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CONSUMER CREDIT DUTY 

At your meeting on 22 June although you did not regard the 

prospects for including a consumer credit duty in the 1985 Budget 

as promising, you asked us to give further consideration to the 

implications of introducing such a duty. Since then we have 

refined our proposals in a number of areas, FInd 	decision is 

now nceded on whether work should continue on the duty with a 

view to its inclusion in the 1985 Budget. There are a number 

of general considerations bearing on this. 

2. 	The arguments in favour of introducing the duty include:- 

(a) It would be a useful extension of the indirect tax 

base into an area which has done relatively well in 

recent years and where the existing tax burden is low 

in comparison with that on goods and services liable 

to VAT. Such an extension would be consistent.. with 

the Government's policy both of shifting the burden • 

towards indirect taxes and of removing distortions 

in the tax system. Our EC obligations mean that the 

only VAT burden which can be borne by financial services 

is "sticking tax" which results from institutions being 
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unable to recover the VAT paid on their purchases 

of goods and services. This is roughly equivalent 

to a levy of 3% on the value added by the financial 

sector's exempt activities. 

The opportunities for other increases in the indirect 

tax area may be limited. Within the VAT area, the 

scope for extending the tax base is being considered 

but may prove limited. Within the excise area there 

is some room for manoeuvre but this is restricted by 

factors such as the effect of the European Court decisions 

on the wine/beer relativitics, the industrial and economic 

consequences of changes in the oil sector, and the 

declining markets for spirits and tobacco. 

It could provide a useful, if small, contribution to 

the revenue, amounting to £250 million in a full year 

(or £210 million PSBR effect) assuming a 1% rate and 

the exclusion of mortgages. 

It would help, albeit marginally, to restrain the 

growthof credit, and to that extent ease the pressure 

on interest rates. Once it was in place, changes in 

it could be made to help influence credit conditions. 

3. 	The arguments against introducing the duty include:- 

(a) The revenue benefits would not be large in overall 

terms, and would only build up over a period. There 

are strong arguments (see para 14 below) which suggest 

that if it were decided to introduce the duty the 

timetable should be slower than envisaged last year. 

However, even on the earlier scenario, no revenue would 

accrue until 1986/87, and the yield in that year would 

be only about 45-5-0% (or E110-120 million) of the 

expected full year yield (with a 1% rate and the exclusion 

of mortgages). The PSBR effect in 1986/87 on this 

/basis 
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basis would be £90-100 million as compared with 

£210 million for a full year. 

The duty would be unpopular with both the institutions 

and the consumer. Its implementation would require 

considerable resource costs and adjustment by the institu-

tions, coming on top of other major tax changes. 

Depending on the detailed decisions on mortgages and 

other points discussed below, it could also be criticised 

not only as inereasing the cost of borrowing generally, 

but ,also as creating inequities between,different 

forms of credit. There is no particular argument at 

present that excessive bank profitability justifies 

a tax which discriminates against them; indeed their 

need to strenghen their balance sheets as a result 

of the changes in capital allowances in the last Budget 

argues against any tax which would make this more 

difficult. 

The duty would be complex, and subject to a number 

of uncertainties in an area of which we have little 

experience. On the maximum assumption of 40-50,000 

lenders to control it could require up to 200 staff 

to administer. With a 1% rate and the exclusion of 

mortgages, this could result in a staff cost/revenue 

ratio of 1.5% as compared with, for example, one of 

1.1% for VAT and an average ratio of 0.38% for the 

excise duties. It is too early to give a firm estimate 

of the Finance Bill space likely to be required, but 

this could be up to 20 pages, in addition to Schedules. 

Even then, it would not be possible to cover all the 

points required in primary legislation; technical 

consultations with the trades concerned after the 

Budget announcement would be needed on a considerable 

number, with a view to further detailed secondary 

legislation. Even then, there could remain considerable 

opportunities for avoidance and leakage. 

/4. 	if you 
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4. 	If you wish work to proceed for the 1985 Budget we have 

been advised by Parliamentary Counsel that he would need to receive 

the necessary authority to start work by early December in order 

to be able to allocate the necessary additional drafting resources. 

We would also need your authority to hold further consultations 

urgently, and in confidence, with the Office of Fair Trading, 

the Chief Registrar of Friendly Societies and the Department 

of Traele and Industry, and your decision on a number of key structurF. 

points:- 

Whether or not mortgages should be included within 

the scope of the tax; 

Whether fixed interest agreements in force at the date 

of its announcement should be excluded from the scope; 

,At what rate the duty should be charged; 

What should be the level of any de minimis exemption 

(more work will be required on this); and 

The timing and method of the duty's introduction. 

