income so treated before
it is distributed. Under the rules in ITTOIA 2005 s 629 (see [16.95]-[16.97]),
income will only be treated as that of the settlor for income tax purposes if
it is actually paid to or for the benefit of the settlor’s unmarried minor child.
In the event of a distribution out of a discretionary or accumulation trust
in favour of such a child, ITA 2007 s 484 provides that it will be treated as a
payment net of the additional and basic rate tax. [16.25]

f)  Will trusts

ITA 2007 s 479 does not apply to the income of an estate of a deceased person
during administration: of course if distributed to the trustees by the personal
representatives, it will then be subject to the 45% rate (with a credit for tax
suffered by the personal representatives). [16.26]

g)  Deduction of tax at source from relevant deposits

Prior to 6 April 2016, income tax at the basic rate was deducted from bank
interest on deposits (ITA 2007 s 851). If the trustees made a declaration that
they were not resident in the UK and had no reasonable grounds for believing
that any beneficiary of the trust was either an individual who was resident in
the UK, or a company which is resident in the UK, bank interest could be paid
gross (see ITA 2007 ss 856, 861, 873 and [7.28] and [14.53]). From 6 April,
bank and building society interest on deposits are paid gross and the issue
discussed above will not arise. [16.27]

h) What is ‘income’ for s 479 purposes?

Although the section only applies to income in a trust sense, and generally
would not apply to capital sums treated as income under a provision in
ITTOIA 2005, TTA 2007 s 481 provides specifically that certain payments
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will be treated as income for the pur :
: ] poses of s 479, and s 482 sets
tﬁlzfsﬂ?g ar;f;;llélrtls; r_(} bel c'harged a_t the special rates for trustees, Thoﬁtitth'e
ot 123055 ‘ 27% inegie aﬁl‘;inélxm .Et;f(!)%tgd as an income receipt und;s*
for the purposes of the specialrrates fgll:ltrus*tec:ﬂ }Eh@lSO et
: : s £ stees. This has not alwa

Eﬁ;iéF Evrvt:grlsﬁ)i(anzples include certain deemed income receipts O¥Se};’l$;ﬁ) d;e
s OffShorepqu;fsts, %rof[’ts or gains from the disposal of interesmyi::
i ; and gains from contracts for life insurance. Tt sh

at the first slice rate band applies equally to such deemed inc?)‘rl;g

([16.211).
[16.28]
EXAMPLE 16.3
Discretionary trustees granted a lease for 35 years over a commercial prop
erty

taking a premium on the grant of £100,000. For i
. _ : ,000. income tax

iﬁzttgzztxggsm is ltgxed as income (see ITTOIA 2005 s 277 [12.53;)?();3? ;O%a;—tOOf
o tha‘f(:{]im ?Eré;rgangly have suffered income tax at the basic rate (theﬁ,
S s .000). They would not, however, have suffered a furthn::n
S e A since th_e sum would have been viewed as a capital recei :
o Pbiﬂn(;_n of an mdmdu_al taxpayer who may have suffered tax at 23;;
on £ geable slice pf the premium.) For 2006-07 and subsequent’ ;
ptis now treated as income for s 479 purposes, with the result that th}ée;:;tzhe
es

will suffer a further char i i
) : ge. Thus, assuming th i i
during 2016-17, their liability would be as f%lloﬁr;'msmes Cu v Oth?r e

Deemed income £
Tax at first slice rate £1,000 at 20% = 100,000
Tax at the trust rate ;EQJQ 0 . 200
000 at 46% = X
Tax liability at 45% 44,550
44 750

2 Dividends and the s 479 charge
a)  The 6 April 2016 changes 5+ %~

Prior to 6 April 2016 (and from 6 April 2013) distributi

were paid with an irrecoverable ta:l? credit o)fdllfs)g;,b izﬁ?ﬁirgﬁgéﬁgilnpanles

pagablel ‘(l)y trustees under s 479 was 37.5%. From 6 April, dividends ;;12‘: ra_tg

ig‘ioss c\)w_t'} a filVldend tax rate of 38.1%. The following tz;bles compare tlIiz;e
positions. In each case, the trustees actually receive from the dli)stributing

company £2,500. It will be seen that i
ey wa o oWl b ook at the trustees are leftl with less aftertax

Dividends paid pre-6 April 2016

Dividend £

Tax credit (10%) 2,500.00

Income 277.78
2.777.78
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§ 479 tax (37.5%) 1,041.67
After-tax income £1,736.10
Dividends paid post-6 April 2016
£

Dividend 2,500.00
s 479 tax: first £1,000 at 7.5% =£75
£1,500 at 38.1% = £571.50 £646.50

£1,853.50

After-tax income

The withdrawal of the 10% dividend tax credit along with an increase in
the dividend trust rate to 38.1% (albeit that the first £1,000 of income is taxed
at the dividend ordinary rate of 7.5%) clearly means that trustees pay much
more income tax, and must be considered in the context of the reform of the
taxation of trusts, discussed at both the beginning and end of this chapter
[16.1] and [16.108]). [16.29]

b) The removal of the tax credil

Prior to 6 April 2016, although dividends were received by the trustees with a
tax credit of 10%, that tax credit did not enter the trust tax pool (the ‘tax pool’
is considered at [16.32]). Further, since management €Xpenses (considered
at [16.23]) are regarded as being paid out of income after it has suffered tax
at the normal rate, the amount of income arising to trustees which is applied
in defraying expenses is an amount of income sufficient to meet both the tax
and the expenses. Accordingly, in order to arrive at that amount of income,
the expenses have to be grossed up at the appropriate rate, namely 10% prior
to 6 April 2016 and 7.5% on or after 6 April 2016 (ITA 2007 s 486).

Since dividends are paid gross on and after 6 April 2016: (i) necessarily
there is no tax credit; and (i) the amount of tax paid applying the dividend
ordinary rate to the first £1,000 of dividends and the dividend trust rate of
38.1% will enter the trust tax pool.

The following example shows the order of set-off of management expenses
against different types of trust income, together with the use of the first slice

rate band. [16.30]

EXAMPLE 16.4
(i) Facts (for 20161 7)
Income Gross (£) Tax (£) Net (£)
Untaxed interest 692 '
Foreign income 308 61.60(a) 246.40
Dividends 8,717
£9,717
Trust management expenses £1,251

R — — —
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(i) Tax caleulation

(i) Basic rate of wntaxed interest

Inecome (£) Rate of Tax Tax due (£)
692 @ 20% 138.40 (b)
(i) Excess due te the special vates for trustees

Income (£) Rate of Tax Tax due (£)

692 (within first slice rate band and no
further tax liability)

308 (within first slice rate band and no

further liability)
8,717 - 1,352.43% = 7,364.57 @ 38.1% 2,805.90
S 479 charge on trustees £2,944.30

*£1,352.43 = Trust management expenses £1,251 grossed up @ 7.5%, ie £1,251 x
100/92.5. Since the expenses are regarded as being paid out of income after it has
suffered tax at the normal rate, the amount of income arising to trustees which is
applied in defraying expenses is an amount of income sufficient to meet both the
tax and the expenses. In order to arrive at that amount of income, the expenses
have to be grossed up at the appropriate rate. Although this has always been

accepted practice, the rewritten legislation explicitly provides for such grossing up
(ITA 2007 s 486).

