Management of taxes

KEY POINTS

HMRC have powers to enable them to obtain information and
documents from taxpayers and third parties, and to inspect
business premises, business assets and statutory records. There
are various restrictions on HMRC's powers and a penalty system
for non-compliance and the provision of inaccurate information
(see 350ff.).

The main penalty provisions in relation to enquiries apply to: incorrect
returns and documents; failure to notify liability; and late filing and
payment. The rules apply standard percentages of the potential lost
revenue to determine the penalty for three distinct vategories of
behaviour and then provide reductions to reflect the ex‘ent of disclosure
(see 530ff.).

Taxpayers have various record keeping obligatoss (see 970ff.).

Appropriate use of the white space sectior oi a tax return (or a note ina
computation) can reduce the risk of =it anguiry. It can also limit the risk
of a discovery by HMRC (see 100011. .

In recent years, the Governman: has introduced many provisions in an
attempt to prevent tax aveidance and evasion (see 1030ff.).

Practitioners need t¢ understand the appeals process, including: the
statute-based iniermai review of HMRC decisions; the Alternative
Dispute Resolutiar, process; and the workings of the tribunal system
(see 1120ft).

HMRC are able to make enquiries into a return without any need to
demonstrate grounds for dissatisfaction (see 12401f.).

The Government plan to move to a fully digital tax system though their
making tax digital initiative (see 2390).
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Information and inspection powers

350 Information and inspection powers — overview

HMRC'’s information and inspection powers include:

e requiring a person in receipt of a ‘taxpayer notice’ to make available
information and documents reasonably required to check the person's
tax position;

e requiring a third party in receipt of a ‘third party notice’ to produce
documents or provide information about named or unnamed taxpayers;

e requiring a person to give HMRC access to business assets, business
documents and premises if reasonably required to check the person’s
tax position;

e requiring an ‘involved third party’ to give HMRC access to business
assets, business documents and premises if reasonably required to
check a person'’s (or a class of persons’) tax position; and

There are various restrictions on HMRC's powers. For example a person
is only required to produce a document if it is in their possession or power.

A person can generally appeal against a taxpayer notice or any
requirement in the taxpayer notice. But there is no right of appeal against
the requirement to produce statutory records or against an information
notice approved by the tribunal.

A person can appeal against a third party notice or any requirement i the
notice if it would be unduly onerous to comply. But again there 15 o right
of appeal against the requirement to produce statutory records or against
an information notice approved by the tribunal.

HMRC can charge penalties if a person:

e fails to comply with an information notice or obstructs an inspection
approved by the tribunal; or

e complying with an information notice provides inaccurate information
or produces a document that contains an inaccuracy, and either:

— the inaccuracy is careless or deliberate;

— the person knows of the inaccuracy at the time the information is
provided or the document is produced but does not tell HMRC at
that time; or

— the person later discovers the inaccuracy and fails to tell HMRC.
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If an information notice has been approved by the tribunal (or if the
officer has indicated an intention to seek such approval), the subsequent
concealment, destruction or disposal of a document constitutes a
criminal offence. A person guilty of the offence is liable on indictment to
imprisonment for a term not exceeding two years or to a fine, or to both.

Legislation: FA 2008, Sch. 36
HMRC Manuals: CH20000ff.
In-Depth: 7186-550ff.

355 Information and inspection powers - relevant taxes

The information and inspection powers apply to:

s income tax (including employers’ obligations to deduct and account
for FAYE & NIC);

«  National Insurance contributions;
e deductions under the Construction Industry Scheme;
s capital gains tax;

e corporation tax (including any amount assessable or chargeable as it
were corporation tax);

o diverted profits tax;

e apprenticeship levy;

e VAT (as defined);

e insurance premium tax;

e inheritance tax;

e stamp duty land tax;

o stamp duty reserve tax;

e annual tax on enveloped dwellings
e petroleum revenue tax;

e aggregates levy;

e climate change levy;

e landfill tax;

e relevant foreign tax (as defined); and

e bank payroll tax.
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Legislation: FA 2008, Sch. 36, para. 63; FA 2010, Sch. 10, para. 36
HMRC Manuals: CH21050

In-Depth: 7186-550ff.

380 Information powers

The powers enable HMRC to issue a formal notice to a taxpayer (a
taxpayer notice) requiring them to provide information and documents
reasonably required to check their tax position. There does not have to
be an open enquiry except where a return has been submitted and the
enquiry window is still open. The items will usually be requested informally
in the first instance.

There is an important distinction in the application of the powers as
between matters which are and are not part of a business’s statutory
records. That term is loosely defined but precisely what forms part of
a particular person’'s statutory records will depend on the person's
circumstances.

There is no right of appeal against a notice requiring the provision of
statutory records. By contrast, there is a right of appeal against a notice
requiring the provision of supplementary information and documents if
the taxpayer does not agree that they are reasonably required.

The officer can issue as many information notices as necessary throughsut
the course of an enquiry. It would be normal for an informal request for the
information to be made in each case.

Legislation: FA 2008, Sch. 36, Pt. 1, 4, 5 and para. 62; TMA 1270, s. 12B

Cases: Couldwelfl Concrete Flooring Ltd [2015] TC 04349; Mathew [2015]
TC 04342; PML Accounting Lid [2015] TC 04612; Qualapharm Lid [2016]
TC 04891; Alvi[2016] TC 04989; Cherian [2016] TC 05085; Gold Nuts Ltd
[2017] TC 05602; New Way Cleaning Ltd [2017] TC 05769; Gold Nuts Ltd
[2017] TC 05828; Nicof [2017] TC 05978; Codexe Ltd [2017] TC 06014

HMRC Manuals: CH21150; CH21700

Other Material: GOV.UK website: Business records if you're self-
employed; Running a limited company

In-Depth: 7186-550ff.
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385 Private records

HMRC can use their information powers to request private records,
including bank and building society statements, paying-in slips and details
of property or other assets. The information or documents requested
must, however, be reasonably required for checking the taxpayer’s tax
position. HMRC consider that reasonable equates to ‘fair and sensible’
in the circumstances. Whether a request is reasonable is, therefore,
dependent on the circumstances in each case.

As private records do not form part of the statutory records they are
supplementary information. There is, therefore, a right of appeal against a
notice requiring them. The onus will be on the officer to satisfy the tribunal
that the information is reasonably required.

When reguesting private records, HMRC acknowledge the need to take

account of:

e :hz cost - for example the cost of obtaining duplicate bank statements;
and

e the taxpayer’s right to privacy — the officer must be able to demonstrate
that seeing the private records is an effective way of checking the
person’s liability to tax and that it will cause the minimum necessary
intrusion into their private lives.

As a practical point, clients should always be advised to operate a separate
business bank account so that they cannot be required to immediately
produce their private records at the start of an enquiry.

HMRC cannot use an information notice to require a person to provide or
produce records concerning their physical, mental, spiritual or personal
welfare (‘personal records’).

Where ‘personal records’ contain mixed information, HMRC can require
the person to provide the information that does not relate to their welfare.

Legislation: FA 2008, Sch. 36, para. 1 and 19(2), (3); Police and Criminal
Evidence Act 1984, 5. 12

Case: Long [2014] TC 03339
HMRC Manuals: CH22180; EM1561

In-Depth: 11186-625

27




Management of taxes

390 Restrictions on taxpayer notices

There are a range of restrictions on the requirement to provide or produce
information or documents. In summary, a person cannot be required to
provide or produce:

e adocument that is not in his or her possession or power;
e information relating to the conduct of a pending tax appeal;

e journalistic material in the possession of the person who acquired or
created it;

e personal records concerning the health, spiritual or welfare counselling
or assistance in respect of an individual but note that provision is made
for the editing out of such information from general records;

e documents more than six years old unless the notice is given by or
with the agreement of an ‘authorised officer’;

e information for the purpose of checking the tax position of someone
who died more than four years before the date of the notice;

e information or any part of a document that attracts legal professiconal
privilege;

e subject to significant limitations, information held by that person
in connection with his or her performance of a statutory audit
or documentation created by him or her or on his or her behalf in
connection with that function ; and

e again subject to significant limitations, information held by = tax
adviser about ‘relevant communications’ or documents belonging to
the tax adviser, which are communications between the tax adviser
and his client or any other tax adviser of the client (but ncte that the
same communications in the hands of a client are noui vrotected).

The restrictions and limitations can be applied in an appropriately selective
manner where some information is and some is not protected.

Legislation: FA 2008, Sch. 36, Pt. 4, para. 18-28
HMRC Manuals: CH22000ff.
In-Depth: 7186-600ff.

395 Taxpayer notices following tax return

The legislation specifies restriction of HMRC'’s powers where a return has
been made in respect of the relevant chargeable period but in reality the
provision means that an information notice may be issued to a taxpayer
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notwithstanding that he has made a tax return in respect of the relevant
chargeable period in any of the following circumstances:

e there is an open enquiry;

e an HMRC officer has reason to suspect that circumstances would
permit the making of a discovery assessment; or

e the notice is given for the purpose of obtaining any information or
document that is also required for the purpose of checking that
person's VAT, PAYE or CIS position.

Legislation: FA 2008, Sch. 36, para. 21
Case: Belts [2013] TC 02824
HMRC Manuals: CH23526

In-Depti: T186-550ff.

%04  Third party notices

HMRC's powers extend to obtaining information and documenis from
third parties. The purpose of a third party notice is the same as that for
a taxpayer notice; the information or document has to be reasonably
required for the purpose of checking the tax position of the relevant
person.

There are additional constraints upon the issue of a third party notice.
Except in relation to information that forms part of any person’s statutory
records and relates to the supply of goods or services {or certain imports),
a third party notice can only be issued with either the agreement of the
taxpayer or the approval of the tribunal.

The National Crime Agency is also entitled to apply to the tribunal for
permission to issue a third party information notice where it has taken
over all the ‘general Revenue functions’ in relation to a taxpayer.

Legislation: FA 2008, Sch. 36, para. 3; FA 2011, Sch. 23; PCA 2002,
s. 317

Cases: PML Accounting Ltd [2015] TC 04612; Re an application by R &
C Commrs [2015] TC 04649; National Crime Agency, ex parte a taxpayer
[2016] TC 05191

In-Depth: §186-550f.
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R & C Commrs v Tager (Personal Representatives of the Estate of
Tager (deceased)) was the first case in which a tribunal considered an
application by HMRC for the imposition of a ‘tax-related penalty’, for
failure to comply with an information notice. The tribunal determined
that the starting point for each penalty was 100% of the tax at stake and
imposed a penalty of £1.17m representing 100% of the inheritance tax at
stake (as calculated by HMRC) with no mitigation and a further penalty

of £75,000 representing 100% of the income tax at stake (£80,549) with
mitigation of a modest rounding down only.