Mortgages  

5. 	Although recognising.  it would be right in principle to include 

mortgages, Ministers provisionally decided before the last Budget 

to exclude all mortgages from the scope of the duty except for 

those for which no income tax relief is available (mainly the 

.portion of larger mortgages over £30,000 and loans for second 

homes etc). That decision was based on:- 

The need to minimise potential hostility to the new 

duty in a context where the banks were-seen as the 

major legitimate target for any new impost; 

The apparent inconsistency of "clawing back" a small 

proportion of the income tax relief on mortgages - 

the scale of which had been increased as recently as 

1933; and 

/(c) The potential 
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(c) The potential impact on the RPI. Whilst non-mortgage 

consumer credit does not feature in the RPI (although 

the possibility of including it has been mentioned 

in the Advisory Committee), a 1/2% duty on mortgages 

would hayed an RPI impact effect of about 0.15%, and 

require consequential increases in 

ocial security benefits and income tax allowances. 

It also took into account the administrative arguments for a7igning 

any reliefs strictly with the existing boundaries for income 

tax ouroc•ses. 

6. 	Since the Budget two new points have emerged which may bear 

- on any reconsideration :- 

(a) The banks will be particularly sensitive to any apparent 

discrimination in favour of the building societies ' 

in relation to themselves. It has been a consfstmt 

theme of the Government's policy over recent Years 

to remove discrepancies between the tax treatment of 

banks and building societies (eg taxation of building 

societies trading gains on gilts, and introduction 

of c=pcsite rate for bank :17,terest). If mortgages 

were to be exempt from the duty, the banks would argue 

that the building societies - which supr,ly 75 per cent 

of mortgage finance - will be enjoying a substantial 

advantage on the great bulk of their lending, as compared 

with the banks. This objection would to some extent 

be met by the fact that qualifying bank mortgages would 

receive similar exemption, and only mortgages qualifyiny 

for income tax relief are being considered for exemption 

anyway. But the advantages of mortgage borrowing through 

equity withdrawal, as compared with the conventional 

forms of bank finance, would undoubtedly be increased. 

On the other hand, as the figures in paragraph 10 

illustrate it could be argued that a duty on credit 

which was not related to the lender's margin could 

bear unfairly heavily on building society borrowers 

when compared with other forms of credit. 

/(b) Any 
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(b) Any apparent inconsistency with the income tax relief 

will now need to be reviewed in the light of any other 

proposals, for example, in relation to the higher rate 

relief. 

7. 	There remain two main arguments for including mortgages 

within the duty's scope. The first is general principle. The 

general rationale for the duty is that it is appropriate for 

the co:umpt1on by individuals of the resources involved in the 

provisien of conEumer credit to be taxed in parallel with the 

tax or levied on their consumption cf most goods. It would be 

anomalous to exempt the largest element in consumer credit from 

the duty. The second is to maximise revenue. Exclusion of mortages 

would gf,:e a further incentive to dress up consumer credit as 

mortage lending (although even with a rate of 1% on their outstanding 

value, this would be small compared with the incentive provided 

by the income tax relief). More immediately, the inclusion of, 

mortgages would increase the revenue base six-fold. The net 

effect on the PSER would be less than half the gross revenue 

gain, as the table below illustrates, as a result of considerable 

leakage in the form of additional social security benefits and 

income tax allowances (particularly those given under MIRAS and 

higher rate relief (HR::•). Nevertheless the inclusion of mortgages 

within the scope would enable you to achieve nearly double the 

effect on the PSBR for half the rate than would otherwise be 

the case. 

Full Year Yields (E million)   

Rate Type of 
Credit 

Gross 
-Yields 

MIRAS 
+ HRR 

Consequen- 
tial effects 

Demand 
Effects 

Net 
Yield 

on indexa- 
tion 2 

3 (PSBR 
effect 

. Consumer 
Credit 125 - 20 105 
Mortgages 650 200 90 100 260 
Total 775 200 90 120 365 

1% Consumer 
Credit 250 - - 40 210 
Mortgages 1300 400 170 200 530 
Total 1550 400 170 240 740 

Assuming no relief for existing fixed-interest credit 
Of social security benefits and income tax allowances 
Effects on yield of other indirect Loxes 