(iti)  Income available for distribution

To establish the income available to distribute it will be necessary to make two
separate calculations, one for the dividend income and another for the non-
dividend income. These figures will then need to be added together on the form
R185 (the charge imposed on trustees under ITA 2007 s 406 when distributions are
made to beneficiaries is considered at [16.31]-[16.60] and readers may wish to read
this before considering the rest of this example).

o
Tax entering the tax pool and available to frank payments (a) + (b) = 200.*

(tv) Non-dividend income E

Gruss (£) . Tax (£) Net (£)

1000 200 800

* Tax charged at the basic rate under s 491 (first slice rate band) enters the rax pool
(ITA 2007 s 497). '

Available to pay out to the beneficiary[ies] 200 x 100/45 = 444,44

(v) Dividend income

Tax entering the tax pool available to frank payments is £8,717 less gross expenses
of £1,352.43 (£7,364.57) @ 38.1% = £2,805.90

Gross (£) Tax (£) Net (£)
7,364.57 2,805.90 4,558.67

The above only shows the amount of income available to distribute on which

the tax payable will not exceed the tax pool (ie so that no additional tax is payable
under s 496).
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(vi) Maximum income distribution without use of capital

To establish how much income is available to distribute it is necessary to ?ngltgﬁz
the dividend distribution received less gross trust management expﬁnses .? e
(£8,717 - £1,362.43 = £7,364.57: this is the income actl}al]y held by .1 f truste : Ouyé
45%, ie £7,364.57 x 45% = £3,314.06, which is the net income availab ejhto ijstees
to the beneficiary without using capital to satisfy any tax chargec{ on the

under s 496. The figures to be included on the R185 are as follows:

Net (£
Gross (£) Tax (f})6 ; 035({]’5)1
7,364.57 3,314 ,060.

i abov ill be charged under s 496 for the
To satisfy the tax shown above, the trustee wi .
dﬁfferenée between the tax included on the R185 of £3,314.06 and the tax entering

he t ool of £2,805.90 = £508.16. . ) - - .
L sfoizl%is[ribution of both non-dividend and dividend income 1s as follows:

Gross (£) Tax (£) Nef (;E,)
7,564.57 . 3,314.06 4,050.51
11’000.00 200.00 800.00
RI185 figures )
8 364@% 3,614.06 4,850.51
Therefore the tax paid by the trustees is:
£
479 2,944.30
: 61.60
Tax deducted at source e
H £3,514.06
(vii) Summary
This can be balanced by the following computations:
£
8,717.00
Dividend distribution
i 1,000.00
Qther gross income e
52.43
Less: gross trust management eXpenses £étzgi-57
£
0.00
Tax @ 20% on 1,000 20
5.90
Tax @ 38.1% on dividends Q,Eg; ?6
s 496 charge \ 8 50.51
Net distribution to beneficiary £8:364: =
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1 CGT problems involving companies [26.1]

II  Capital distributions paid to shareholders [26.21]
I The disposal of shares [26.41]

IV Valueshifting [26.61]

1 CGT PROBLEMS INVOLVING COMPANIES

1 CGT and corporation tax

Companies and unincorporated associations are not subject to CGT; instead
chargeable gains are assessed to corporation tax. Broadly, and with the
important exception of indexation relief, the principles involved in computing
the chargeable gain (or allowable loss) are the same as for individuals.
Disposals from one company in a group (as defined) to another will
generally be treated as taking place at a value giving rise to neither gain nor
loss (TCGA 1992 s 171). Any gain is deferred until the asset is sold outside the
group or if the company owning the asset leaves the group within six years of
the transfer (TCGA 1992 s 179). [26.1]

2 Company reorganisations

The basic principle is that there is neither a disposal of the original shares nor
the acquisition of a new holding: instead, the original shares and new holding
are treated as a single asset acquired when the original shares were acquired.
When new consideration is given on a reorganisation (for instance, on a
rights issue), that is added to the base cost of the original shares and treated
as having been given when they were acquired (TCGA 1992 ss 126-131).
However, if there is an election under TCGA 1992, s 169Q, a claim for
entrepreneurs’ relief can be made as if the re-organisation involved a disposal
of the original shares, and s 127 will not apply. [26.2]

3 Company takeovers and demergers

If the takeover is by means of an issue of shares or debentures by the
purchasing company (a ‘paper for paper exchange’), CGT on the gain
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made by the disposing shareholder may generally be postponed until the
consideration shares are sold (TCGA 1992 ss 135-137). If the consideration
for the acquisition is partly shares and partly cash, the cash element is treated
as a part disposal of the shareholding and s 135 will apply to the balance. The
purchaser must obtain more than 25% of the shares in the target company
(subject to a number of conditions) for these rules to apply. Furthermore
the transaction must be effected for bona fide commercial reasons and not
form part of any scheme or arrangement of which the main purpose or one
of the main purposes is to avoid a liability to CGT or corporation tax. An
advance clearance may be sought (TCGA 1992 s 138) to ensure the bona fide
commercial reasons test is met.

Where the assets of the target company are acquired for a cash consideration
any chargeable gain arising on this disposal of those assets will be chargeablf;
on the target company. An exemption might apply, such as the substantial
shareholdings exemption, see [41.75] or a deferral such as roll-over relief
under TCGA 1992 ss 1562-159 (see [22.72]). From the point of view of the
target’s shareholders, they may be left with the problem of what to do with a
‘cash shell’ company see Chapter 47.

TCGA 1992 s 192 contains provisions aimed at facilitating arrangements
whereby trading activities of a single company or group are split up in order
to be carried on either by two or more companies or by separate groups of
companies, see Chapter 47 (demergers). [26.3]

4 Incorporation of an existing business

TCGA 1992 5 162 provides relief in cases where an unincorporated business is
transferred to a company as a going concern in return for the issue of shares in
the company. The relief enables the gains on the business assets transferred to
the company to be rolled over into the acquisition of the shares. (For detailed
examination of the rules see [47.2].) [26.4]-[26.20]

II CAPITAL DISTHBUTIQNS{’AD TO SHAREHOLDERS

A capital distribution (whether in cash or assets) is treated in the hands of
a shareholder as a disposal or part disposal of the shares in respect of which
the distribution is received (TCGA 1992 s 122(1)). ‘Capital distribution’ is
restrictively defined to exclude any distribution that is subject to income tax
in the hands of the recipient (s 122(5) (b)). As the definition of a distribution
is extremely wide (see [42.1]) the CGT charge is confined to repayments of
share capital and to distributions in the course of winding up.

EXAMPLE 26.1

(1) Prunella buys shares in Zaba Ltd for £40,000. Some years later the company
repays to her £12,000 on a reduction of share capital. The value of Prunella’s
remaining shares immediately after that reduction is £84,000.

The company has made a capital distribution for CGT purposes and
Prunella has disposed of an interest in her shares in return for that payment.
The part disposal rules must, therefore, be applied as follows:

(i)  consideration for part disposal: £12,000

]
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(ii) allocation of base cost of shares:

\ A__ £12,000 .
£40,000 x 5 = £40,000 x g5 pa g - £0,000

(iii) gain on part disposal: £12,000 — £5,000 = £7,000.

(2)  Stanley buys shares in Monley Ltd for £60,000. The company is wound up and
Stanley is paid £75,000 in the liquidation. Stanley has disposed of his shares
in return for the payment by the liquidator and, therefore, has a chargeable
gain of £15,000 (£75,000 — £60,000).

If the company had been insolvent so that the shares were worthless,
Stanley should claim loss relief on the grounds that his shares had become
of negligible value (see TCGA 1992 s 24(2); Williams v Bullivant (1983);
and [19.69]). He has an allowable loss of £60,000. Income tax relief may be
available for this loss under ITA 2007 s 131 (see [11.121]).

These rules are also applied when a shareholder disposes of a right to
acquire further shares in the company (TCGA 1992 s 123). The consideration
received on the disposal is treated as if it were a capital distribution received
from the company in respect of the shares held.