No penalty should be imposed while the appeal period is still open or if
an appeal has been made against the notice and the appeal is still open.

In addition to any non-compliance penalty, failure to comply with an
information notice may limit the practitioner's scope to argue for a
reduction of any penalty charged in respect of any inaccuracies found in
a return.

Legislation: FA 2008, Sch. 36, para. 39, 40, 49A, 50

Cases: R & C Commrs v Tager (Personal Representatives of the Estate
of Tager (deceased)) [2015] BTC 509; PML Accounting Ltd [2015]
TC 04612; Doshi [2016] TC 04813; Spring Capital Ltd [2016] TC 05007;
Cherian [2016] TC 05085; R & J Birkett (t/a The Orchards Residential
Home) v R & C Commrs [2017] BTC 511

HMRC Manuals: CH26220

In-Depth: 187-075

425 Tribunal approval

HMRC can seek advance approval of the tribunal for an information
notice. There is no right of appeal against a taxpayer notice that has been
approved by the tribunal.

If HMRC want to inspect documents and business premises at the same
time, they can ask the tribunal for their approval for both the inspection
visit and the taxpayer notice.

Legislation: FA 2008, Sch. 36, para. 3

Case: Taxpayer [2016] TC 05116

HMRC Manuals: CH24100ff.

In-Depth: §[186-575
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Inspection powers

450 Inspection powers

HMRC have the powers to inspect business premises, business assets
and statutory records.

The powers must be used reasonably and proportionately and can only be
used to inspect business premises, not premises that are used wholly for
residential purposes. If they are used only partlyl for business purposes,
then they are partially subject to HMRC's inspection powers.

There are safeguards built into the legislation that are iqtended to ensure
that the use of the powers is reasonable and proportionate. Over an,d
above such safeguards, HMRC must take care not to breach a taxpayer's
right to privacy. under the Human Rights Act 1998.

Legislation: FA 2008, Sch. 36, Pt. 2, 3, 4
[ANPC Manuals: CH25000fF.

In-Depth: 7186-850ff.

455 Business premises, business assets and business
documents — definitions

Business premises are defined in relation to a person as premisgs that
an HMRGC officer has reason to believe are used in connection Wlth the
carrying on of a business by or on behalf of that person. Premises are
given an extended definition to include any means of transport.

Business assets are defined as assets that an HMRC loﬁicer has rfaason
to believe are owned, leased or used in connection with the carrying on
of business by any person.

Business documents are defined as documents that relate to the carrying
on of a business by any person and that form part of any pergon’s
statutory records. Statutory records are themselves defined but precisely
what forms part of a particular client’s statutory records will depend on the
client's circumstances. For example, if he is a sole trader or partner, he
will need to keep (amongst other things) specified records.

Legislation: FA 2008, Sch. 36, para. 10, 58 and 62; TMA 1970, s. 12B
HMRC Manuals: CH25180, CH25260, CH25280

In-Depth: 7186-850ff.
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If the taxpayer is present, the officer must advise them of their right to ask
their agent to be present but need not delay the start of the inspection to
await their arrival. Clients should be advised that if an officer makes an
unannounced visit, they should ask to see the tribunal’s authorisation for
the visit. The client does not have to allow access to the premises. Only
if the tribunal’s authorisation has been obtained will HMRC be able to
assess a £300 obstruction penalty (see 475). Otherwise, there is no risk
of a penalty and it will be sufficient to agree a more convenient date and
time for the officer to call back.

Legislation: FA 2008, Sch. 36, para. 12, 12B, 13
HMRC Manuals: CH25520

Other Material: HMRC factsheets: Compliance checks: unannounced
visits for inspections - CC/FS4, Compliance checks: unannounced visits
for inspections approved by the tribunal - CC/FS5

In-Depth: 9186-850ff.

475 Visits authorised by tribunal

A penalty can be imposed on a taxpayer who obstructs a visit that has
been approved by the tribunal. The initial penalty is a fixed £300 and there
can additionally be daily penalties of up to £680 for each day on which
the obstruction continues. There is no right of appeal against a tribunal
authorised visit.

At the same time as seeking the tribunal's approval for the inspeciion
visit, the officer will probably also seek approval for a taxpayer noiice to

make the records available at the premises. By obtaining ti:2. iribunal’s -

approval, the officer ensures that no appeal can be maaa against any
requirements in the information notice.

Legislation: FA 2008, Sch. 36, para. 39, 40
HMRC Manuals: CH26240

Other Material: Compliance checks: unannounced visits for inspections
approved by the tribunal - CC/FS5

In-Depth: §186-850ff.

480 Private residences

HMRC do not have the power to inspect premises that are used wholly as
a private residence but they can do so if invited to do so by the taxpayer.
If the premises are used partly for business and partly as a private
residence, HMRC can only inspect the parts used for the business.

36

Information and inspection powers 485

HMRC'’s departmental instructions advise officers, ‘Wherever practicable
you should avoid inspecting at premises that are also a person’'s home.
You will normally be able to find an alternative location such as at an
agent’s premises or an HMRC office’. Practitioners may wish to remind
officers of this if the advice is overlooked.

It is the view of HMRC that they can inspect a private residence if:

e the business is run from the home;

e business assets are stored at the home;

e business records are kept at the home;

e the business accounts include a claim for ‘use of home as office’; or
e ahome is registered as the principal place of business for VAT.
HMRC accent that storing records at home because there is nowhere

else to keep them is not sufficient to allow them to inspect the private
resig=rce unless invited to do so.

1‘ Example
A dental surgery is run from the dentist's home. The officer can inspect the
offices and waiting rooms and any consulting rooms that are not in use.

The inspection cannot be extended into any areas that are used solely as a
private residence.

Legislation: FA 2008, Sch. 36, para. 10(2)
HMRC Manuals:CH25220, CH25240

In-Depth: 7186-850ff.

485 Record-keeping obligations

Practitioners can help to strengthen their clients’ position in the event of an
enquiry or a business records inspection by advising on the maintenance
of adequate business records. This advice will also ensure that clients
are not penalised for failing to comply with the record-keeping obligations.

HMRC have published a range of factsheets and online tools to help
businesses understand their record-keeping obligations.

Further commentary on record-keeping obligations is included in the
consideration of tax returns and record keeping (see 975).

Legislation: TMA 1970, s. 12B(5)

HMRC Manuals: CH10000
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Other Material: GOV.UK Keeping your pay and tax records
In-Depth: §181-900

490 The visit itself

At the start (or in advance) of the visit, the officer will give the taxpayer a
copy of a factsheet on visits and explain what will happen during the visit.
The officer may indicate that they would like to discuss the records with
the person who keeps them. They can only do this with the agreement of
the taxpayer.

The taxpayer has the right to refuse to allow the officer to enter the
premises. However, unless the taxpayer agrees to a visit at a later date,
the officer will consider asking the tribunal for approval for the inspection.
If the tribunal has approved the inspection, the taxpayer can be penalised
for obstructing the visit unless there is a reasonable excuse such as
illness. The penalty for obstructing an inspection that has been approved
by the tribunal is a fixed £300 plus a daily penalty of up to £60.

There is no statutory definition of what inspection involves. Some guidance
on the point is included in HMRC’s Compliance Handbook.

The officer should not mark the records that are inspected in any way,
even to indicate that they have been checked. Goods or assets can,
however, be marked to show that they have been inspected, although the
officer must not damage them when doing so.

The officer can record the information obtained in the coures of the
inspection and can take copies of the documents inspected ‘or make
extracts from them, if necessary by removing them from th= premises. If
a written receipt for any documents removed is not offereg; the taxpayer
can request one.

Documents removed by an officer should not be retained longer than

necessary. If any are lost or damaged, the taxpayer is entitled to
compensation.

Legislation: FA 2008, Sch. 36, para. 10-17, 39, 40, 50
HMRC Manuals: CH25140, CH25160

Other Material: HMRC factsheet Compliance checks: visits by agreement
or advance notice - CC/FS3; Compliance checks: unannounced visits
for inspections - CC/FS4, Compliance checks: unannounced visits for
inspections approved by the tribunal - CC/FS5

In-Depth: 7186-850ff,
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Other information powers

520 Data gathering powers

In addition to the information powers explained at 380ff. which are
commonly used to obtain information in the course of an enquiry,
there are other, less commonly used powers. These include the bulk
data-gathering powers, which provide a framework of powers for HM_RC
to obtain third-party data from a range of specified data-holders, subject
to appeal, with penalties for non-compliance.

There is an initial penalty of £300 for failure to comply with a data-holder
notice and increased daily penalties can be approved and assessed if a
data-holder does not comply with a data information notice request. From
15 September 2016, the administration of the increased daily penalty has
been dlarified and the amount of the maximum daily penalty increased
from £84.t0 £1,000. The tribunal will decide whether an increased daily
penzity-is allowed, determine the new maximum amount of such a
paniaity and the date from which it can be applied, although the process
forassessing the increased penalty remains with HMRC.

Legislation: FA 2011, Sch. 23; Data-gathering Powers (Relevant Data)
Reguilations 2012 (S1 2012/847)

HMRC Manuals: CH28000ff.

Other Material: HMRC guidance: How to complete your statutory notice
refurn

In-Depth: §187-197f.

525 Powers to obtain information about certain tax advantages
and publish state aid information

With effect from 15 September 2016, HMRC have the power to collect
information on certain state aids for the purpose of complying with EU
obligations in relation to state aids granted through tax advantages.
HMRC may determine that claims for a tax advantage specified must
include (or be accompanied by) such information, presented in such form,
as the determination may specify.

The specified tax advantages are:

o enhanced capital allowances (business premises renovation
allowances, zero-emission goods vehicle allowances and expenditure
on plant and machinery for use in designated assisted areas (enhanced
capital allowances for enterprise zones));
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e creative tax reliefs (film tax relief, television tax relief, theatre tax relief
and orchestra tax relief);

e research and development reliefs (relief for SMEs: cost of research
and development incurred by SME and vaccine research relief).

HMRC may also issue an information notice requiring information in
respect of specified tax advantages (as follows):

e reduced rate of climate change levy payable in respect of a reduced
rate supply (for supplies covered by climate change agreement);

e relief granted to investors in a company under the enterprise
investment scheme;

e relief granted to investors in a venture capital trust under the venture
capital trust scheme.

HMRC also have the power to publish and disclose information on certain
state aids.