/Fixed  
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8. . There is also the question of whether existing fixed interest 

credit should be exempted. We assume that in the majority of 

cases where lenders are free to do so they would choose to pass 

on all or most of the costs of the duty to the borrower. But 

there would be a particular problem in respect of loan contracts 

entered into before the announcement of the new duty, at fixed 

rates of int2rest. Last year you provisionally decided that 

the duty should not apply to any such existing contracts , in 

order to avoid one potential source of criticism. Although probably 

over half of consumer credit other than mortgages: is in this 

form, because fixed-interest credit agreements are normally short 

term (up to 5 years and in the majority of cases between 12 months 

and 3 years) the effects of a relief for "existing" agreements 

would wither away quickly in the early years of the new duty; 

particularly if the date of its introduction were to be delayed 

in the way suggested in paragraph 14 below. This is illustrated 

by the following table:- 

Estimated Revenue effect of excluding fixed-interest credit in 
place at time of 1986 Budget :- 

Revenue Yield (excluding mortgages) at 1% dutyl 
tarting Daze 1st year 2nd year 

I7:cluding 
Fixed-It 

Excluding 
Fixed-It 

Including 
Fixed-It 

Excluding 
Fixed 

1 	July 	1986 115 95 250 240 

1 	July 	1987 115 105 250 245 

An exemption along the lines of excluding those fixed rate commit-

ments entered into when the duty is announced is strongly supported 

by the Bank of England because:- 

Without the exemption the duty could be deemed to 

be retrospective in nature 

Traders extending fixed-interest rate credit have no 

existing arrangements for changing interest rates and 

would have to suffer considerable inconvenience. 

Alternatively they could bear the cost themselves which 

could have prudential implications for some of the 

smaller lenders. 

The impact, which is not large, would wither away 

relatively quickly, particularly if the start date 

was July 1987. 

/9. There 
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There are two possible alternatives :- 

The legislation could include a provision similar to 

Section 42 of the VAT Act 1983 authorising lenders, 

if they so choose, to adjust the interest charged under 

existing contracts to take account of the new duty. 

This would have major longer term advantages, in that 

it would build into the structure of the duty a mcans 

of avoiding similar problems recurring whenever the 

rate is changed. But it would have presentationl 

difficulties at the start of the tax, by appearig 

to place the burden squarely on the shoulders of the 

borrower, and it would almost certainly give rise to 

a number of individual hard cases where borrowers 

were unable to meet the new requirements. 

You could also do nothing and rely on the general short 

term nature cf fixed-interest credit to minimise the 

costs which would actually have to be absorbed by lenders 

It is difficult to calculate how great this burden 

would be but our best estimate is that with a staiting 

date of 1 July 19E6 possibly less than a fifth of the 

oAtstanding crc:lit (excludinc mortgages) at the start 

of the tax would have been taken out at a fixed rate 

before Budget Day 1985. With a starting date of 

1 July 1987 this proportion would fall to between 5 

and 10t. This suggests that the cost of the exemption 

is relatively small but by the same token lenders would 

not have to absorb a severe burden if there were no 

exemption, particularly with a delayed starting date. 

However the position could vary considerably between 

lenders (although HP contracts generally run from 

12 months to 3 years, personal loans from the banks 

can run up to 10 years), and the lack of any relief 

could give rise to increased criticism. 

The Rate of Duty  

10. Before the last Budget you decided that the rate should 

be set at 1% initially, in order to aeLieve a worthwhile revenue 

/yield 
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yield whilst excluding mortgages. As the figures in paragraph 7 

show, if mortgages were included within the tax base it would 

be possible to obtain nearly double the revenue and PSBR benefit 

with a 1,i2% rate. There are a number of arguments against an 

initial rate higher than 1%. Financial services on average already 

bear the equivalent of a 3% levy in the form of "sticking" VAT. 

A 1% rate is not negligible (though it would generally 	below 

the equivalent of a 15% VAT). The effective rate w,7-uld d 

on the interest charged for the loan and the lender's margin 

and therefore would differ both between different lenders and 

over time - probably ranging between 5 and 10 per: cent. Finally 

any higher rate would increase the risk of creating distortions 

in addition to increasing the incentive for avoidance and 

hostility to the establishment of a new tax. A lower initial 

rate would not rule out the possibility of raising the rate at 

some later stage, once the system is established and any initial 

difficulties overcome. 