Under 5 122(2), if HMRC are satisfied that the amount distributed is small,
the part disposal rules are not applied but the capital distribution is deducted
from the allowable expenditure on the subsequent disposal of the shares, with
the result of increasing the subsequent gain (in effect the provision operates
as a postponement of CGT). For these purposes, a capital distribution is
treated as small if it amounts to no more than 5% of the value of the shares
in respect of which it is made. However, a revised approach was announced
in Tux Bulletin 27 in February 1997 as a result of dicta in O'Rourke v Binks
(1992) which noted that the purpose of the legislation was to avoid the need
for an assessment in trivial cases, an approach that would have regard to the
likely costs of carrying out the part disposal computation and the likely tax
consequences in each case. As a result, in addition to the 5% test, HMRC now
considers that s 122(2) can apply in cases where the distribution is £3,000 or
less (see CG 57836).

Under s 122(4) where the allowable expenditure is less than the amount
distributed the taxpayer may elect that the part disposal rules shall not apply
and that the expenditure shall be deducted from the amount distributed. In
O’Rourke v Binks (1992), the Court of Appeal held that the capital distribution
must be small for the purpose of this subsection and that what was ‘small’
would be a question of fact for the Tribunal to decide.

On a liquidation there will often be a number of payments made prior to
the final winding up and each is a part disposal of shares (subject to the relief
for small distributions) but the shares will not necessarily need to be valued
each time a distribution is made (see Statement of Practice D3).

EXAMPLE 26.2

Mark purchased 5,000 shares in Rothko Ltd for £5,000. The company makes a
1:5 rights issue at £1.25 per share. Mark is, therefore, entitled to a further 1,000
shares but, having no spare money, sells his rights to David for £250. At that
time his 5,000 shares were worth £7,500. As the capital distribution (£250) is less
than 5% of £7,500 the part disposal rules will not apply. Therefore, £250 will be
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deducted from Mark'’s £5,000 base cost. (NB Mark may have preferred the part
disposal rules to apply since any gain resulting may be covered by his annual

exemption.) [26.21]-[26.40]

IIT THE DISPOSAL OF SHARES

1 Introduction
a)  PreFA 1982 system

Before FA 1982, the CGT rules were relatively straightforward and involved
treating identical shares as a single asset. This ‘pooling’ system involved a
cumulative total of shares with sales being treated as part disposals from
the pool and not as a disposal of a particular parcel of shares. Special
rules applied where all or part of a shareholding was acquired before
6 April 1965, [26.41]

b)  FA 1982 regime — operative from 6 April 1982 lo 6 April 1985

Shares of the same class acquired after 5 April 1982 and before 6 April 1985
were not pooled. Instead, each acquisition was treated as the acquisition
of a separate asset. A disposal of shares was then matched with a particular
acquisition in accordance with detailed identification rules that applied
even where the shares were distinguishable from each other by, for instance
being individually numbered. Shares were therefore treated as a ‘fungible:
asset. These rules were introduced because of the indexation allowance
which made it necessary to know whether the shares disposed of had been
acquired within 12 months (when no allowance was available) or, in other
cases, to calculate the indexation allowance by reference to the original
expenditure. [26.42]

) The 1985 regime — operative from 6 April 1985 to 6 April 1998

Major changes in the indexation allowance in 1985 enabled a form of pooling
to be re-introduced. Shares of tfe same class acquired after 5 April 1982 and
still owned by the taxpayer on 6 April 1985 were treated as one asset and
further acquisitions of the shares after that date formed part of this single
holding (TCGA 1992 s 104). There was an indexed pool of expenditure for
each class of share and, if shares in the pool were acquired between 1982 and
1985, the initial value of this pool on 6 April 1985 comprised the acquisition
costs of the relevant shares together with the indexation allowance (including
an allowance for the first 12 months of ownership) that would have been
given had the shares been sold on 5 April 1985.

If identical shares were acquired after 6 April 1985 they were added to the
share pool with the cost of their acquisition increasing the indexed pool of
expenditure (a similar result occurred if a rights issue was taken up).

When some of the shares were sold the part disposal rules were applied
to both the qualifying expenditure and the indexed pool of expenditure.
The indexation allowance was then found by deducting a proportion of the
qualifying expenditure from a proportion of the indexed pool. The indexation
allowance could only be used to reduce a gain — not to create or increase a
loss. [26.43]
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2 The regime introduced by FA 1998
a) Basic rule

With the introduction of taper relief in 1998, which depended upon the
length of ownership of an asset, pooling was ended for individuals, PRs and
trustees. As a result:
(1) acquisitions of shares on or after 6 April 1998 were not pooled (except
for reorganisations being rights or bonus issues under TCGA 1992’5 127
(see [26.2]));
(2) poolsat 5 April 1998 were preserved as a single asset (a ‘s 104 holding”).
[26.44]

Where shares of the same class are acquired on the same day they were treated
as having been acquired by a single transaction.

b)  The identification rules

Fach acquisition of shares was treated as a separate asset and new acquisition

rules prescribed the order of disposals on the basis of ‘last in first out’ (LIFO).

The order of disposals is therefore as follows (subject to what is said in the

next section about bed and breakfasting):

(1) the most recently acquired unpooled shares;

(2) shares from a s 104 holding (this is treated as a single asset when the
pool first came into being);

(3) 1982 pools (see [26.43]);

(4) shares held on 6 April 1965 (see [26.41]);

(5) later acquired shares. [26.45]

c) Bed and breakfasting

In simple terms, bed and breakfasting involved the disposal of shares on
day one and their repurchase on day two: a transaction that was commonly
employed to realise a loss on the shares for relief against other gains, or to
realise a gain to enable the annual exemption to be utilised.

EXAMPLE 26.3

Alberich has unused CGT losses. He owns shares which have an unrealised gain and
which he wishes to retain. He sells the shares at close of business one day, reduces
or extinguishes the gain with his losses and repurchases the shares at the start of
business the next.

TCGA 1992 s 105 was introduced to match securities bought and sold on
the same day but was able to be avoided by buying back the following day. FA
1998 introduced a more widespread provision aimed at stopping bed and
breakfasting by providing that disposals are to be matched with acquisitions in
the following 80-day period (matching with the first securities acquired during
this period): see TCGA 1992 s 106A(5). This broughtan end to traditional bed
and breakfasting whilst leaving some continuing opportunities: for instance,
A sells his shares and his wife purchases an identical shareholding; or the
disposal is triggered by the transfer to a trust for A. These simple arrangements
are not caught by this provision but any transfers into trust must now take into
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account the inheritance tax implications followi
_ - owing the FA 2006. It may now b
necessary to consider the impact of the G al Anti YAAR i
these circumstances (see [3.7%]—[3.82]1)3. SncralAnfl Abuse Rule (G &
The “30-day rule’ may produce surprising results, see the example below.
[26.46]

EXAMPLE 26.4

(1) Rover is rt?tu.rn.ing to the UK after a period of non-residence. He *bed and
};geakfasts_ his ivestment portfolio with the intention that on his return to

:leee ;JI? hl;s ltaa]ie cost will be market value. The 30-day rule will apply and

s to be take : i i ;

feny n into consideration by Rover (see Tax Bullelin, April 2001,

(2)  With effect from 22 March 2006 the rules were amended so that they do
?j?{t. r’ll?}\l«: apply where the person acquiring the shares is not resident in the

o éi f{())lzl?}\]fve% l(;lﬂ CSSE of l?favies v Hicks (2005) which highlighted the

the bed and breakfast rules with the exit charge arising

a-trust ceases to be Fesident in the UK. In that case the 11‘{1stge;5:s ;ilcr({%asg}:;{l
zllgued that the exit tl:harge under TCGA 1992 s 80 involved a cieemeé
1lsggial and reacquisition of the shares by trust. However, under TCGA 1992