Legislation: FA 2016, s. 180, 181, 182 and Sch. 24

In-Depth: 187-797f.

Penalties

530 Tax penalties — overview

Within the context of an enquiry, a liability to penalties can arise iri various
circumstances. The main provisions relate to:

e incorrect returns and documents (see 550ff.);
e failure to notify liability (see 700ff.); and
e late filing and payment (see 800ff.).

In addition, a penalty can arise in relation to record-keeping obligations
(see 985).

The same ‘behaviour-based’ principles of calculation apply to most taxes.
The current rules apply standard percentages of the potential lost revenue
to determine the penalty for three distinct categories of behaviour and then
provide specific reductions to reflect the extent of disclosure during the
enquiry. The former rules left much more discretion to HMRC, although
the department tried to work to a standard practice.

As the current provisions only apply from their relevant introduction
dates, the former provisions continue to apply up to the cut-off dates. If a
client has possibly incurred penalties in relation to years that straddle the
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cut-off dates, the practitioner needs to be familiar with the mechanics of
calculation under both regimes. As the current penalties focus heavily on
the behaviour that caused the under-declaration of tax liability, the penalty
loadings can vary between 0% (innocent error) to 100% (deliberate and
concealed error with no reduction for disclosure) of the under-declared
tax. In situations involving offshore matters, penalties under the current
regime can be as high as 200%. Under the former regime, penalty
loadings tended to bunch in a narrower and lower banding.

In certain circumstances, the names of ‘deliberate defaulters’ can be
published by HMRC. Lists are published quarterly.

From 1 April 2017, the naming provisions have changed, so that where
there is an inaccuracy in a taxpayer’s document, or failure to notify which
relates to offshore matters or offshore transfers, only full, unprompted
disclosures will be outside the scope of the provisions. The provisions are
also amended to allow the naming of certain people who have benefited
fromr the inaccuracy or failure.

EiiRC will also monitor the tax affairs of people who deliberately get them
wrong, known as serious defaulters. These include people who have
been charged a penalty because of their deliberate behaviour.

Consultation

The Government has consulted on:
e proposals for new late submission penalties;
e plans to penalise late payment by penalty interest; and

¢ the idea of a new penalty regime for dealing with inaccuracies.

The latest consultation Making Tax Digital — sanctions for late submission
and late payment ran from 20 March 2017 to 11 June 2017. The feedback
is currently being analysed, but as the proposals were developed with the
Making Tax Digital (MTD) for business obligations in mind any response
is likely to be impacted by the changed timetable for MTD announced in
July 2017 (see 2390).

Legislation: FA 2007, Sch. 24; FA 2008, Sch. 41; FA 2009, s. 94 and
Sch. 55, 56

HMRC Manuals: CH60000, CH70000, CH80000, CH150000, CH180000

Other Material: HMRC published details of deliberate tax defaulters;
HMRC compliance checks factsheets; Consultations: HMRC penalties: a
discussion document; Making Tax Digital: Tax administration; Making Tax
Digital: sanctions for late submission and late payment
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HMRC have published a video and transcript of a presentation ‘Penalties
for inaccuracies in documents and returns’. This can be accessed via
the GOV.UK website. It should not be regarded as the last word on the
subject but it provides a useful summary.

Legislation: FA 2007, Sch. 24

Cases: Fab Cleaning Management Ltd [2016] TC 04824; Atkinson [2016]
TC 05141

Other Material: HMRC factsheet: Compliance checks: penalties for
inaccuracies in returns or documents - CC/FS7a

In-Depth: 7184-850

560 Behaviours

Different standard levels of penalty are set for each of three different
classes of behaviour. The three identified behaviours are:

e careless action;
e deliberate but not concealed action; and

e deliberate and concealed action.

For commentary on each behaviour, see 570ff.
Legislation: FA 2007, Sch. 24, para. 3

HMRC Manuals: CH81100

In-Depth: 71184-850

565 Mistake

Where an error results from a genuine mistake despite the taxpayer
having taken reasonable care to complete the return correctly, no penalty
arises unless there was an unreasonable delay in notifying HMRC once
the error had been identified by the taxpayer. The legislation does not
specify that no penalty arises in the case of a genuine mistake; it simply
specifies what penalties do arise where the taxpayer’s action was careless
or deliberate.

HMRC’s Compliance Handbook provides the following illustrations of
when an inaccuracy might arise despite reasonable care:

e a reasonably arguable view of situations that is subsequently not
upheld;
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e an arithmetical or transposition inaccuracy that is not so large either in
absolute terms or relative to overall liability, as to produce an obviously
odd result or be picked up by a quality check;

e following advice from HMRC that later proves to be wrong, provided
that all the details and circumstances were given when the advice was
sought;

e acting on advice from a competent adviser which proves lo be wrong
despite the fact that the adviser was given a full set of accurate facts
(see CHB84530); and

e accepting and using information from another person where it is not
possible to check that the information is accurate and complete.

HMRC also provide specific practical examples.
Legislatinn: FA 2007, Sch. 24, para. 3
HMRC Manuals: CH81130, CH81131

Ir -Depth: 184-850

570 Careless action

An inaccuracy in a document given to HMRC is careless if the inaccuracy
is due to a failure to take reasonable care. Although the range of penalties
is defined by reference to the nature of the action, they apply equally
where the ‘action’ involved an omission — for example, the non-disclosure
on a tax return of a source of income.

The current regime provides for a maximum statutory penalty of 30% of
the revenue lost for understatements due to a failure to take reasonable
care. The maximum reduction in the penalty for a disclosure (see 585ff.)
that was completely unprompted could reduce this to a statutory minimum
penalty of nil. By contrast, the minimum statutory penalty for a prompted
disclosure of an understatement due to a failure to take reasonable care
is 15% of the revenue lost. These differences in the level of penalty
explain why it is so important for the practitioner to advise the client fully
concerning the benefits of disclosure.

As a penalty arises where there is a failure to take reasonable care, it is
important to establish what constitutes reasonable care. Under the former
regime, the equivalent of failure to take reasonable care was ‘negligent
conduct’. It is generally accepted that the change in terminology has not
changed the test.
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partnerships

POINTS

The existence of a partnership is a question of fact. What is agreed
between the parties is not conclusive of its existence; neither is the
existence of a partnership agreement (see 62100).

For taxation purposes, a partnership is a trade or profession carried on
by two-ar more persons jointly (see 62100).

Urider self-assessment income tax is assessed directly on the partners.
Patners chargeable to corporation tax are also assessed directly
(see 62130).

A change in the personnel carrying on a partnership business can trigger
provisions treating the business as permanently discontinued at the date
of the change and a new business as having commenced. Otherwiss,
where a partner joins or leaves a partnership, the commencement and
cessation rules apply to him individually (see 62110).

Partnership income is apportioned according to the shares current in the
tax year. Salaries paid to partners and interest on capital contributed by
partners are deducted from the partnership profits before the shares of
each partner are ascertained (see 62115).

Where a parinership involves a company, the general rules for computing
income profits and losses are modified (see 62130).

Transactions between the partnership and an individual partner are
subject to transfer pricing rules (see 62125).

Partnership losses are divided among partners according to their
respective shares. However, loss reliefs available to non-active general
partners and non-active members of limited liability partnerships are
restricted (see 62140).

Tax in respect of chargeable gains accruing on the disposal of
chargeable assets is assessed and charged on the pariners separately
and partnership dealings are treated as dealings by the partners and not
by the firm. The practical application of capital gains tax to partnership
transactions is detailed in an important HMRC statement of practice
(8P D12) (see 62160fT.).
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Partnership income
62100 Partnerships: general

The existence of 3 -
partnership is a questi :
the - : question of fact. What is
parlies is not conclusive of its existence; neither js tigr\zi?s?etween
€nce of

or profession carried on b

- y two or more pe ioi
partnership is a partnership for tax purposez. 30N Jointly and a fimiteq
There are some diff '

. erences in law bet '
airtrs ween Englis ;
i?1 Sc?;cls:r;z&i :ogneran;ple, although a partnershipgis ha ?;:arsgonlSh

nd, gland and Wales it is the indiyi “
partnership who are trading and not the part”erShf;'Jwi?Suee;; members of 5

However, for taxation

; % purposes provisions

in th ; : generally a ;

Chargegg |rt;espectrve of_ their form. Income tax ﬁ} fgyéotpartnershfps

ey € nereto has historically been assessed 'oinup.C of partners
parinership. Under self-assessment income ta)g is ay In the name of

on the partners. Partners ch
; ar ,
assessed directly (see 621 30)?Jeable to corporation tax h

B . X

13 September 2017 Th
. - I ne measure provid iti ;
of the taxation of partnerships incrup i es additional clarity over aspects

¢ ho
wthe current rules and reporting operate in particular circumaiz

. 1 ' .
he allocation and calculation of partnership profit fo: 1ax purposes

The new rules will take effect:

e in relati i
e jcgunni% t;s ;rlilgccj:gt;r; of pgr{tjnership profits and losses, with effect
periods of i :
Royal Assent to the Finance (No. 3) B?l(l:(;%l;n?t'ﬁamng Herthe

® chan '
parmg?; fﬁ ?:]\i; z{fgg‘l tto ;l;i new Leturn relaxation in respectof overseas
nerships will have eff
after the date of Royal Assent to Finance (No 93)68(;; f;(;{?tl;rns ™8
i ;an

¢ other changes with effect for 2018-19 returns

For m i i i
ore information and to view the draft legislation and explanatory

notes, see https:/iwww.
: ; .gov.uk/gove icati
taxatlon-proposaIs-to-clarify—tax—trea:qtmeri?ment/pUbhcahOnS/parmerShip-
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Legislation: Partnership Act 1890, s. 4(2); ITTOIA 2005, s. 848

cases: Morden Rigg & Co and R B Eskrigge & Co v Monks (1923) 8
1C 450; Dickenson v Gross (HMIT) (1 927)11 TC 614

other Material: Business Brief 30/04, 19 November 2004, VAT and
partnership “shares”

in-Depth: 1286-000

62105 Limited liability partnerships

Where a limited liability partnership (LLP) carries on a trade, profession or
other business with a view to profit:

all the-(activities of the partnership are treated as carried on in
partrie’ship by its members (rather than by the partnership as such);
anvining done by, or in relation to the partnership for the purposes of,
¢ in connection with, any of its activities is treated as done by, to or in
relation to the members as partners; and

the property of the partnership is treated as held by the members as
partnership property.

This treatment applies where the LLP is no longer trading with a view
to profit and the cessation is temporary. Where there is a permanent
cessation, the above treatment applies in the period of winding up provided
that the winding up is not for reasons connected with the avoidance of
tax, nor is it unreasonably prolonged. However, this treatment ceases on
the appointment of a liquidator or, if earlier, the making of a winding up

order by the court.