De Minimis Limit  

11. Refore the last Budget it was envisaged that a de mirimis  

exemption based on the amount of a creditor's outstanding loans 

would be required. We have since given considerable thought 

to what level this should be set since the final decision could 

have wide implications for the collection system. Our earlier 

discussions with the Office of Fair Trading suggested that between 

40,000 and 50,000 lenders are potentially registerable. A trade 

population of this size would take considerable resources to 

control, and led to our suggestion last year that the collection 

system should be based on dividing creditors into a number of 

stagger groups who would fall due to account for the duty in 

different months. In order to maximise the first year revenue 

accruing with a 1 July starting date, we envisage concentrating 

/the 1200-2000 
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the 1200-2000 largest lenders (excluding Building Societies) 

who.  appear to be responsible for nearly 90% of outstanding credit 

(excluding mortgages) in the first stagger group. 	A do minimis  

exemption limit set at a fairly high level could, however, 

drastically reduce the number of registerable lenders, and in 

this event we would need to reconsider whether the stacer system 

was necessary or should be modified. This would not affect 

our recommendations concerning the startinc; date or mere than 

marginally affect the first year yield, but it could substantially 

reduce the costs and difficulties of collection. 

Ideally these considerations would point to a limit being 

set at a fairly high level in order to cut out as many as possible 

of the smaller lenders. On the other hand, if the limit were 

set at too hiah a level this could invite charges of inequity 

between lenders and increase the risks of serious duty avoidance 

as a result of disaggregation (although in practice we think 

that disaggregation could be contained by special provisions 

in cases involving the insurance or factoring of loans and loans 

made by associates). There is very little hard published information 

on which to base an assessment of where the line should be drawn, 

and this is one of the main areas on which we would need to consult 

further with other Departments before making a firm recommendatiolf  

What published data we have suggests that a limit set at about 

£100,000 would certainly catch all of the 2000 largest traders, 

but we cannot estimate how many others (particularly in sectors 

such as retailing) would also be caught. 

Timing and Introduction  

A decision is also required on the starting date for the 

new duty. Last year it was provisionally decided that the duty 

should come into effect from 1 July 1985 having been announced 

in the 1984 Budget. There are a number of reasons why we would 

recommend against any faster timetable this year :- 

(a) Introduction of the duty will entail a major re-programming 

and implementation exercise for the banks and other 

major creditors for which they are likely to requite 

/at least 
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at least 12 months from the date when all the necessary 

technical details can be announced. In practice, although 

jt should he possible to announce the basic outline 

of the duty at the time of the Budget and embody this 

in the Finance Bill, there will remain large areas 

on which detailed decisions will have to await technical 

consultations for the industry and be implemented 

subsequently by secondary legislation. We doubt whether 

it would be possible to complete the necessary detailed 

discussions much before Royal Assent next year, and 

this points clearly to 1 July 1986 as the earliest 

practical date for implementation by the major creditors. 

• 

In practice, there would not be any significant revenue 

advantage in trying to advance the implementation date 

to, for example, 1 April 1986, since the fact that 

lenders will be called on to account for the tax twice.  

yearly, three months in arrexs, means that it would 

not be possible to obtain more than six months' worth 

of duty (or 50%) from all traders, even with a 1 April 

starting date. With a 1 July starting date and suitable 

stagq-r arrangements we would expect to be able to 

collect about 45% in 190/87 of the expected full year 

yield. 

A 1 July 1986 starting date should allow sufficient 

time for any changes announced in the 1986 Budget to 

be implemented from the start of the duty under a 

resolution under the Provisional Collection of Taxes 

Act. 

In these circumstances we would strongly recommend against any 

attempt to introduce the duty before 1 July 1986. 

14. There is indeed a strong case for delaying implementation 

beyond that date. The Bank of England feel strongly that it 

should be delayed until 1 July 1987, in order to allow time for 

the necessary legislation to be included in the 1986 Finance 

/Bill 
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Bill in the light of detailed technical discussions with the 

industry on the basis of a consultative document on the technical 

proposals to be issued after an announcement of the Government's 

intention in the 1985 Budget. This would have two advantages :- 

The duty would be a significant extension to the tax 

system in an area of which we have little experience. 

There are considerable technical difficulties on which 

detailed decisions will not be possible in advance 

of technical consultations with the industry, and these 

could be done more readily and with less haste in the 

context of a Green Paper. 

Second, an extended timescale would allow the banks 

a short breathing space before they were called upon 

to implement yet a further complex series of changes 

in their computer systems at the Government's behest: 

Over the last few years, the banks' programming resources 

have been heavily committed to meeting Government require-

ments at the.  expense of commercial projects such as 

improvements in the transfer system. These difficulties 

could be increased by any further calls on the banks' 

resources, such as the current proposals for changing 

the banks' input to the monetary statistics to a calendar 

month basis. 

15. On the other hand, a later starting date would mean that 

the new system would not be in place until near the end of the 

current Parliament, and would give additional opportunities for 

concerted criticism to emerge. 