; Eﬂi,lthe bed Emd breakfas.t rules applied to eliminate the gain on the
cemed disposal. To correct this anomaly s 106A(5) will not apply to énv
acquisition on ot after 22 March 2006 by a person who is not resident, or a

person who is resident but is treated as non-resi
3 -resident by r
Taxation Agreement: s 106A(bA). Y.teasen ola Deuble

3 Simplification of pooling from 6 April 2008

Fron_ldﬁ April_?OOS,‘ and with the abolition of taper relief, the position is
considerably simplified and all shares will now be included in the s 104 1
and matched as follows: ' =
(1) assets acquired on the date of disposal;

(2) assets f’i.cquired in the 30 days following disposal;

(8) assets in the s 104 pool. ’

These changes only apply terihdividual ital gai ]
corporation tax are u};-lcli)lggged. P RRsgal e e U n[lgiis igl]f

4 Shares acquired before 6 April 1965

For ﬂllm(;;}mted shares any gain is deemed to accrue evenly (the ‘straightline
1311-; rgc(;ab)l aI}E}i it és only the portion of the gain since 6 April 1965 that is
e. l'he disponer may elect to have the gain computed by ref

tolt}%e_ yalue of the shares on 6 April 1965. This election I;nay on{yrfezlfcgcz

Sglag, it CaIEOt 1n<:£ease a loss or replace a gain with a loss. Where different
hares are disposed of on different dates the general rule f identi ion i
lasllq‘.‘m,]f;rstdoui (LIFO) (TCGA 1992 Sch 2 pargas 18-19) of idendfication s
or listed shares and securities the general pri iple i in i

; ! ‘ principle is that ]
;:al’culated .b).f reference to their market value on 6 prril 1965 (Etihgall"ﬁléz
1016ascerta1mng the market value are laid down in TCGA 1992 Sch 2 paras
—6). If, however, a computation based upon the original cost of the sﬁares
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produces a smaller gain or loss, it is the smaller gain or loss that is taken.

If one calculation produces a gain, and one a loss, there is deemed to be

neither. [26.48]-[26.60]

IV VALUE-SHIFTING

Complex provisions designed to prevent ‘yalue-shifting’ are found in TCGA
1992 ss 29-81. Although the sections are not limited to shares, the commonest
examples of value-shifting involve shares.

Under s 29 three types of transaction are treated as disposals of an
asset for CGT purposes, despite the absence of any consideration, so long
as the person making the disposal could have obtained consideration.
The three circumstances are outlined below. Section 29 provides that in
these circumstances, the disposal is deemed not to be at arm’s length and
the substituted market value of the asset for the CGT computation is the
consideration actually received plus the value of the ‘consideration foregone’.

Instances of value-shifting are to be found in the following paragraphs.
[26.61]

1 Controlling shareholdings (see CG 58853)

Section 29(2) applies when a person having control (defined in CTA 2010
5 449) of a company exercises that control so that value passes out of shares (or
out of rights over the company) in a compary owned by him, or by a person
connected with him, into other shares in the company or into other rights
over the company. In Floor v Davis (1979) the House of Lords decided that
the provision could apply where more than one person exercised collective
control over the company, and that it covered inertia as well as positive acts.

[26.62]

EXAMPLE 26.5

Ron owns 9,800 ordinary £1 shares in Wronk Ltd and his son, Ray, owns 100. Each
share is worth £40. A further 10,000 shares are offered by the company to the
existing shareholders at their par value (a 1:1 rights issue). Ron declines to take up
his quota and all the shares are subscribed by Ray. Value has passed out of Ron’s
shares as he now holds a minority of the issued shares. He is treated as making a
disposal of his shares by reason of s 29(2).

2 Leases

Section 29(4) provides as follows:

If, after a transaction which results in the owner of land or of any other description
of property becoming the lessee of the property, there is any adjustment of the
rights and liabilities under the lease, whether or not involving the grant of a
new lease, which is as a whole favourable to the lessor, there shall be a disposal
by the lessee of an interest in the property.” (And see CG 58860.) [26.63]
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EXAMPLE 26.6

Andrew convey: 7 to Edw
Conveyancen;%sn grlzgsgt;trg)lg‘dward l;};wsy of gift, but reserves to himself in the
onveyanc 3 v rent. As the lease is valuable, tt di
onveya 8 led \ , the part disposal wi
ga]ue1(s)ef Eoda re‘lizi’tlxtiely small. gain. Andrew later agrees to pay a raci?rent sc? thzlt ‘tvl}ll1
ward’s freehold is increased. When the rent is increased tax is charg §
; e

Lh C era d o1 d] €W a elr (8] /
on e consider tion [hal COu]d hEUrﬂ bee]l 0bhta
. bt 11e A.n grc 1g pa}

3 Tax-free benefits resulting from an arrangement

. ) . .
I? Sct?irll(‘g Sasttto il 29, s 30 applies only if there is an actual disposal of an asset
ke a 'sc €mes or arrangements, whether made before or after th A
aSSEt, ‘; ; 35 g resdb;lth of \:t\;hlch the value of the asset in question (or a ‘releva at

.t efine as been reduced and ‘a tax-f
Lo detiped) : ' -free benefit has been or
person making th i
connected; or on any other persong R SHEPNEL s s it wihioes
When it applies, the ins i i
: pector 1s given power to adjust, as may be j

::;?r;lcilsre_aéoln’agle, the amount of 'gain or loss shown by LhJe di:sp(:)s;ll?s] 3§(i31§t
ijOldm ely drafted provision will not operate if the taxpayer shows that tl
e ; ance of tax was not the main purpose, or one of the main purposes, of ﬂ:e
s I;\%EIH?HF{ Er sc%(ejlgz Further, it does not catch disposals between hllsbang

e (within 1992 s 58); disposals betw ; ;

: ! 92 ¢ : : een PRs :
Sdl;{)()sals between companies that are members of a grojll)l d"ll%gGafei,QSQr
35 Iﬁgs amended by FA 2011 Sch 9) extends the scope of these provisions to
Wheregzlgier:t_sbwherel?y the value of shares is materially reduced, for example

stribution 1s made out of profits created ir :

to reduce the value of a shareholdinpq prior to sa?e R e PR

nt
will
he is

EXAMPLE 26.7

E I;rtlglulhas t;kv%fsubsidia{"ies-, A Ltd and B Ltd. A Lid is to be sold fo-f a gain of
b i tl‘?nh' ! .td has.dlstr;butable profits of only £300,000 but it has a Vglunb?
{Jhisptr;risg rl‘tc,y it sells mft{;l é{(l“o i to B Ltd for a profit of £700,000. No tax arisezsl os
reason o & 5l d still ineresses
o ! #1992 5 171 but A Lid still increases its distributable

A Ltd pays a dividend of £1 milli
d ps ¢ on to HLtd and A is i
surgn. T.he idea is fc_)r the tax on the £1 million to be a\I;‘;i(ilzithen SRl
an;l exzi Ii’;allb?g)g%ﬁl}t;src tto{ bri}ilg s 30 into play, allowing HMRC to make a just
. 1ent to the capital gain to count
intended to be obtained from these arranggments. o tax—’free[ggﬂgi]t
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Updated by Robin Vos, Macfarlanes LLP

I Residence [27.1]

Il  Capital gains tax liability of non-residents and residents; temporary
non-residents [27.41]

III The capital gains tax regime for foreign domiciliaries [27.81]

IV Nonresident companies and UK resident individuals [27.111]

I RESIDENCE

1 Iniroduction

Significant changes to the tax treatment of UK residents who remain domiciled
abroad were enacted in FA 2008.