The following changes, which took effect from 6 April 2014, were

introduced to prevent tax loss:
e disguising employment relationships through limited liability
partnerships; and

certain arrangements involving allocation of profits and losses among
partnership members.

Broadly, the changes affect Limited Liability Partnership (LLP) members
who work for LLPs on terms that HMRC view as ‘tantamount to

employment’ (i.e. disguised employment).
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Partnerships

The new rules, designed to counter avoidance of tax, oni
individuals that are members of LLPs, and to fall within the
have to satisfy three conditions (A-C) as follows:

Y apply tg 62110 Membership changes

rules they Under the self-assessment regime as it applies to partnerships
n

see 62100), achange in the personnel carryingon a pa{rnizzgépnl;ﬁzlggzs‘z
jisi i [ nently
i rovisions treating the business as perma .
trlg%(earfe%f the change and a new business as ha\nng_ c:ommr?nce?’_t grnone
gﬁhe original partners continues to carry on the business thereafter.

Condition A is that there are ‘relevant arrangements’ in place for
the individual to perform services as a member of the LLP, ‘Relevant
arrangements’ means arrangements under which amounts are
to be, or may be, payable by the LLP in respect of the individual's

i o i ommencement
performance of services for the partnership in his capacity as a Where a partner joins or leaves a partnership, the ¢

s it ader who takes
member of the partnership. The condition will be met if it is reasonable and cessation rules apply to him individually. ﬁdsi)}lwz t;;artner iphasey
to expect that at least 80% of the total amount payable by the LLP i on a partner is treated as continuing to trid& a business goes from a
respect of the individual’s performance, during the relevant periog of as commencing to trade. Conversely, w entad as continging and the
services for the partnership in the individual's capacity as a member partnership to a sole trader, the latter is trela ethe s ol s
of the partnership, will be disguised salary. other partner(s) as ceasing. If partners tﬂlssgavr?nershﬁp business ceases

, . inues Wi rt of the business, the :
An amount will be treated as disguised salary’ Ifit: Z?,gnﬂf sor::mepneclement provisions apply to the businesses run by the
(a) is fixed; ex-pariiers.

(b) is variable, but is varied without refe

rence to the overal| amount
of the profits or losses of the LLP; or

A change in the personal representatives or trustees who carry on a trade

is not treated as a discontinuance. |
(c) is not, in practice, affected by the overall amount of those profits

or losses. Legislation: ITTOIA 2005, s. 246

In many cases, this will not lead to any difficulties as partners in an

Other Material: SP 9/86
LLP will be remunerated by reference to the overall profits available.

J : 1286-420ff.
Condition B is that the person concerned does not have sigriicant In-Depth: {
influence over the affairs of the partnership. 62115 Partners’ salaries and interest on capital
Condition C is that the person’s partnership capital is less *han 25% of

. ip is not a legal
the amount of reasonable expected disguised salary for the tax year, In England and Wales (unlike Scotland), a partnership
In other words, the person concerned has to have &

- ment
t stake capital of entity. Thus, a partnership cannot enter into a cotntt:a;c:hc;f :nr:gllégee it

at least one quarter of their partnership income to avoid satisfying with an equity partner and such a partner cannot o bt fsster and

this test. The partnership capital is determined on 6 April 2014 or the remaining partners — the same person cannot be

at the date of appointment of the partner and then at the beginning servant.

of each subsequent tax year or whenever the partnership sharing
arrangements change.

I, therefore, an equity partner is, by virtue of the terms of the agreement

of partnership, entitled to salary or wages, he is nr:ertehlz s;:i’:!e;?sj:c_)r relxlrsl
251 oy wers a rapares ot e Jieiat person le/ai allocation of profits before the general division among

; f the particular
as if they were an employee of the partnership, although their wider legal compares with some salaried partr}ers who, Iby theS nature o p
status as a member of the LLP is not changed. arrangement in point, are more akin to employees.

iti ' rtners’ salaries
Legislation: ITTOIA 2005, s. 863: FA 2014, s. 74 and Sch. 17 The tax consequences of the legal position that equity pa

T :

are not deductible in arriving at the net partners‘hlp t;n(éirr;? SS;I; r?:s
e o partnership loss) poses no problem where the gddmg ta. of salarles
results in the individual interests of both partners in the net in

loss showing either a surplus or a deficiency.
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Partnership income 62120
Example 1 However, it is in cases where the distribution between the partners in
Alex and Ben are in partnership. Alex i accordance with the partnership agreement results in a surplus for one
. X i . - ;
a salary of £20,000 p.a. as mar?ager Tliéh;n?fiijtg :ﬁé"ﬁ partn(er and receives partner and a deficiency for the other that problems arise.
deducting Alex's salary) are fo be sh : sses {caleulatodicig
: ared T i " .
In the basis year after deducting Alex’rse sa‘elg?yélly' Profits of £15,000 are made The basic position can be summarised as follows.
. \Where, before taking partners’ salaries into account, there is a net
Partnership profit (after Alex’s A, £ Rartne(sh:p income for tax purposes, the partner whose entitlement
Add: Alex’s sala ) 15,000 (including salary) shows a surplus is taxed on the whole of the net
A 1 " 20,000 partnership income; no loss for tax purposes is allowable to the other
Ssessable income —
Allocati 35.000 partner.
ocation of assessment: —_— , i L .
Alex: sala 2 + Where, before taking partners’ salaries into account, there is a net
d ry ) : : ;
bliss 5 2ot 20,000 partnership loss, the partner whose entitlement (including salary)
o of balance (£15,000) 7,500 shows a deficiency is entitled to the whole of the net partnership loss;
2;'?— no amount is assessable to the other partner.
Ben: 50% of balance (£15,000) 7,532
Total i q .
——— Interest on capital
35,000
E 'nisrest paid to a partner on capital which he contributes to the partnership
xdmple2 s likewise not an allowable expense but rather an allocation of profit.
Charlie and David are inafi However, a partner who makes, for the purpose of the partnership, any
partners in a firm. : \ ’ ) . ’
for salaries to be paid as follows: rm. The partnership agreement provides ) actual payment or advance beyond the amount of capital which he has
Charlie = £10,000 | agreed _to contribute is entitled (m the absencg of a contrary agreement) to
_ | simple interest at 5% p.a. Such interest constitutes an allowable expense
David = £5,000 ! of the partnership and attracts an income tax charge (see 8450ff.).
Profits or losses remaini
are shared equally bém”egeiﬂggzgiea':\ﬂéagce fgr the salaries has bee* rade Legislation: Parinership Act 1890, s. 24(3)
tax year of £20,000 aft lie and David. The firm makes & i3ss in a
s B Ao o er the salaries have been deducted. The tex-allowable Case: Heastie (HMIT) v Veitch & Co (1933) 18 TC 305
i In-Depth: 7282-395
Partnership loss s
Less: Charlie’s salary (20,000) 62120 Partnership income
David’s salary 10,000 A i . . ,
5,000 Partnership income is apportioned according to the shares current in the
1 tax year even though, before self-assessment, the assessment may be
Tax loss 5,000 . : ; : : .

. (5,000) based on profits of an earlier period. Salaries paid to pariners and interest
Allocation of loss: £ £= on capital contributed by partners are deducted from the partnership
Charlie: salary profits before the shares of each partner are ascertained (see 62115).
Less: 50% of loss of 20,000 (:g’sgg) }l\lhergz?sz?rtnership involves a company, slightly different rules apply

‘ see !

David: i : ; - . ;
P '. saolary 5.000 Other income of a trading partnership is computed as if the partnership
ess: 50% of loss of 20,000 (10,000) were a UK resident individual, and allocated according to sharing ratios in
— the period covered by the computation. This is achieved by treating such
Total (5,000) income as if it were profits, gains or losses of a trade or profession. If the
(5,000) other income is untaxed, then, for basis periods purposes, all sources
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of untaxed income are pooled and treated as arising from g Separate
deemed trade.

HMRC have clarified the treatment of partnership income fro
owned property. Consider two individuals carrying on bus
partnership with land-owning and tradin

m Jointly
> C Iness jp
g activities arranged such that:

the partnership business comprises both a business trading income
Source and a property income source: the income from the Property

income source will be assessable using the basis periods that apply
for the business trading income source:

e there are two separate businesses and two separate partners
albeit partnerships between the same two individuals: the in
from the property source will be assessable on a tax year basis;

® the letting income is not ancilla
and the letting activity cannot
business: the income arising is
and each share will be asses
individuals.

hips,
COme

ry to the trading partnership source,
be described as the carrying on of g
not assessable as partnership income
sable as the personal income of the

A partner cannot assign his income to another person for tax purposes.

Legislation: [TTOIA 2005, s. 851(1)—(2), 854-855

Case: Hadlee v Commr of Iniand Revenue (New Zealand) [1993] BTG 133
In-Depth: 289-895fF

62125 Transactions between the partnership and individual
partners
Transactions between the Partnership and an individual partner are
subject to transfer pricing rules. The actual sale proceeds or actual
purchase price as appropriate may be adjusted so as to prevent the
avoidance of UK tax; thus sales at an overvalue or undervalue may be
prevented. The provisions may apply where the buyer or seller is a body
of persons, including a partnership, and there is common control with
the other party — in the case of 3 partnershi

p control is determined by
reference to a right to more than 50% of the assets or income (for details
of the anti-avoidance provision).

Transfers of trading stock may fall within the above provisions or may
altematively be subject to further provisions (see 5625)

Assets owned by an individual
may attract capital allowances
machinery or plant, by statute.

partner but used in the parinership trade
on general principles or, in the case of

1408
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Legislation: CAA 2001, s. 264; ITA 2007, s. 995

in-Depth: 1288-895ff.

62130 Partnerships with company members

io, wi i d/

hip, with other companies an
ny may be a member of a partnership,  Of ,
Acompgng or nﬁore individuals. Where a partpersmp involves iﬁg‘dﬁﬁgg
?r:ewgeneral rules for computing income profits and losses ar ,

as set out below.