B H KNOX 
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MY TELNO 1257: NIGERIA: IIF LOAN 

SUMMAPy 

CONSIDERABLE ENTHUSIASM LOCALLY FOR THE 	 T'S 

DECISION TO DREAK OFF NEGOTIATIONS WITH THE W. HE 

GOVERHETIS FUTURE 	 : HE L1GHr OR 1- HEI7 

DECISION ARE STILL UNCLEAo ?Ul-  THE P-7:1SFECTS OF NIGERIA'S 

BE HG AELE SUCCESSFULLY TO OVERSO!!E TE!:ANY ECONOIC 

PROBLEMS FACING IT HAVE DECT,'.E !'fl7E RE'T,TE. RECENT YCVEIENTS 

IN WORLD OIL PRICES WILL CO'1POUr 	 pporLErs. 

DETAIL 

1, THF TIFCISIO TO RFJFCT 	LOA !1 	rAKEN AT A FIVF 

HOUR MEETIO OF THE ARMED FORCES RULI,",G COAMOIL ON 12 

DECEHR. IT SEES LIKELY THAT THE PRECISE Ffl?W OF THE 

STATEENT WAS IN THE 7!ALANCE UNTIL THE LAST '1''11TE: YE 

HAVE HEARD THAT TAF,ANGIDA 4,S DUE To TROADCAST TO THE 

NATION P:IICE ft THE PAST FEY DAYS 7;,'UT EACH FINE IT WAS 

POSTPONED. AS RECENTLY AS 	DESE:Y2ER; AAA APREARED TO. 

0E HINTING TO NE THAT RCESITE:J 	 STILL DO 

A DEAL 'ITH THE FU '!7 ( Y TELC 

THE ftITIAL REACTION IN THE RREC.:, T0,:ANIDA'S.1  

STATET IC PREDICTABLY PJHUS!!,FFIC, REFLECTING THE 

CVEP!'HELMIGLY NEGATIVE VIEW TAKE!: HERE or AN IMF 

DEAL. THE ARNPT TONE OF THE STATEJ:.ENT IS BEING 

\.!I:ELY INTEFFETED AS "LAYING THE GHOST" OF THE 

IF. 

EAL7M,IGIDA MAY HAVE FELT If TECESSAPY FOR POLITICAL 

,7EASTJS TO TA N S A HARD LIH.1. OUT IT IS STILL NOT CLEAR 

AETHEr, HIS LIENTIM IS TO Pur PAID TO AN IkF SETTLE— 

ENT OCE 	FOP ALL. AAA NAY HAVE THROYN SOLE LIGHT f.r:, 

THIS POI-1- 	I S COHVERSA II OH WI IH LITT-LER CV 11 TECE7E7; 

(YI1L7 IEL H 	REFERS). CERTAINLY, 7A- CIDA'S COHET THAI- 

C7rE IC TEE C7-'7LUSIC.,  

roe oloo  THE 	OF 	 '755" 	'=" --77ATIC 

.MMINEft- 
CONFIDENTIAL /Piet-TA loTistri 
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MEDIATELY PR.10P TO THE PROADCAST, THE FhJANCE 

KALU, GAVE SOME CREDENCE TO THE VIEW THAT THE NIGERIANS MIGHT 

EVENTUALLY GO RACK TO THE IMF. HE IS REPORTED IN TODAY'S 

"GUARDIAN" AS STATING THAT THE BUDGET WOULD NOT PE "AV 

IMF BUDGET AND THAT NEGOTIATIONS FOR THE LOAN HAD BEEN 

DISCONTINUED". EUT HE 	ALSO GUOTED AS SAYING "NOT 

TAKING THE LOAN DOES Nr  PRECLUDE I7,LEIE'mTATION OF THE 

PACKAGE". HE ArED TH!J T;-IE CO"!DITICnALITIES DEANDED 

TfY THE IF WOULD NEVERTHELESS ONLY FE ACCEPTED IF TAEY 

RELEVANT io rhE nr7iERIA-  SITUATI7. KALU ALSO 

REFEED TO A POSSrLLE 	7  J'TION OF TALKS , ITH THE 

IL DUE COURSE. 