In the July 2015 Budget, further significant changes were announced.
These changes will take effect from 6 April 2017. Individuals who have been
resident in the UK for 15 out of the previous 20 years will be deemed to be
domiciled in the UK for all tax purposes, including capital gains tax. Similarly,
individuals who were born in the UK with a UK domicile of origin will be
deemed to be domiciled in the UK for all tax purposes (including capital
gains tax) at any time when they are UK resident. At the time of writing, full
details of the proposed changes are not yet known but there is no doubt that
they will have a significant impact on those individuals who are affected.

A statutory residence test which applies to individuals for both income
and capital gains tax purposes was introduced with effect from 6 April 2013.
Ordinary residence has been abolished in the tax legislation and ‘overseas
work day relief’ put on a statutory footing. These changes are discussed below
(see [27.17]1-[27.40]).

This chapter discusses the rules governing an individual’s residence for
capital gains tax purposes both before and after 2018. The chapter then
goes on to discuss the capital gains tax regimes for non-residents including
temporary non-residents and for foreign domiciliaries from April 2008. The
next chapter discusses the capital gains tax regime for offshore trusts. [27.1]
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2 The general law on residence up to 5 April 2013 — problems

-stlid_ency is the principal connecting factor in determining whether an
individual is subu]ect.to income tax and capital gains tax. However, it was never
pﬁ"ewously defined in the UK&. tax legislation. All that statute did (prior to
Itn :ai(i)]?) c?z&lgets) wa]_'} to provide three specific rules qualifying the general
ng of the term if certain conditio
Sl B e ns are met. See ITA 2007 ss 829-832
The difficulties caused by the lack of definiti
; 7 : efinition were compounded
!JY _t(l;e fa(’:L tha"t one was d‘ealmg with not one term but twof) namely
‘rei1 ence’ and ordinary residence’. Some tax liabilities were governed by
i esidence, some by ordinary residence and some by both. For capital gains
ax purposes it i r resi inari
s t}I,)e rL"]pK es it was enough if the taxpayer was resident or ordinarily resident
re;i;l: lack of (sit_atutory ci;aﬁnition meant that the law on what constitutes
nce or ordinary residence rested largel i :
oresenis i, gely on decided cases. The case law
The first is that many of the cases are old i
‘ » relating to a very different
W(}rldym terms of travel and ease of communications. See for evaple Levi?zp
E‘ 136 (1928) and Lysaght v IRC (1928). Hence judicial reasoning, while
inding, is often inappropriate to modern conditions. Moreover many of
216 older cases do not clearly indicate whether days of arrival and departure
(ta:fpbeen mdﬁjded 1n1 thef«lzlay count largely because it was often irrelevant
ayers could not then flit i Ty i f
it itin and out of the country in the way that they
The second problem is that because ‘residence’ ‘ordi i
, ce’ and ‘ordinary residence’
are not defined for tax purposes, cases decided in other aureasy of thenl(;fv
where the term residence is used are also relevant. Thus the leading case
011‘1 .or_d_lnary residence, Shah v Barnet LBC (1983), concerned not tax i:nut
eligibility for student grants. Similarly, cases on residence have arisen not in
tax but in the context of determining whether a defendant is able to be sued
in the UK under the Civil Jurisdiction and Judgments Act 1982 s 41 which
1113 lffl;ge measure turns on whtzgler the defendant resides in the UK (High
ech International v Deripaska (2096); Chern ' ‘
Y gy ) ey v Deripaska (2007) and Yugraneft
The third Problqn 15 that the issue of whether an individual is resident or
ordinarily resident is one of fact, to be determined by the tax tribunal. The
higher courts will only interfere if the fact finding tribunal has erred in law
i reached a conclusion so unreasonable that no reasonable body could have
reached it. As a result most of the tax cases do not set out issues of principle
on what constitutes residency but are decisions based on a set of facts. Very
similar facts can give rise to the opposite results. The decision cannot be
appealed unless it can be shown that the tribunal was not entitled to find as it
did. In practice, unless the tribunal has clearly misdirected itself as a matter of
law, a successful appeal is very difficult. [27.2]-[27.3]

The problems of the case-by-case a i
! o . pproach were perceived long a d
a precise definition of residence was called for by }l;oth the Conigmitgt?zeagn
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Codification of Income Tax Law in 1936 and by the Royal Commission on
the Taxation of Profits and Income in 1955, The 1936 Committee concluded

that:

‘the present state of affairs under which an enquirer can only be told that the
question whether he is resident or not is a question of fact for the Commissioners
but that by the study of the effect of a large body of case he may be able to make
an intelligent forecast of their decision is intolerable and should not be allowed to

continue.’

Disputes over residence decreased after that statement because of HMRC'’s
published guidance and practice eventually embodied in booklet IR20 (but
in existence before then) which essentially imposed a day count test. The
1955 Royal Commission noted that this was ‘unsatisfactory’ in that it operated
on the good faith of HMRC rather than on the rule of Jaw. But IR20 was
a pragmatic solution and practitioners followed it as rigorously as if it were
a code of law. Eventually, however this compromise broke down and the
number of residence cases and disputes greatly increased, demonstrating that
the law was not satisfactory as it stood.

In particular there was dispute (no doubt caused by increased mobility)
as to whether IR20 did set out ‘clear bright lines” and whether if a taxpayer
spent less than 91 days in the UK over a four-year period this was sufficient in
itself to lose UK resident status or whether the taxpayer had to ‘leave’ the UK
before the 91-day test became relevant at all. IR20 became subject to judicial
review.

In R (on the application of Davies and another) v IRC and R (on the application of
Gaines-Cooper) (2011) the taxpayers brought an application for judicial review
in respect of whether HMRC was bound by IR20 and if they were so bound
whether the taxpayers were within its scope. With Lord Mance dissenting, the
Supreme Court found in favour of the Revenue on the basis that, although
the guidance was in principle binding, on the particular facts the two sets
of taxpayers had not satisfied the conditions set out in paragraphs 2.7-2.9
of IR20 because they had not demonstrated ‘a distinct brealk’. Lord Wilson
noted that, in his view, these paragraphs in IR20 showed two important
features were required, namely (a) that the individual must take steps to
create a permanent home abroad; and (b) that he must come to the UK as
a visitor. The taxpayer had to leave the UK in a more profound sense than
merely spending fewer days here, namely permanently or indefinitely leave or
leave for full-time employment abroad and relinquish “his usual residence’ in

the UK. In summary, Lord Wilson said:

“The reference to visits to the UK therefore underlined the need for a change in
the individual’s usual residence and therefore, by ready inference, for a distinct
break in the pattern of his life in the UK ... it might be permissible for him to
maintain in the UK not a home but property ... for his use but ... if he did so,
he would fail to secure non-resident status unless his reason for doing so survived
the test of consistency with his stated aim. (i.e. the UK property was used for the
purpose of visits rather than as a place of settled residence.)’

I S e
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The problems increased for both arrivers and leavers because HMRC
ceased to give formal rulings on which the taxpayer could rely and showed an
increased tendency to litigate even on quite low day counts. This uncertainty
affects liability not only in one year but in subsequent years because the
length of time an individual has been in the UK will be relevant for other
tax purposes, for example in terms of ordinary residence, liability for the
£30,000/£60,000/£90,000 remittance basis charge and inheritance tax and
deemed domicile.