». & 2, 1 e
In the case of partnership trading income, proﬂtst (dprOﬂ":?t ﬁ;z&‘; rTr?; rt;era]:p
i ed as
i hargeable gains) and losses are compu
$ertéd: EJK rgesident company (except in the case pf a co(;z?;ztgsizl;ttr;?r:
i [ ide the UK). This is in or
ich is a company resident outside g
&ZCQOLr;;wrahon tax liability of the company p.artln.le;é l—(l\?v\;'rﬁvreerf,e?g:ce g!w
! : _ 5
iz computed applying corporahqn tax princ : fr
tarx~f!)|mtingpperiods), initially distributions are ignored acrild ggnaicijt;:;l;jne k
_ai.bvnade for capital allowances and chargeg; also, no deduc ilie o
I':n9 accounting period for losses incurred in an earlier accounting

A change in the persons carrying on a trade is trgated asa trans;i;t?;:h;
trade to a different company if a company ﬁ(_)nr’:mwuaessat% :ﬁna; rn;efore 1
i i Iso a company whic _

the partnership but is not a ! e ok ST
f the trade might give rise !

change. Thus, a transfer o D e =ite oo

i ion to capital allowances. A company's ‘ ; ;

:gsrszlesltffnany acgounting period is calculated accfm;jn:g ;o its \:;lstag:rr?\?;c‘j[

[ [ i d as if that share
ing that period. Corporation tax is charge ats ,
?rlcj)xgat trage carried on by the company alone in its corresponding

accounting period or periods.

In many cases, the corporate member of the padr’[nersrtl)ipt V\.;:|t|] ;)Ie;fr%rg :t?c\;\:;
i i : i less be allocated a subsia :
if any, duties but will nevert!we > s Lo NaCTED
fits. HMRC see this as tax avoidance _ :
;gitgdpirr?the company are only charged to corp?rlatlon ta;(é fo?q?r?;ruatis; r’:z
i [ National Insuran .
ch higher rates of income tax apd N °
:ahpepm:gble t?) the profits allocated to |ndnndyal par‘tners(. To t('x;lirr:;?j; ::;Ie
perceived avoidance, from 6 April 2014 (subject to cer’taln]\igg i
rules, which came into force on & December 20132]: '_,1 bt L
iegisi,ative facility to allocate the profits of a palrtners urjt grs
members, replacing any allocation to non-individual partners.

Legislation: CTA 2009, s. 77(5), 1262; FA 2014, s. 74 and Sch. 17

Cases: Ensign Tankers (Leasing) Lid v Stokes (HA;HT) [1992] BTC 110;
Hamilton & Kinneil (Archerfield Ltd) [2014] TC 0348

In-Depth: 289-015
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62135 Partnership retirement annuities

In some cases, agreements to pa i iti

: , : y partnership annuities t i
part_ners might _cgnstltute ‘settlements’ and thus be caught by 2h;ehre'd
avoidance provisions discussed at 62305ff. Normally, however, the ant'lh
not be settlements, having been made for full consideration. 1T oEH

In-Depth: 7286-660

62140 General partnership losses

As with profits, partnership losses are divi
. % ivided among partne :
to their respective shares. For losses generally, see %2p 00 I's according

Briefly, a partner is entitled to loss relj i
a _ ef, for his share of the part '
loss, against other income of the same tax year and against :ny ;Limg

of the following year (in so far as relief h
- - a i -
is still a partner in the firm. = 108 Elieady e Fueniis

However, loss relief available to i
r, Ve non-active general partners
tnhon-ac:tive members of llmltgd liability partnerships are restrigted. Broa?i?d
e arnlountlwfhlch may be given otherwise than against income consistiny' \
of profits arising from the trade only to the extent that: ;

e the amount given; or

e the aggregate amount,

does not exceed the amount of the indivi ’ ibuti
dual’s cont N
the end of the tax year in question. e e A

A loss (in so far as relief has not alre i

ady been given}-may be carried
forward by the partner and set against his share of the p;ofits);f the tradz
etc. for subsequent years (see 6205). '

Ea_ch pa‘rtner may choose whether he prefers the former (‘carry-across’)
relief or ‘carry-forward’ relief. The calculation of the two reliefs may va

where partnership profit-sharing ratios are changed because for Séarr)-(
across relief (where the loss is generally treated as arising in the tax yergr
in whlgh .the acgountlng period ends), the relevant profit-sharing ratio is
that existing durlpg the tax year in which the accounting period ends. For
carry—forwar'd relief, the relevant profit-sharing ratio is that existin dLllrin

the accounting period in which the loss arose. " R

Upon the death or retirement of a partner, losses which have not been

relieved cannot be _carried forward. However, the relief described in 6230
(carry-back of terminal losses) may apply in such cases
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Terminal loss relief applies on a permanent discontinuance of a trade,
etc. which includes a deemed discontinuance on a change in partners
(see 62110). A person who continues to be a pariner after the deemed
discontinuance is not entitled to terminal loss relief (though he continues
to be entitled to carry forward his losses).

Relief for losses in the early years of a trade may be available (see 6225).

Limited recourse or non-repayable loans, or other reimbursable amounts
are excluded from being treated for tax purposes as part of the partner’s
contribution to a trade, thereby preventing that partner from benefiting from
loss relief in excess of the actual amounts lost or at risk. The rules apply
to individual partners in limited partnerships, limited liability partnerships,
partners who spend less than ten hours per week actively carrying on a
partnershio trade, and any partners who have claimed film-related losses.

Legisiation: ITA 2007, s. 110; Partnerships (Restrictions on Contributions
to a Trade) Regulations 2005 (S| 2005/2017)

In-Depth: 290-725ff.

62145 Limited partnership losses

A limited partnership is one in which one or more members have limited
liability provided that at least one member has unlimited liability.

When a limited partnership makes a trading loss, the partners are entitled
to make a claim for relief from income tax in the same way as a partner
in an ordinary partnership (see 62140). The limited partner’s share of the
loss is restricted to the amount of his capital contribution. Only that amount
can be set off against his other income. The restriction applies to both
individual and company partners. It applies not only to limited partners in
partnerships restricted under the Limited Partnership Act 1907 but also
to persons participating in other joint venture arrangements where the
liability is limited in a similar way by contract, agreement or guarantee or
by the laws of other countries. Any balance of a limited partner’s share
of the partnership loss which cannot be relieved against other income
because of this restriction may be carried forward and set against the
limited partner’s share of any future profits from the partnership.

See 62140 regarding a restriction for loss relief available to non-active
members of partnerships.

Legislation: ITA 2007, s. 56, 104, 110
Case: Reed (HMIT) v Young [1986] BTC 242

In-Depth: 7291-025
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62150 Personal reliefs: partnerships

Legislation: ITA 2007, Part 3
In-Depth: 11286-885ft.

The tax regi
gime for Europe ;
broadly provides that; Economic Interest Groupings (EEIGs)

y
p y

n.charged if
1> members

Legislation: ITA 2007, s. 842 ang Sch. 1
In-Depth: 772-200

Partnership gains

62160 Introduction to Partnership gains

LN\

Partnership gains 62165

gqual t0 market value where the transaction is not made at arm’s length
(see 14600ff.) and a transaction is not at arm's length if it is made between
gonnected persons (see 14650ff.), for which purpose a person is, inter

slia, connected with:
any person with whom he is in partnership (i.e. existing partners);

L]
the spouse or relative of any individual with whom he is in partnership.

[ ]
Excepted from this definition of ‘connected persons’ is any acquisition or
disposal of assets made pursuant to a bona fide commercial arrangement.
|n cases where the exception applies, market value is not substituted for
actual consideration. However, strictly speaking, the exception does not
apply where parties to the transaction are connected persons for reasons

other than partnership, e.g. father and son.
Legislation: TCGA 1992, s. 286(4)
Cnher Material: SP D12

in-Depth: {286-485

62165 Partnership assets

Chargeable gains accruing on the disposal of partnership assets are
assessed separately on individual partners. Each partner is regarded as
owning a share of the partnership assets. The size of that share is usually
determined by the partnership agreement specifying the respective
shares in asset surpluses. Where the agreement does not so specify,

regard is had to the ordinary profit-sharing ratio.

each partner’s share will depend on the treatment of asset surpluses in
the accounts. Where any surplus is not allocated among the pariners,

Example

Annie, Bella and Chloe are partners. The profit-sharing ratios are 2:2:1
respectively. The partnership agreement does not deal with the division of
surpluses arising from the disposal of assets. The partnership sells certain
assets making a gain of £25,000. This surplus is not allocated among the
pariners but put into a common reserve. The gain apportioned to Annie and

Bella is £10,000 each. £5,000 is apportioned to Chloe.

acquisition.
Other Material: SP D12
In-Depth: §286-540

Expenditure on acquiring an asset is allocated similarly at the time of the
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62170 Partnership assets received in kind

c)Afpﬁ.rtner recc_aivi.ng a partnership asset in kind is not regarded as dispos;

. is share in i, T_he asset is taken by the partner at its marketp i

educed by any gain attributed to his share. This will be his ac:qui\s/i?iIue
on

I partnerg
Sults from

cost which he carries forward. An i i
S8 S G D - ANy gains atfributed to the othe

the disposal.

same principles apply where g loss re

Example

Alex, Brandon and Callum
share in asset surpluses, Al

are partners, each having a one

-third fractj
ex and Brandon plan to retire s -

If, instead of a gain, there had
(£2,000) would have been add
forward value of £52,000.

been an overall loss of sa
» say, £6,000, C’s share
ed to the current market value to give a carry-

Other Material: SP D12

In-Depth: §286-555

62175 Changes in partnership-sharing ratios and CGT

r leaves the firm). inoa ; ;

to loss a potential ; smgeneral, gives rise
charge to capital gaj ; ;

relief. pital gains tax, subject to possible rollover

Example

Alice, Brenda, Christine and David i
; : are partne i ios i
surpluses are 3:1:1:1. The firm takespE et o Snare ratos {1

given a one-sixth share and Alice’s share i

balance sheet value of the princi i
: principal asset is £90,00
been revalued in the accounts since acq c

uisition.

Partnership gains 62180

Alice is treated as disposing of a one-sixth share in the asset for consideration
equivalent to base cost of £15,000 (a no gain/no loss disposal). £15,000 also
pecomes Emily’s acquisition cost and the base cost of Alice’s remaining
interest is reduced to £30,000.

There are certain qualifications to this position, and these are dealt with
at 62180 and 62185.

Other Material: SP D12; SP 1/89

In-Depth: 286-570

62180 Partnership accounting adjustments and CGT

In the case of partnership accounting adjustments, upward revaluations
alone arc-not occasions of charge and, therefore, do not give rise
to chargeable gains. However, if there is a subsequent reduction in a
narirer's sharing ratio, he is regarded as disposing of a fractional share
of (he partnership asset (i.e. the fractional difference between his old and
new share). The deemed consideration is that fraction of the current book
value. The partner with the increased share has a similarly increased
acquisition cost to carry forward. The same principles apply to a downward
revaluation.