5. KALU HAS OF COURSE AL:AYD EF" 	IMF A!,r', H P 7ErA2KS fl.IST 

BE TREATED WITH CAUTION.. EY17 THELESS, JUDGING FRO rhE TONE OF 

BABA:IOIDA'S STATP1ET, THE ID 	'ADGET DUE ON 1 JAYU7Y 

ILL  ACIOST CERTAI N LY COmTAIN TOUGH ,TASNPES (INCLU7IY7 

REDUCTION OF THE PETROLEU'.7. SUBSIDY AND CUTS IN GOVER N :" f 

SPENDING). THE flIGERIANS HAY  HOPE TO FE APLE TO PERSUADE THEIR 

FOREIGN CREDITORS THAI THIS IS A GOOD•PIOUCH CCwPROISE TO 

BE WORTHY OF SUPPORT, IN THE FOPm. OF DEPT RESCHEDULING, 

NEW CREDITS ETC, WITH OR I!!ITHOUT THE INF. THEY PAY EVEN HOPE, 

AS RECENTLY SUGGESTED TO US BY A :111STRY OF FINANCE OFFICIAL 

WY TECNIO 1239) 1  THAT THEY WILL DE ABLE TO EVOLVE A PACKAGE 

WILL BE ACCEPTADLE TO THE FUND, TO THAT, EVEY. WITHOUT 

rkm2 IMF ONEY, THEY WILL FE ELIGIBLE FOR THE OTHER. NOP.AL  

IIE'lEFIrS OF AE ArEE•:,E!'"T. OTHER SP:I07 NICERIVJF HAVE 1'1  THE 

PAST SPOKEN 	VAalELY OF SEEMIC AN IF ',SELL OF kVkL" 

SO,:iE SOP!' OF Er'fiCRSErE:1-  STOPPlf,:O SHOP!' OF A FULL AE1:* - 7T. 

6. THE NEXT FEW DAYS SHOULD THROY FURTHER LIGHT ON rHE 

GOVERP:TIS MENTIONS. BUT MY IITIAL REACTION IF TH/J• 

7;APASIDA, LIKE DUHARI BEFORE HIM, BY FAILING TO 	nr' THE 

!'IF BULLET, HAS PROBABLY IRREVERSIPLY DESTROYED THE PROSPECTS 

OF HIS ADMINISTRATION'S EXTRICATING NIGERIA FROM THE ECOIC 

kOPASS IN  ,JHICH IT FINDS ITSELF. HIS STATEMENT WILL ST7)E"'-2.TLIE 

THE ALREADY STONS.  ANTI-IF FEELING IN THE CO!.:TPy A.7. :AKE IT 

MUCH MORE DIFFICULT.  FOR HI TO RESU'AE MEANINGFUL NENDIIATIONS 

VITH THE FUND. AS SUGGESTED ASOVE, THE GOVE7Ef H:/  SE 

RELYING ON ITS "FRIENDS AND TRADING PAPFEP:" TN ELP IT OUT. 

HNEVER, WITHOUT CONCRETE EVIDENCE OF A PEAL '.:!LL 10 SOLVE 

THE ECONOMY'S MAJOP SMUC:TUAL DiStORrIONS, IT IS DIFFICULT TO 

SEE - HAT WE CAN DO. THE PROELP IS LIKELY TO DE COPOUNDES BY 

THE PRESET WEAKNESS IN THE OIL -'.ARKET. THIS WILL AL.osr 

CERIAILY WIDEN rHE FINAas,ftC OAP, AND COULD NOT HAVE O07E Al A 

rtE FOR NIGERIA. 

HoNe-rAgy 	
-a- 

IN AP 	 WINFIDENTIAL 
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INFO PRIORITY DTI, ECGD, TREASURY, BANK OF ENGLAND, PARIS 	

I  
INFO PRIORITY UKDEL AMF/IBRD 	 k et. 

MY TELNOS 1257 AND 1258: NAGER)A/ImF 

WRILE CALLING ON THE CENTRAL BANK GOVERNOR ON 13 DECEMBER 	

VI

Ole)  1 

ABOUT JMB (SEPARATE REPORT), I- ASKED RIM FOR RIS COMMENTS -- 
ON THE PRESIDENT'S ANNOUNCEMENT THAT NIGERIA WAS BREAKING 
OFF DISCUSSIONS WITH THE IMF.  

THE GOVERNOR SAID THAT HE HAD NOT (NOT) EXPECTED THE 

PRES4IDENT'S STATEMENT. HE DESCRIBED THE BROADCAST AS 
v- "POLFMCAL",, NOT ECONOMIC OR FINANCIAL. HE EXPRESSED CONCERN 

THAT NIGERIA COULD SAY THIS SORT OF THING JUST WHEN THEY 

WERE PLANN.ANG ON INTRODUCING MEASURES IN THE BUDGET WHICH 

WERE VERY MUCH AN LINE WITH THE FUND'S REQUIREMENTS. IT 

WAS PARTICULARLY UNFORTUNATE NOW, SINCE THE SIGNALS THEY 

HAD BEEN GETTING FROM ABROAD (INCLUDING THE UK) INDICATED 

THAT THEY HAD ONLY NEEDED TO MAKE A LITTLE MORE EFFORT TO REACH 

THEIR OBJECTIVE. HE NEVERTHELESS SUGGESTED THAT FINAL 

JUDGEMENT SHOULD WAIT UNTIL THE BUDGET PACKAGE CAME OUT. 