A person naturally wants to know where he is resident. A double tax treaty
may not resolve the issue satisfactorily and will not necessarily apply for all
taxes, eg deemed domicile and the remittance basis charge. Unlike the US,
foreigners visiting the UK for extended periods could not safely assess their
residence status simply on the basis of day-counting.

These problems and uncertainty were the driver for the introduction of a
comprehensive statutory residence test (which took effect on 6 April 2013).
See [27.17]-[27.40].

For years prior to April 2013, taxpayers will need to determine their
residence status based on the case law although clearly prior to April 2009
taxpayers can rely on IR20 as explained in the Supreme Court decision, above.

Although the statutory residence test provides a right for the taxpayer to
elect that in determining residence status for 2018-14 onwards the statutory
test can be applied for earlier years, this election only applies for the purpose
of determining whether someone is an arriver or leaver for the purposes of the
statutory residence test from 2013-14 and not for determining an individual’s
actual residence status in earlier tax years.

In this chapter Revenue practice is set out first, followed by the limited
statutory provisions and then an analysis of the case law. The new statutory
residence test which applies from 6 April 2013 is then explained briefly. For a
tull explanation see Chapter 18. [27.4]

a) HMRC practice — IR20: ‘Residents and non-residents: liability to tax in the
United Kingdom’ and HMRC 6 q

As noted earlier, the fact that there was conflicting case law on residence did
not really matter for much of the latter half of the 20th century, as the then
Inland Revenue formulated practical rules, published in the booklet IR20
'Residents and non-residents'. These rules operated more or less unchanged
from the 1940s and gave rise to the belief that if you did not spend more than
90 days in the UK each year you would not be treated as UK resident. IR20 was
withdrawn from 6 April 2009 and replaced by HMRC 6,

IR20 was described as a concession and could not be used for tax avoidance
purposes. It was prefaced by the comment that it set out only the main factors
to be taken into account and that each case had to be determined on its
own facts. However, IR20 seemed to be a clear statement of practice which
could be relied on by taxpayers in cases which clearly fell within its terms.
Even before it was withdrawn disputes had surfaced over its interpretation, no
doubt reflecting the more mobile workforce; the ease of travel in and out of
the UK and the fact that a day count test alone in determining residence was
proving inadequate to stop significant tax leakage.
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Coming to the UK

Under IR20 an individual was stated to be UK tax resident for a tax year if he

met one of the following conditions: ‘

(i) he was physically I%resent in the UK for 183 days or more: the i:l 83 .alajl;
rule’. Until 6 April 2008 it was normal practice to ignore days o _arrltlfla
and departure. From 6 April 2008 midmghts were included in the
183-day computation unless the person was 'in transit’; .

(i) he visited the UK regularly on average 91 days or more in each tax yeari.?
The average was taken over a period of up to four years from the year of
departure (so does not include days in years when he was UK resident):
the ‘91-day rule’; . o _ i

(iii) he came to the UK with the intention of residing here permanently .cif
for at least three years, in which case he was resident (and ordinarily
resident) in the UK from the date when he arrived;

(iv) he came to the UK for a settled purpose (eg to take up emf?loyment_)
which meant he remained in the UK for at least two years. In this
situation he was also resident in the UK from _Lh_e date he arrived; g

(v) he intended from the start to make regulqr visits of Lhe_typ(? desc% ibed
in (ii), in which case he was treated as resident and ordinarily resident
from 6 April of the first tax year; . _ gk

(vi) he decided, before the fifth year, that he was going to make suc Vl-SltS., in
which case he was resident and ordinarily resident from the beginning

f the tax year in which he made that decision;

(vii) Ee was bo)t{h UK resident and ordinarily resident and had left the UK

only for occasional residence abroad.

Leaving the UK

indivi i [ -resident under

An individual leaving the UK was therefore regarde.d as non-resider :

IR20 if he satisfied the 183-and 91-day rules and fell into one of the following

categories: 1 .

i) he had emigrated permanently; _

Eig) he or his spouse had left the UK to work full time abroad under a
contract of employment or on a self-employed basis for a period which
included at least one complete tax year; . _

(iii) he went abroad for some other settled purpose which lasted for at least
one complete tax year. . -

An individugl who departed without satisfying any of the above was treated
as remaining UK resident. However, if, in fact, he sa_tlsﬁed the 183- and 91-day
rules for three complete tax years his status was re_vlewed. . .

IR20 therefore suggested that residence was basically a question of counting
days and given that days of arrival and departure did not normally count as
days in the UK before 6 April 2008, it was possible in theory for an individual
living abroad to work for four days each week in the UK for 45 weeks in the
year and still be non-resident. 7

In Tux Bulletin 52 the Revenue began to move away from a pure day count
when they stated that mobile workers who retained a home and settled
domestic life in the UK but worked abroad in the week to such an extent that
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;‘l;seiyé \gg:e under the 90-day limit (eg lorry drivers) nevertheless remained UK
. IR?O broke down further in Shepherd v R & € Comrs (2005), where an airline
pilot’s c}aun_ to have been non-resident was examined in detail and rejected
by the Special Commissioner. Although he satisfied the conditions og’ IR;O
in terms of a strict day count, HMRC contended that this was not enough
to establish non-residence. Subsequently, the High Court confirmed thatlii
Special Commissioner had not misdirected herself in law but had accurat 1e
set out the legal test that she was required to apply. In that case, the tax Ze 4
fﬁenE half the year outside the UK flying. He rented a flatin Cyp;“us and xir)asy frl;
e UK for less than 90 days from 1999 to 2000 (excluding days of arrival and
departure). However he continued to live mostly in the matrimonial home
when returning to the UK (despite being separated from his wife) and was not
granted an immigration permit in Cyprus until February 2000. He had to be
in the UK before and after each flight. The Special Commissioner concluded
g'lat .1’-16 had never left the UK: there was no distinct break in the pattern of
is life and even if he was resident in Cyprus during that year thi
sufficient to lose UK residence. ¢ J AR
Matters came to a head in Gaines-Cooper (2007) (SCD); domicile statu
affirmed (2008); Jjudicial review application in R (Davies):v R &€ Cfml :
(2010); Gaines-Cooper (2011) (Supreme Court decision. See [27 4]). Thi p
perhaps the most celebrated case on non-residence. o [27S 5];

The Gaines-Cooper litigation

The saga began in October 2006. Gaines-Cooper was English by birth and at
no ime gave up his British passport. He was born in 1937 and owned a home
in the UK through an offshore structure. He began a manufacturing business
in the Seychelles in 1975, bought a house there and was granted agresidenc

pf:rmlt. From 1976 to 1980, he let his UK house and, in fact, ended up letti i
his Seychelles house between 1976 and 1979 for financial ;easoﬁs I—I;e s erxllgt
50 days or less per year in the UK during that period and appears to‘have lg)een
treated as non-resident for exchagge control purposes. He spent between 100
and QOQ days per year in the Seythclles from 1976 to 1980. He was also carryin

on business and living in California from 1979 to at least 1986 I-Imveve?lhg
had international businesses operating in the Seychelles Ca]jf;)rnia andjthg
UK. In 1993, he remarried and his second wife was Seychéllois. She had been
living in the UK since 1977 and in 1994 she took British nationalit Afte

her marriage, she spent most of her time in the UK home working in 5l/-he UI~1’;
ngil] az%%rg. Their c]uld,jam_es, was born in 1998 and went to school in the UK

Gaines-Cooper argued that he was non-resident from 199 :

the ba31_s of IR20. However, before proceedings began, he mi(?: ; ;w‘:;gza?'ﬂ
concession: he accepted that he was UK resident in 1992-93 becausegj of what
was I:hf?n perceived to be the ‘available accommodation’ rule. It is ar uv;;bl

that this concession was unnecessary — see below. If he had n'ot madeg it he
could have argued that he had never come to the UK and was therefore not .
i{lsjﬁ:r. Hehwcc{uld not then have had to show a distinct break. Hence he woulg

have had to satisfy the greater criteri : ;
was required under IfI){IQO f'o% leavers. iR L o Dot S B ald
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A key part of Gaines-Cooper’s case was that he had spent less than 91 days

a year in the UK ignoring days of arrival in and departure from the UK. The

Special Commissioners did not follow the day-counting rules in IR20 but

adopted a midnight test. The result was that until at least 2000-01 he was held

to have spent more than 120 midnights in the UK for all years after 1992-93.