Example

Alan, Brian, Charles and Daniel are partners in a firm. Each is entitled to a
quarter share in capital profits from the disposal of Blackacre. Blackacre was
acquired for £100,000 in January 1994 and is revalued in the partnership
accounts from £100,000 to £240,000 in September 2004. Following the
revaluation, the share ratios are altered in January 2015 when Alan becomes
entitled to a half share and Brian, Charles and Daniel have their shares
reduced to one-sixth each.

There is no chargeable gain at the time of revaluation; but a gain arises to
each of Brian, Charles and Daniel on the alteration of ratios. Each is treated
as having disposed of a one-twelith share (i.e. 1/4 — 1/6) for a consideration
of £20,000 (£240,000 x 1/12). Alan is regarded as acquiring a quarter share in
Blackacre for a consideration of £60,000. Alan’s acquisition cost carried forward
is £85,000 (i.e. £60,000 + £25,000 atiributable to his original one-quarter
share). Brian, Charles and Daniel have each made a gain of £11,667.

£
Proceeds 20,000
Cost (£100,000 x 1/12) (8,333)
Gain 11,667

In-Depth: 7286-615

1415




Partnerships

62185 Payments by partners outside accounts for CGT

Trusts and settlements

Payments made outside the partnershi
. ; P accounts upon the chan
partnership sharing ratios are included as part of the considerat e

the disposal of a partner’s share. For example, such payments n;c;n %

for goodwill not included in the balance sheet, in which case the aryt o

receiving the consideration will have no acquisition cost to set offg !

:'S CdQT liability (unless he himself made a payment for the sharegi?;n?st

inogss:;zo\i:ig ;g-r Sic:qvgﬁ,\garﬂ ;h; gagr?ent is clearly payment for a share | KEY POINTS

it will be able to deduct the amount Ofat;mce Sh.e‘.eF’ the partner receiving e The concept of a trust is a matter of general law. It is an obligation ‘

ey € acquisition cost relative to that imposed on trustees to hold and deal with property transferred to them '
for the benefit of the beneficiaries or for charitable purposes. The trustees |

Other Material: SP D12 are then treated as separate person for the purposes of tax legislation |
(see 62200).

In-Depth: 11286-630 e  Trusts that are resident in the UK (see 62210) are chargeable to income ‘

t2x in accordance with the rules applicable to the particular source of
income (see 62205).

o  Increased rates of tax (the ‘trust rate’ and ‘dividend trust rate’) are
charged on trust income that is either accumulated or is payable at the

62190 Transfers between partners not at arm’s length

Changes in partnership sharing ratios do not in themselves normally give |

rise to Chargeaple gains or allowable losses (see 621 75) unless payments discretion of the trustees (subject to relief for the first £1,000 of income) —
fll'e made outside the accounts (see 62185). However, there is a charge \ See b,
0 tax whe i ’
Market valunet'he trslr;_sactlons are not between persons at arm’s length. e  The gross equivalent of the income received from a settlement is taxed
iy | IS substituted for any deemed or actual consideration for t,» on discretionary beneficiaries in the year in which it is received, and

posal (see 14600ft.). . on beneficiaries with an interest in possession in the year it arises
The transaction i t at AL

Is not at arm’s le ' i ‘ ) - i
(see 14650). Ofien Sansiore kg t\r;,rgth if the_ parties are _c;\nnected e  Special rules apply to settlements with vulnerable beneficiaries (see 62295)
fide commercial transactions and ti een existing partngr s wili be bona and there are anti-avoidance rules applicable for settlements in which the
nd the market value rule wili nict apply. But settlor has an interest or for settlements on children (see 62305).

market value is substituted where the partners are connected other than

by partnership (e.g. father and son). e If the trustees of a settlement are UK resident, they are subject to CGT

on disposal of worldwide assels (see 62385).

N;ar;'ka r:.ralue is not sut,Jstituted if nothing would have been paid if the ® A chargeable gain arises where either the trustees dispose of an asset
.;? ies qd been at arm’s length or if the sum paid would have been paid (by sale or transfer to a beneficiary) or where they are deemed to
if the parties had been at arm’s length. dispose of an asset (because a beneficiary becomes absolutely entitled

(see 62390ff.)

. ®  Anti-avoidance rules may apply to the beneficiaries of non-resident trusts
In-Depth: §286-645 I\ (see 62220) and to the settlors of such trusts (see 62225) and there
are special rules where a UK-resident trust ceases to be UK resident

(see 62235).
®  For IHT purposes a distinction is made between trusts with a qualifying

interest in possession (see 62470), trusts with no such interest (see 62505)
and special trusts such as charitable or employee trusts (see 62570).

Other Material: SP D12

®  Trusts with a qualifying interest in possession are now limited to those
created before 22 March 2006 and certain special trusts, such as trusts
for the disabled. The beneficiary is treated as if he were entitled to the
underlying property so a charge arises if either he alienates the property
or dies (see 62490).
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®  Trusts without ifying i i '
| a qualifying interest in possession are subj
. ectto
| anniversary charge (see 62515 ) and to an exit c:hargej wherEl .
leaves the trust (62535) o

: Sfecial trusts benefit from a favourable |HT regime (see 62570f.)

B

-
Trusts: taxation and legal background
62200 Operation of trusts

Th{e qu,egtion ‘what is a trust?’ is g matter of
a ‘trust’ is an obligation imposed on trustees

property (the settior) may be among the beneficiaries; h

circumstances, having the settlor -
5 % as «
taxation disadvantages. a beneficiary wil

f\ ‘settlement’ is, basically, a trust which creates suc
rust prqperty. Such interests may be of income or
those with a life interest or remaindermen. Normailly,

cessive interests in
capital, as between
life interests have a
. : : an ha i
right to relcelve the capital of the trust to use as they think Etth'liehib%r:uua;e
! 'S may

» €.9. a disurotionary

y

entitled, an infant or disabl
! ed person. References i islati
a sefilement are construed as references to settsl’eg oo Disiatiang

what is treated as 3 settlement fi
or th
and tax on chargeable gains ( € general purpo

the definitions of seftlor and s

ses of income tax
see also 62310 for further commentary on
ettlement contained in Finance Act 2006)

Some i i
trusts, where an interest N possession exists and all the trust

income is directly paid to the benefici i
. : ciary, technically known as [
the income, will not have to return the same income on the tmitn f:ttlllnrg

because the beneficiary i i
ry includes the income i ;
the trust can return transactions liable to CGTDn ris el By o
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Where income is actually received by the trustees and then paid to a
peneficiary, the trustees have to provide a certificate, a form R185, to the
peneficiary which allows them to complete their own retumn. Where the
trust is interest in possession, the R185 will show income subject only to
the basic rates of tax (2014-15 to 2017—18 — 20% for savings or other
income or 7.5% for dividends for 2016—17 onwards, 10% previously)
which matches the tax paid by the trustees.

If the trust is discretionary, the income distributed carries a 45% tax credit
(2013-14 to 2017-18) whereas the underlying income suffers tax at
38.1% on dividends (2016—17 onwards) (2013-14 to 201415 — 37.5%)
and 45% on everything else so there is the possibility of a mismatch
petween the tax certified on income distributions and the tax paid by the
trustees; if that occurs, the trustees will have to pay any shortfall between
the tax paid and the tax certified to HMRC.

Different formats of R185 are available on HMRC’s website for the
diferent types of trust and estate income.

For the incidence of CGT on trusts and settlements, see 62365ff. For the
incidence of inheritance tax on trusts and settlements, see 624 30ff.

There were proposals from the European Commission for a public register
of trusts open to public scrutiny, that would have included disclosure of the
trust assets, disclosure of the trust deed and other documents including
the letter of wishes but as at February 2016 that possibility is not currently
being pursued although there remain some in Europe who would wish
that it were so. Company information is in the public domain, with new
legislation to increase company disclosure as fo beneficial ownership in
respect of persons with significant control (PSC) registers where every
company must have in place an appropriate register by 30 June 2016 and
update it on an annual basis but where a trust owns a company disclosure
will only extend to the name of the trust, not the underlying beneficiaries.

Guidance was published on the Department for Business, Innovation and
Skills website on 15 February 2016 and should be required reading for all
who are involved in managing trusts. The guidance contains the following:

‘If an individual has significant influence or control over the activities of a trust
or firm, which would be a PSC of the company if it were an individual, then you
should enter that person’s details on the PSC register. If a registrable relevant
legal entity (RLE) controls the trust or firm then its details must be entered
on the PSC register. If a legal entity which is not an RLE controls the trust or
firm, then you should continue to explore the ownership chain until you have
identified an individual or registrable RLE with majority ownership of that legal
entity, or are confident none exists. [...] If someone other than the trustees,
such as the settlor or beneficiary of the trust, or partners has the right to
exercise significant influence or control over the trust or firm, then they would

also be shown on the register [...]."
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With effectl from 26 June 2017, additional disclosure requirements haye
also been imposed on trustees for money laundering purposes.

Reasons for creating a trust

Since time immemorial trusts have often been formed to avoid some
_unpleasant consequence, and non-tax reasons must not be forgotten:
indeed, in many cases, the non-tax purposes will be the primary driVer,
Often trusts are created because an individual wants to save tax, by givin -
some assets away, but is uncertain as to the persons who shouJId receivg
fcholsg assets, or knows who they want to benefit but are uncertain if that
individual is currently sufficiently mature to look after the assets properly,

In modern marriages, there is often concern with children fro i
marriage that if assets are left to a surviving spouse absolutelIC tigtreir\;r Ic?ﬁ:
course they will not do the right thing and only benefit their own famil
This could result in assets being diverted away from the children of th)é
deceaseld;. a trust can achieve the appropriate result. Using a trust allows
both flexibility and certainty as to whom or when the assets are transferred
absolutely. Trusts and tax planning have a long history; in medieval time
they were used to avoid feudal dues. ’ i

Thesg days, there are many reasons for establishing a trust over propert
!ncludlng mitigation of tax. For example, a trust may be set up to sav)é
Income tax. A settlor, whose income is taxed at the higher rate, could
transf.elj the income-producing capital to trustees. They would hoI’d it for
beneficiaries taxed at lower rates or who could then offset their pers::al
allowances or other reliefs against income received from the trusi &

Currently, the main tax reason for creatin many trusts is to pas

on during the lifetime of the settlor to trugtees f{Jr beneﬁri?:l:;s:stopggﬁ:g
the burden of inheritance tax on death. Trusts préseive maximum
flexibility over the ultimate destination of the property. By making a gift
rntp trt_Jst (whether during lifetime or by will), the settlor can achieve these
objectives as well as securing the inheritance tax advantages that would
apply to an outright gift. However, as a result of the Finance Act 2006
changes, almost all trusts established on or after 22 March 2006 will
suffer an IHT charge at commencement, as well as ten yearly periodic
charges, if the taxable value of assets transferred into trust exceeds the
available balance of the settlor’s nil rate band.