WYATT 

Tv\ OwrTINAk-i 

WAN) 
THIS TELEGRAM 

WAS NOT 
ADVAKce-c. 

CON::IDENTIAL 
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be completed by mid-1987, and in close consultation with small 

businesses, the EDU and other Government Departments, is to 

include: 

"cash accounting", where VAT would be claimed and paid on a 

cash basis rather than on the basis of invoices; 

the special schemes for retailers. This would include a 

review of the need for the limits on turnover which apply to 

some schemes; 

an annual system for VAT under which VAT would be assessed 

annually, but regular monthly or quarterly payments would be 

paid to Customs based on the trader's annual assessment; 

and 

requirements for record keeping and accounts. 

At Chapter 6.5 the White Paper also publicised our intention 

to review, by the end of 1986, the procedures for VAT registration 

and deregistration. For this review there was, however, no 

specific commitment for us to consult with persons outside the 

Department. 

We have now completed our internal consideration of each of 

the above items and our findings are detailed in the papers: 

Annex A Cash Accounting 

Annex B Retail Schemes 

Annex C Annual Returns 

Annex D Record and Accounts 

Annex E Registration and Deregistration requirements. 

In addition we have also looked again, Annex F, at the NFSE case 

for the abolition of VAT on credit transactions between registered 

traders. 
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The 22nd Directive 

• 
5. 	Any changes to VAT legislation have to be in accordance with 

EC law which is primarily determined by the EC 6th VAT Directive. 

The Commission have now submitted to the Council a proposal for a 

22nd Directive which would provide a special scheme for small and 

medium sized businesses. This draft Directive is therefore of 

direct relevance to our review. A copy is at Annex G. 	Miss 
Sinclair's note to the Chancellor of 14 August provided a short 
commentary. 	If implemented, without amendment, the draft Direc- 

tive would make the following provisions: 

A mandatory tax exemption (registration threshold) of 

10,000 ECU - currently equivalent to about £6,900; 

An optional registration threshold of 35,000 ECU - about 

£24,100; 

A mandatory simplified "accounting" scheme for charging 

and collecting tax for traders with a turnover of less than 

150,000 ECU - about £103,000. This scheme would consist of: 

i. 	Cash accounting for both outputs and inputs; to- 

gether with 

Annual returns and monthly or quarterly payments; 

The option for member states to introduce a flat rate 

percentage for calculating deductible input tax. 	(We have 
not received any demand for this facility. 	It would be 

complicated and expensive to administer. We do not propose 

to pursue this option.) 

The draft Directive does not provide for compulsory deregistration 

and traders below the relevant threshold, 10,000 or 35,000 ECU, 

may opt for exemption (not to be registered in UK terms), the 

normal system, or the simplified system. 
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Given our conclusions below that the offering of schemes of 

cash accounting and annual returns is now virtually inescapable in 

the domestic VAT context, we believe that this draft Directive is 

broadly acceptable and that in order to secure the threshold 

 

proposals its adoption, subject to points of detail, would be in 

the UK's interest. We shall, however, be submitting a fuller note 

on the draft Directive together with a draft Explanatory Memoran-

dum for your approval. 

Consideration of our review 

A. 	Cash Accounting (Annex A)   

We have not previously given serious consideration to the 

introduction of a scheme allowing small traders to account for tax 

on the basis of cash received or paid. This is not only because it 

would have involved a revenue loss, but also because in our view 

hitherto it would have further complicated the operation of the 

tax. There have, however, been significant developments which now 

make this an option to be given serious consideration. The first 

is the importance now placed on deregulation and removing the 

burdens on small businesses; in this context the prevailing view 

is less that cash accounting would involve a new non-standard VAT 

scheme with inevitable complexities, than that it would offer some 

welcome relief from the financial burdens caused by slow-paying 

customers. The second is the default surcharge to be introduced on 

1 October 1986, with the first surcharges, for quarterly traders, 

to be imposed in May 1987. These two factors, while in fact quite 

separate, are now intertwined. Lord Young and the EDU perceive the 

default surcharge as imposing yet another financial burden on 

small businesses. Whereas previously such small businesses could 

with impunity delay payment of VAT (emphasis again being given to 

those with slow-paying customers rather than those who simply 

"played the system") they now face the prospect of being sur-

charged. This, it is argued, will further exacerbate their already 

precarious cash flow. 
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8. Finally, although at this stage it is no more than a 

Commission proposal, the draft 22nd Directive would make it 

mandatory on Member States to provide a scheme of cash accounting 

for use by small traders. In doing so, the draft Directive lays 

down certain parameters which, consistently with the need to 

balance the provision of assistance to small traders with mini-

mising the impact on the revenue, we suggest should form the basis 

of our consideration. They are: 

it must be available to all traders with a turnover below 

£103,422; (we have used the figure of £100,000 as 150,000 ECU 

fluctuates depending on the £1 ECU exchange rate). 

it must apply to both output tax payable and input tax 

deductible. 