The Special Commissioners expressly did not follow IR20 but applied the case

law. They took a multi-factor approach, in particular:

(i) he had a settled abode in Henley where he dwelt permanently or
indefinitely;

(ii) he spent more time in the UK than he spent in the Seychelles or
anywhere else;

(iii) he had both family and business ties in the UK;

(iv) his wife and son lived in the UK and his wife considered herself UK
resident;

(v) he purchased and restored expensive UK business property.

The Special Commissioner decided that he was nota visitor who was in the
UK for temporary purposes but an ordinarily resident individual who had left
the UK merely for occasional residence abroad. He was not here for a casual
purpose but rather in pursuance of ‘the regular habits of life™:

‘A decision to visit the UK on a large number of days each year to be with one’s wife
and child is not a temporary purpose.’

Gaines-Cooper did not challenge the decision of the Special Commissioners
on his residence status although he did appeal on the domicile point, losing
that case as well in the High Court. However, he pursued judicial review
proceedings on the residence issue on the basis that he had followed the
terms of IR20, and therefore had a legitimate expectation that HIMRC would
apply it, regardless of whether those terms accorded with the actual law.

In Brief 1/2007 issued in early 2007, HMRC effectively asserted what they
later argued in the judicial review proceedings, namely, that even if they were
bound by IR20 as a matter of principle, Gaines Cooper had not satisfied
IR20 because he had misinterpreted the 90-day rule which applied only to
individuals who had left the UK or to visitors coming here. It did not apply
in determining whether an individual had ‘left’ the UK in the first place. In
deciding this latter question, Brief 1/2007 stated that HMRC considers all
relevant evidence, including the pattern of presence in the UK and elsewhere.
Hence the retention of family and accommodation would suggest the
individual had not left. HMRC summarised the position as follows:

‘In considering the issues of residence, ordinary residence and domicile in the

Gaines-Cooper case, the Special Commissioners needed to build up a full picture of
the taxpayer’s life. A very important element of the picture was the pattern of his

presence in the UK compared to the pattern of his presence overseas. The Special
Commissioners decided that, in looking at these patterns, it would be misleading
wholly to disregard days of arrival and departure. They used the taxpayer’s patterns
of presence in the UK as part of the evidence of his lifestyle and habits during the
years in question. Based on this, and a wide range of other evidence, the Special
Commissioners found that he had been continuously resident in the UK. From
HMRC’s perspective, therefore, the 91-day test was not relevant to the Gaines-Cooper
case since the taxpayer did not leave the UK.
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Gaines-Cooper pursued his judicial review pr i i

s his w proceedings along with t
other taxpayers, Messrs Davies and James. He said he had agl’aided b% the tﬁI‘I‘IM'l(;
of IR20 qnd therefore should be treated as non-resident. He had a legitimate
expectation that HMRC would follow their own guidance and had relied on it

to his detriment. HMRC initially resisted thi rds i
Wi e y his, because of words in the Preface

‘... the booklet offers general guid
o ) 5 g guidance on how the rules apply, but whether th
gu}dance is appropriate in a particular case will depend on aﬂ}zhye facts of that casz

and because of words in para 1.1 which said:

¢ 0 o 2 .
Thlis bookl_el: sets out the main factors that are taken into account, but we can only
make a decision on your residence status on the facts in your particular case ...’

despite the unequivocal wording of Chapters 2 and 3. They al
IR20 cannot be allowed to produce a diIi)’ferenL result in agy i\jfdirri%llllzcll ;-l;:l;
from the strict law of residence because to have issued such a booklet would
have been ‘wlira vires’, outside HMRC'’s ‘care and management’ p.owem' and
further, thatonce a person’s residence status on the strict law has been decided
against him by the Tax Tribunal, any ‘legitimate expectation’ the person had
to be treated as non-resident would have become ‘illegitimate’. g

HMRC  therefore strongly resisted Gaines-Cooper’s applicati’(-m for
permission to bring judicial review proceedings. As noted above, the Court
of Appeal accepted that IR20 was subject to judicial review but did not accept
that Mr Gaines Cooper had followed its terms. This decision was eventu lI])
upheld in the Supreme Court (see [27.4]). [273637

HMRC 6

This replaced IR20 in April 2009 and was far le ipt

: ss prescriptive. It was amended
‘m’ December 2010 and Novembgg 2011 but is heavily caveated throughout to
.awoald any argument that it raise’a legitimate expectation. About the only useful
part on which a taxpayer can rely relates to those working full-time abroad:

‘8.5 Leaving the UK to work abroad as an employee

Ifyouare lez‘wing the UK to work abroad full-time, you will only become not resident
and not ordinarily resident from the day after the day of yourldeparture as long as:

. 3 -]
you are leaving to work abroad under a ¢ - at
Ao a contract of employment for at least
L you have actually physically left the UK to begin your employment abroad
. and not, for example, to have a holiday until you begin your employment
you w1‘11'bc absent from the UK for at least a whole tax year
® yc?ltlu' visits to the UK after you have left to begin your overseas employment
wi

o total less than 183 days in any tax year, and

- average less than 91 days a tax year. This average is taken over the
period of absence up to a maximum of four years.

e

——_»—
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8.6 Returning to the UK after working abroad

If you were not resident and not ordinarily resident when you were working abroad
and you return to the UK when your employment ends, you will be not resident and
not ordinarily resident in the UK until the day before you return to the UK. You will
become resident and ordinarily resident on the day you return to the UK unless you
can show that your return was simply a short visit to the UK between two periods of
full-time employment abroad.

However, if you have previously been resident in the UK and are returning to
become resident here again after a period of residence abroad, you might need
to consider whether your absence from the UK was a period of “temporary non-
residence”, If you were temporarily nomn-resident in the UK, this may affect your
liability to UK tax when you return to become resident in the UK again.’

HMRC accept that up to ten days’ work in the UK is permitted in addition
to any incidental duties here. However, there is no justification for arguing
that those who leave the UK for a purpose only become non-resident when
the purpose commences as distinct from when they leave the UK. For
example someone leaving for full-time work abroad will rarely start such work
immediately. They may well settle into new accommodation first during the
school holidays. On HMRC’s view they do not lose UK residence until the day
the work commences. Hence someone leaving for full time work in March will
need to commence such work prior to 6 April. [27.71-[27.8]

b)  Statutory provisions

Prior to 2013 there were three statutory income tax rules, not all of which
were replicated in the capital gains (ax legislation.

Occasional vesidence abroad

TTA 2007 s 829 applied to an individual if:

e  he had left the UK for the purpose of only occasional residence abroad,
and

®  at the time of leaving he was both resident and ordinarily resident in
the UK.

Where s 829 applied, the individual was charged to income tax as if he
were still residing in the UK. The section was of very limited impact, and
there is no reported case where it alone resulted in liability to tax. This is
because an individual is normally found to retain residence in the UK if he
has left the UK for only occasional residence abroad. Thus in Levene v IRC, the
taxpayer was found to have left the UK for only occasional residence abroad,
but equally he was resident in the UK all along (see below). Conversely, in
IRC v Combe (1932), the taxpayer went Lo seTve an apprenticeship in New York
for three years and that was not found to be for the purposes of occasional
residence abroad.