The usual IHT rules apply to assets transferred into i

: trust. Agricultural
Property Relief (APR) and Business Property Relief (BPR) will reduce the
taxable value transferred but the [HT position will only be confirmed once
the settlor has survived seven years,
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Example

Lee transfers shares in Lee Trading Limited worth £350,000 into trust but
because the shares are eligible for BPR the taxable value is nil.

Example

Laura transfers farmland worth £500,000 into trust; again the taxable value is
nil because the farmland is eligible for APR.

Where the assets to be transferred into trust are non-business, then
before 22 March 2006, the potential settlor had to use a discretionary trust
because then that was the only type of trust that allowed CGT holdover
relief on non-business assets. Following the Finance Act 2006 changes,
CGT holdover relief is now available on transfers of non-business assets
into most. iyoes of trust. This is because almost all transfers into trust
are now puientially chargeable to IHT on establishment; the fact that the
taxable wvalue is nil, as in the Lee and Laura examples above, or the
tranisterred value is less than the settlor’s nil rate band does not make any
uitarence (transferable nil rate band does not count for this purpose as
. is only available on death). Holdover relief under TCGA 1992, s. 260 is
available on transfers into most types of trust on or after 22 March 2006.

This means that a potential settlor of non-business assets can now
choose the type of trust that best suits their planning objectives rather
than being forced to use a discretionary trust.

Trusts are frequently set up for purposes other than tax mitigation and

may be used:

e to hold property for those who cannot manage their affairs, such as
minors or mentally incapacitated persons;

¢ to hold property for persons in succession as when property is left to
A for life thereafter to B;

e to protect spendthrifts from themselves (a very Victorian concept);

e to preserve maximum flexibility in the event of unforeseeable
circumstances. The discretionary trust is the ideal vehicle to achieve

this objective;
s to benefit charity.
In some cases, trusts represent a convenient legal regime for certain
activities (e.g. pension funds and unit trusts). In other cases, trusts may

be imposed by law. This happens when, for example, a person dies
intestate and property passes to minors under the intestacy law.




Trusts and settlements

How to create a trust

A trust i
may be established by a settlor during lifetime (‘inter vi

will, or it may ari
- Y anse automat ' L
making a will), matically if someone dieg intestate (j

VOS,) orb
‘€. withoyt

The creation of trusts by deed or will j

and advice must be takep. S generally the province of lawyers

t of Trustees
= trust instrument
of vseful automatic

Certainties:

(1) the Certainty of words;

(2) the Certainty of subject matter: ang
(3) the certainty of objects of the trust.
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f the trust fails in these certainties, it will not be effective under trust law
and, as a result, may not achieve the desired tax savings.

Trust documentation

since 6 April 1991, HMRC do not ask for a copy of trust documents. Instead,
they rely on information shown by trustees, settlors and beneficiaries in
their annual tax returns or repayment claims. When a new trust is created,
trustees must register the trust online and provide information on the
peneficial owners of the trust. This procedure replaces the requirement
to complete the (paper) form 41G (Trust) that was withdrawn at the end
of April 2017. Registration must be made by 5 October of the year after a
liability to income tax or CGT first arises. In subsequent years, the trustees
(or their agent) are required to provide beneficial ownership information,
using thc online service, by 31 January after the end of the tax year.

If neither income nor gains immediately arise, there is no need to advise
YMRC of the establishment of the trust until income or gains arise when
t1e obligation would then be to tell HMRC by 5 October following the end
of the tax year in which a taxable event occurred. This change does not
alter the examination of deeds for inheritance tax purposes by the Capital

Taxes Offices.

HMRC will seek further information only where necessary, and only
exceptionally will they ask to see trust deeds, wills or other documents.
That may happen if, for example, there are queries with a tax return or
repayment claim, or if the taxpayer is unsure of the effect of the document
and the issue cannot be resolved in some other way. Part of the usual

self-assessment process.
Trust provisions

Beneficial interests
Analysis and classification of the particular type of beneficial interest is
essential for tax purposes. This is discussed in more detail in the sections

dealing with each tax.

When a trust is set up, the tax consequences of the precise beneficial

interests created must be borne in mind.

(1) Income or capital: a beneficiary may only have an interest in income.
A life interest is usually a right to receive income for life or for a set
period although it can extend to use of assets, such as occupation of
a property, during the lifetime of the beneficiary. An annuity might be
given. This is a right to receive specified periodical payments for a
specified period that could be for life. A beneficiary may only have an
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interest in capital. This would be where, for example, property s left

to A for life and thereafter to B. B has an
but can only take that capital when A dies.

interest in the trust capitg|

(2) In possession or in remainder i
. or reversion: this is where i
\t}v?wl'd I'c:n trustfor Afor life and then for B. Ahas an ‘interestin pg:;zirty r%
‘inttlac ha‘s been Fiescribed as a present right of enjoyment, B hass);[On
rest in remainder’ which is deferred until after A's dea.th Thisain
. S

s . . :
ometimes called a ‘reversionary interest’

remainderman’ or ‘reversioner’,

- B would be known as a

3 :
(3) Vested or contingent: where Property is held on trust for A for life

the remainder to such of the children of A

age.

(4) Determinable and defeasible: if property

is held on trust for A (a

widow) until she remarries Asi i

\ _ _ ; nterest is determinable be

Il;.s ?hncl)yl: grr:tvﬂe? tg enjoy it until she remarries. An interest is gzgs:sisbf:e
: vested, it can subsequently be lost. Thi :

. . . This would be th

if, for example, property is held for the children of A if theyeaitils;re;

18. If no chi!d reaches 18, the trust would
be no certainty of objects. This is why ma

fail because there would
ny trust deeds leave th=

funds to a charity if all else faj
_ _ ails. The charity has a vested intare.:
but one which will be defeated if any child of A attains 18. Ei}tc; l:fe.rz;tr

will be in possession if in the meanwhile it

is entitled to the income

(‘the intermediate income’) but in remainder if the incnive goes to

A’s children. Often, the vested interest of 3

beneficiary is defeasible

because the trustees have a
: | power of appoint, t i
pay income or capital to another beneficpi)gry. RN g themio

(3) Mere spes: a beneficiary under a discretiona

ry trust has a mere spes

(a Latin word meaning hope). Unless and until the trustees decide
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Trusts and powers

A trust is mandatory. If the trustees fail in their duty, the courts will enforce
it at the request of any beneficiary. A power is discretionary. Trustees may
choose whether or not to exercise a power and if they decide not to, the
courts will not compel them to do so.

It is often important to determine whether a provision is a trust or a
power. A trust to distribute income with a power to accumulate means
that income must be paid out unless all the trustees agree to accumulate
it. A trust to accumulate income with power to distribute it means that
one trustee can insist income be accumulated. There must be unanimity
between the trustees. The distinction between a trust to sell with a power
to retain, and a power of sale in relation to trust property, is similar, but
the importance of a trust for sale has declined following the Trusts of Land
and Apprintment of Trustees Act 1996.

Trustess, particularly of discretionary trusts, are often given powers of
=ppeintment. These are powers to alter the beneficial interests in income
and capital by taking these away from one beneficiary, or class, and giving
them to another. Such powers may permit the creation of new trusts, sub-
trusts, alterations to the size of particular shares, and distributions to

other trusts, even foreign trusts.

Accumulations and perpetuity

The rules concerning accumulations and perpetuity had long been
the subject of debate and were reformed by the Perpetuities and
Accumulations Act 2009 which came into effect 6 April 2010. However,
the main change is to the law relating to perpetuities; in general, the rules
against excessive accumulations for charities remains unchanged at 21
years because accumulation would affect a charity’s primary purpose of

assisting the community.

The current rules apply to documents executed on or after 6 April 2010
but there is provision for pre-6 April 2010 trusts to opt into the current
regime. For trusts operating under the old rules, the law did not permit trust
income to be accumulated indefinitely (whether under a trust or power).
It laid down six maximum periods, the most common of which was the
period of 21 years from the date of the deed for a lifetime settlement or

from the date of death for a will trust.

In addition, income could be accumulated during the minority of any minor
beneficiary.

Once the permitted accumulation period had expired, the income must
be distributed.
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The property comprised in the trust fund has to become vested in 2
beneficiary or beneficiaries within the ‘perpetuity period’, i.e. the maximum
period permitted by law. The law's intention is to prevent a settlor from tying
Up property in trust for generations without any limit. For trusts governed
by the pre-6 April 2010 rules, property must vest within the lifetime of 3
living person plus 21 years, or, if specifically chosen, within a period of up
to 80 years, from the date when the settlement commenced. For trusts
governed by the post-5 April 2010 rules, the maximum permitted period is
125 years. The settlor must choose the period required. Some trusts, such
as charitable trusts and pension funds, are exempt from the perpetuity rule,

If, at the outset, it seems possible that some interests may not vest within
the perpetuity period, it is permitted to wait-and-see for a period which is
broadly similar to the perpetuity period. If an interest vests within the wait-
and-see period, the trusts are valid.

For trusts governed by the Perpetuities and Accumulations Act 2009,
there is a single period of 125 years during which, if desired income can
be accumulated but at the end of that period the assets would have to
vest in a beneficiary.

Power of maintenance

Under the Trustee Act 1925, trustees have a power to pay or apply income
to or for the maintenance, education or benefit of a beneficiary who is zn
unmarried minor (under the age of 18) but must otherwise accumulaic
it. It is essential that the gift should ‘carry the intermediate income"and
that the settlor should not exclude this section of the Act unless similar
trusts are set out in the settlement document. Most trusts allov: this part
of the Trustee Act 1925 to be implied, though many vary its terms slightly.
They may, for example, enable the trustees to exerciss thoir discretion
subjectively, as they may think fit, rather than objectively. Provided the
trustees do not act unreasonably, a subjective discretion is less open to
challenge than an objective requirement on the basis an objective test will
require guidelines which can then either be seen to apply or not.

This section of the Trustee Act 1925 (s. 31) should be expressed to apply

whether the minor’s beneficial interest is vested or contingent. It has two
main effects.

(1) During minority, the trustees have discretion to pay the income out for
the maintenance, education or benefit of a beneficiary, but otherwise
they must accumulate it.