The leading case on occasional residence is Reed v Clark (1985). Here
the taxpayer was absent for only a little over a year, but there was a distinct
break in the pattern of his life and throughout his absence he had made his
permanent home and place of business in California. On these facts Nicholls J
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decided his residence in Californi
sside '0TNIA Was not occasional. Section 829 di
zplzlé :)(1)1 CGbT_. This presumably is because ordinary residence alone renl(clle:eoé
CEapter ls; “E(c)iv tec:r g(};f} (RI; CdGAC}JQQE ﬂs 2). Section 829 is discussed further at
8. T, ea v Ltark the judge noted that ‘the re
zgi;l/ Tf)t{gtf;leilced Coungelihave not revealed any reported decisions‘igsl;«?ﬁf:ho;
X has succeeded only by virtue of [statutory provisi i
: de; 'y provisions]’
823’1({%(;;2 ? i; ;sl*"y(?a I?gnﬂ;s ?18[08(); HMRC having at one point agreed that s
: d that Mr srace had not left the UK for fh g
‘(:TEZ Onf (;)tcaasmrcllalbres;ldence abroad, then argued at the rehearimgL tllig?t)}?z;
ound by this concession and that his residence ir
x}friass lrilffgt a(zfcailc()inal 1but for settled purposes as part of a re;tilgra E?dﬁ?ﬁt{
opted voluntarily. The argument was dismi i ‘
first heard by the Special Commissi : e e B o W
1 1oner Nuala Brice who fc in fav
?(f tt}l:e ;z;_xpayer (2008), whose decision was reversed on apgzzdg; I?{J(ﬂlé
Succezsfuﬁ;'l(gggg; ‘52(2103). The taxp;ityer appealed to the Court of Al;péal
: and the case was then remitted back to the First-tier ;
grlbuvnal for a rehearing where he lost (2011). The case is di c Flrséﬂel i
el ot (ot scussed further
Lord Wilson made some hel
. pful comments on th i
Game&Cooper (2011). He explained this section as foIIO\E/:vsfontext o ; e

‘1' = i - - 7] 3 -l

w;;ﬁl;};z;efo%é clear thflt w'hether in order to become non-resident in the UK, or

2 itam oradv?;- ratelz‘o avoid !?Jemg' deemed by the statutory provision still to be resident in ,the

I h,is 7 inlrtl}?ryUzIL;v rTe}(lgmres the UK resident to effect a distinct break in the pattern

e he requirement of a distinet bre:

. s : eak mandates a multi i

o : ! ¢ ultifacto

quill 11?}1 éndmy_ view however rhe_controverszal references in the judgirnent of Morsl:;

roeiind ;ilz;lo& under. appeal of the need in law for “severance of social and

€ requirement at any rate by implicati i

Gt L e Tegu . yimplication, at too high a level. The

. 1e pattern of the taxpayer’s life i

: ~ . . payer's life in the UK and no d

mi\rfl}i:iogql)asrs]rlab B SﬂbSLdIlltlfﬂ loo_se_:nmg of social and family ties; but the a]lowgrl:? t

o wl ch I wi rt?fer, of limited visits to the UK on the part of the taxpayer who hae

“Sever?;nlcmjl-l}esxdintj clearly foreshadows their continued existence in g loosened fmms
¢ olsuch ties is too strong a word in this context.’(emphasis added) '

. tizl:)lsgailémg COIHH]E;:[S of Lord Wilson are important in demonstrating that
T does not have to sever all ties; what he has to show i
not gone abroad for occasional j S TIMRG hae tocdey
: . _ nal purposes. In recent years HMRC 1
1t)o ell{lde this requirement with those for domicile ar?d argued all [']iae‘;eﬁgi;? Ecel
roken with the UK. In the light of Lord Wilson’s comments the Revenue’
approach is clearly wrong and should be resisted. , [27 9:7

Temporary purposes in the UK

This was relevant to both inc it i

and 832 applied to an indivichcl).:l1 (;f tl?: ‘?rgsd iliatll?:ft:alljl%uns ki
e fqr some temporary purpose only; and .

® Whmth :;10 view to establishing his residence there

. Where these conditions were met, the reley l ign i

individual was not taxed (s 831) and he was tre:tgil faosrzlt;grl:-rlerzfg;i fOf $€'
purpos.eslof taxing employment income (s 832). But if he spent 18??rda .
or more in the tax year in the UK, his relevant foreign income was taxab?g
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and he was treated as UK resident in taxing employment income. A similar
provision was found for capital gains tax purposes in TCGA 1992 5 9 although
this seemed more clearly in the nature of a relieving provision: the visitor who
would otherwise be resident here was not treated as resident for capital gains
tax purposes if he came here for temporary purposes and his stay was not
more than 183 days. If his stay was more than 183 days then unlike ITA 2007
s 831(4) he was not automatically deemed to be UK resident. Instead he just
lost the benefit of s 9(3) protection and his residence status was determined
under general law although HMRC did and do not accept someone can be
present for 183 days and not also automatically UK resident.

In determining whether the conditions of s 9 (or ss 831-832) were met,
since 1993 living accommodation in the UK was ignored.

In computing how many days the individual spent in the UK a day counted
only if the individual was in the UK at the end of the day. This, the so-called
midnight rule, was first enacted in 2008 (FA 2008 s 24 and TCGA 1992 s
9(5)). An exception was made, and the day of arrival was disregarded, if the
individual left the UK on the next day and did not while in the UK engage in
activities unrelated to his passage through the UK. This was called ‘the transit
rule’ and protected passengers who needed to stay overnight near an airport
to get a connecting flight.

In Grace v R & C Comrs (see above), the Court of Appeal confirmed that ss
831 and 832 (and TCGA 1992 s 9) were not substantive rules as to residence.
They conferred relief where the temporary visitor was UK resident or, had
he exceeded the 183-day threshold, imposed income tax (but not necessarily
capital gains tax) as if he were resident even if in fact he was not.

Grace also emphasises that what has to be temporary was not the
individual’s presence in the UK but his purpose (ibid at para 36). Was the
reason for being in the UK casual or transitory? In Grace itself, the taxpayer
was a BA pilot who had to be in the UK both before and after flights. This,
the judge held, was not casual or transitory as it would continue from year
to year so long as the pilot remained employed. Further guidance as to the
meaning of temporary purposes was given in Cooper v Cadwalader (1904).
Here an American had taken a lease of a shooting-lodge in Scotland, and
he spent a continuous period of two months there each year during the
grouse-shooting season. His principal residence and the place where he
worked were in New York. The General Commissioners found that he was
not resident in the UK, but this finding was reversed by the Court of Session.
The question then arose of whether he was exempted by what later became
s 831. All three judges who gave reasoned opinions held that it did not apply
as the shooting-lodge was a residence and so meant he was in the UK with

the view or intent of establishing his residence here. This point has been
reversed by the 1993 change and so is now not good. But Lords Adam and
McLaren then gave an additional reason for s 831 not applying, namely
that coming to Scotland year after year for the shooting season was not a
temporary purpose. In a significant passage Lord MclLaren observed that
‘temporary purposes means casual purposes as distinguished from the case
of a person who is here in pursuance of his regular habits of life’. If this case
is correctly decided then a person who spent less than three months in the
UK and worked full-time abroad was nevertheless held to be UK resident,
a result that seems directly to contradict HMRC stated practice and would