(2) When the minor attains 18, or marries earlier, they must pay income
from then on until the beneficiary’s interest vests, is defeated or
the beneficiary dies. Accumulations of income not paid out during
minority will go to the beneficiary if the interest vests on attaining 18
but, if not, they are added to capital. As a result, the accumulations
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would only pass to the beneficiary if the beneficiary_attains a Vestled
interest in capital. Such a vesting of capital wogld arise, for e_xgmng,
where the beneficiary attains 25 in a trust contingent on attaining 29.

A minor who marries under 18 is treated as ceasing to be a minor at

marriage but pre-1970 trusts will have 21 as the relevant age (the then
age of majority).

Power of advancement
The Trustee Act 1925, s. 32 allows trustees to a?\;lfan::e 5[;‘;/omoftrtt:1;
i i beneficiary. Most mo

rospective share of capital to any : .
gocuﬁ)’nents vary this to 100%. It is a pre of_specnal power thalt ;z
exercisable by a trustee resolution and is read into every frust unle ;
excluded. If a beneficiary’s interest is defeated,l the gd\{ange does no
have to he repaid but it is taken into account on final distribution.

iclati ; 006, s. 88, 89 and Sch. 12
icletion: Trustee Act 1925, s. 31, 32! FA 2' ! .
::-er? 15' Money Laundering, Terrorist Financing and Transfer of Funds
-’!r:formétfon on the Payer) Regulations 2017 (Sl 2017/692)

Case: Sinclair v Lee [1993] Ch 497
HMRC Manuals: TSEM10041f., TSEM1400

In-Depth: 7350-000; {]354-300

62205 Trustees generally

The provisions of tax legislation frequently rgfer to ‘the perspn’ odr_ any
person’. ‘Person’ is defined in the Interpretation Act 1978 as including a
body of persons. It follows that such provisions are able to cover trustees

of a settlement, as well as individuals.

Where a valid trust has been created and trustees receive lncopesfrgp;
the settled property on trusts, other than(bare trgsts, the trus ifith =
chargeable to income tax in respect of that income in accordan;:e e
rules applicable to the income. The basis of thls is that the tI'LtJJS ;es e
receive or are entitled to this income (and in most cases bo 'trr?'n y
and are entitled to the income) and hence are, for example, withi

charging provisions in respect of:

e trading profits;

o property business profits;

e interest;

e dividend and dividend related income; and

e miscellaneous income.
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;’;li(t)eness \3:‘; :?:tgd as f deemed single person, distinct from the actug|
o rom time to time) the frustees of the sett
are jointly (but not jointly and severall ' il el
‘ : y), entitled to the settled
i-lr-lrcli?;; :r:?i giﬁle t? tlrr:come tax on income arising from the settled %rrc;)%zri?;
Yy of the settlor and the beneficiaries. Wh i
assets are held by different - B e
. persons, then (unles - ion i
in place) all such persons are treated as on(e. " S dertior

:’ Otrrues;t;(tal:daﬁ r;eﬂh(er in receipt of the income from the settled propert
o Sﬁﬁeltye It., they are lnot assessable in respect of jt. Thg
a beneficiary with aalr? '}A?e:;r;;CTntrgstZZi:z;S Whir'e reeniabiial
2 : ; » OF Nis agent, to recej
consrtrilﬁj Selgeﬁ:é :Igf;?% have recently.cla_nﬁed the questiongof what acflzﬁ?
ey el R maed Income. Their view is that interest in possession
rocive e 18 T n a.ted to the beneficiary when the beneficiary will
oo thal me directly from the source or, in other words, an
where the income does not go via the trustees’ bank acr::oun);

i . . . .

A sub-fund election allows part of the trust, whi

/ n ; ch ma

$giiﬁeirtu3‘?;8ﬂy radmlmlstered, to be taxed independently 0)1: t?ult;e?r?ét li)?‘

i grewogéy a part. A sub-fund election should not be made

under,TCGgA? 1 9592 ;I'chgrge on the sub-fund assets (unless holdover

s , 5165 is aval|lable) and in addition there is then gz
al settlement to be taken into account for the purposes of divi'.'"r‘;

both the CGT annual ex i
st band, empt amount and the income tax £1 ,000 stanidard

Cha_nges of the individual trustees are ignored. Thus, if
carries op a trade within the trust, then his res;i nat"s, "
the supstltution of another individual in his stead% e
cessation and recommencement of that trade =N

4 30le trustee
a5 tfrustee and
ot give rise to a

.
ax may be assessed and charged on and in the name of any one or

more of ‘the relevant trustees’
, 1.e. the trustees to wh i i
and any subsequent trustees of the settlement. AT eome aviseg

. Y )
aﬂgj:ﬁzee;ri rncc))tth ;rldlvllldl;als and are accordingly not entitled to personal
reliels which are only availab| indivi
they subject to progressive T o BRI
rates of tax (see, however, 62245 ;
. ] . ! ] 45
of the ‘trust’ rates of tax on income which is accumulated or plgic;e:tpﬁ(:

n I I t i ivi

| : : ;
tgxagt |t:;]terist In possession (I!P) settlement, the trustees are liable to
it e basic Drates On any income received (thus, for 2015-16 g d

years, 10% on dividends but covered by the non-refundable tgx
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credit and 20% on everything else). For 2016—17 onwards, interest in
possession trustees will pay tax at 7.5% on dividends (the position on
income otherwise taxable at 20% is unchanged). Trustees should consider
whether they should mandate the income to the beneficiary (who, in any
event, is entitled to the income) to avoid having to complete a return.
That will then allow the life tenant full use of the £5,000 dividend 0% band
with the result that possible repayment claims can be avoided. Many P
trustees already mandate the income; this change may encourage many

more to do so.

The HMRC April 2016 Trusts and Estates Newsletter introduced a
concession for trustees for 201617 (only) that allows trustees not to have
to complete a tax return if the only income received is savings interest
where the aggregate gross interest is less than £500 and the tax liability
less than £100. Any distribution, would be taxed in the normal way. In
reality isthis concession of any practical use? Many trusts will receive
both -aividends and interest so it would seem that trusts in 201617
recaiving (say) dividends of £100 and savings interest of £300 will have

toatiake a return.

Double taxation agreements

Trustees are regarded as a deemed ‘person’ and not as individuals. Any
provision in a double tax agreement which is applicable to a ‘body of
persons’ is potentially applicable to trustees. Itis necessary, therefore,
to look at any relevant double taxation agreement to see whether this
overrides the domestic law in relation to their tax residence. Where,
by application of their domestic laws, the two parties to the agreement
would regard the settlement as being resident in both countries for
the same year, the agreement will specify which of the two shall be
treated as the residence of the trust and relief within the agreement
will be available to the trustees against liabilities arising in the other

country.

Trustees’ management expenses

Because the charge to income tax is on income received by the trustees,
the expenses of the trustees in administering the trust are not generally
deductible. The measure of the income is in accordance with the normal
rules. However, the trust rates charged on discretionary trusts are not
charged on that part of the income of such a trust which is used to defray
appropriate trust management expenses (see 62255). The trust income
that is used to pay the expenses is only liable at the usual basic rates of

income tax (see 62245).
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Trusts: taxation and legal background 62205

Because the child is under 18, it cannot be paid out to them because,
until they are 18, they cannot give a valid receipt. However, that means
that when the child becomes 18 they have an absolute right to have the
income paid out to them. That is likely to raise the traditional concerns
that parents and grandparents have about allowing individuals who they
ofill regard as children access to either income or capital at an age where

they may not be fully responsible.

Where a tax repayment is available to the settlor, where the income is
assessable on him, because his lower rate band and personal allowances
are not absorbed by other income, that repayment must be paid to the
trustees or the person entitled to the income under the terms of the

settlement (see 62250).

Further, tha income treated as belonging to the settlor is income before
deduction of any trust expenses. Therefore, the R185 issued by the
trustees-wo the settlor should show the income assessable at the rate at
which tax was deducted at source, without allowance for expenses not
thi2 reduced income that would have been assessable at the special trust

1ates.

Where income arising in a settlement is treated as the settlor’s income,
he should complete the Trusts page T1, boxes 7-14 after reviewing the

guidance in Helpsheet HS 270.

Trustees acting for incapacitated persons

The trustee, guardian, tutor, etc. of any incapacitated person is in a special
position. He is assessable and chargeable to income tax to the extent
that the incapacitated person would be charged and assessed. This is so
where the frustee, etc. has the direction, control or management of the
property of the incapacitated person, whether or not that person resides

in the UK.

A special tax regime applies (from & April 2004) for certain trusts with
vulnerable beneficiaries. Such trusts and beneficiaries can elect into the
regime and, where a claim for special tax treatment is made for a tax year,
no more tax will be payable in respect of the relevant income and gains
of the trust for that year than would be paid had the income and gains

accrued direcily to the beneficiary.

Income and gains arising from the property held on qualifying trusts
for the benefit of a vulnerable person is eligible for the alternative tax
treatment. The special treatment does not apply in cases where the
settlor is regarded as having an interest in the property from which the

qualifying trust income arose.
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Residence of frustees 62220

However, because offshore trusts are not otherwise chargeable to capital
ains tax, @ number of anti-avoidance provisions have been introduced

under which:
o gains are attributed to UK resident beneficiaries (see 62220);

e gains are attributed to UK domiciled settlors (see 62225);
o acharge arises on exporting a UK resident settlement (see 62235 and

62240).
Legislation: TCGA 1992, s. 69 and Pt. 3, Ch. 2

HMRC Manuals: TSEM10005
In-Depth: 358-025; §359-200ff.; 591-450

62215  Settlements with foreign element: special returns

4MRC have extensive powers to obtain information in relation to
ron-resident or dual-resident settlements and the settlor, the trustees
and persons who transfer property to the trustees must submit certain
information to HMRC if the trust is, or becomes, non-resident; there are
exclusions from the requirements to provide information where it has
already been supplied as a result of some other provision.

Legislation: TCGA 1992, Sch. 5A
In-Depth: 359-525; {]359-825

62220 Gains of offshore trusts apportioned to beneficiaries

In relation to any settlement where the trustees are not resident (or, for tax
years prior to 2013-14, ordinarily resident) in the UK gains (after deduction
of losses) accruing to trustees are, within certain limits, attributed to
beneficiaries who receive capital payments from the trustees, etc. See
62240 for extension of charge in respect of dual resident settlements.

Capital payment
A capital payment is a transaction not at arm’s length representing:

e any payment on which the beneficiary is not liable to pay income tax;

or
any payment received other than as income by a beneficiary who is

®
resident (or, for tax years prior to 2013—14, ordinarily resident) outside

the UK,
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