Numbers using the scheme and revenue cost  

At paragraph 5 in Annex A we have produced estimates for the 

likely number of users and the revenue costs involved. Nearly half 

of all registered traders have turnovers not exceeding £100,000 

and so, in theory, could opt for cash accounting. In practice, 

however, we can immediately exclude certain trade groups for whom 

 

the proposed scheme would offer no benefit - probably the reverse - 

leaving a maximum net figure of 230,000. If all of these choose to 

use cash accounting, there would be a once-and-for-all revenue 

loss of about £60 million together with an ongoing annual cost of 

£9 million. In fact, it is most unlikely that the take up would be 

100% and therefore the revenue cost would be commensurately less 

and we estimate a 50% take up (£30m-5m). 

If we offer a cash accounting scheme, we would expect some 

considerable pressure for it to apply only to outputs with input 

tax still being calculated on the basis of invoices received, 

whether or not paid. The revenue cost of such a system would, 

however be significant: a maximum once and for all loss of £125m. 

It is also ruled out by the proposed 22nd Directive. Nevertheless, 
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its proponents would argue that retailers enjoy such a version of 

cash accounting. This is considered in detail at Annex B, together 

with the withdrawal of the 'Standard Method' for calculating gross 

takings. If this method was withdrawn, as we recommend, it would 

mean that retail scheme users would account for tax using tax 

points applicable to all taxpayers; for the majority of retailers 

the date of sale and receipt of payment is, of course, the same. 

It could also be argued that other groups, such as 

barristers also enjoy cash accounting for outputs, but not inputs. 

In the longer term, but not as part of this exercise we shall need 

to consider whether this should be changed, possibly as part of a 

review of tax points in general. 

Summary  

We believe that we now have little option but to offer, in 

the consultative paper, a system of cash accounting, which for a 

significant number of small businesses would offer an easement of 

their cash flow problems caused by slow paying customers. This 

would be based on the parameters defined in the 22nd Directive, 

B. 	Retail schemes (Annex B)  

Since the introduction of retail schemes, we have as a matter 

of course reviewed every four years the various limits, which 

determine eligibility to use certain schemes, and revalorised them 

to take account of inflation. This would have been done again this 

year regardless of "Building Businesses ... Not Barriers". We 

have, however, been increasingly conscious of a number of abuses 

concerning the use of retail schemes and those allowed to use 

them. We therefore considered that the time was opportune to 

undertake a wide ranging and fundamental review of retail schemes. 
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A balanced package  

The package we recommend can be conveniently divided between 

measures which will further assist the small trader while removing 

anomalies which produce an unwarranted tax loss; and measures to 

remove abuses of the schemes and to limit their use, as was 

originally intended, to those traders and transactions where the 

normal VAT system cannot be used. 

Measures to assist the small trader 

The present limits on eligibility to use some of the simpler 

schemes is too restrictive and our aim is to make such schemes 

available for use to the great majority of retailers, other than 

the large national chains. We have therefore proposed substantial 

increases in most limits, well-above the four year rate of 

inflation; modification to some schemes to allow their use by more 

businesses; and properly targetted mark-ups to replace the present 

unrepresentative blanket mark-ups which can either be unfair to 

scheme users, or result in unwarranted revenue loss. 

Measures to remove abuses  

Eligibility. Retail schemes were intended for use by shop 

keepers who do not normally issue invoices. However, and in the 

early days of the tax when our prime concern was to get it up and 

working, use of retail schemes was allowed to persons other than 

retailers, who neither needed them, nor should have been allowed 

to use them. Such traders, estate agents, solicitors etc, who do 

issue invoices, are therefore able to enjoy the benefit of cash 

accounting for their output tax while using the normal invoice 

system for their input tax. With our proposals for full cash 

accounting for small traders we recommend that the use of retail 

schemes be generally withdrawn from such traders. 
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17. In the longer term we shall also be making more radical 

proposals to take account of the revolution which has taken place 

on the high street. With the use by such companies of computer 

linked tills, issuing itemised invoices, the need to use retail 

schemes to calculate tax payable is highly questionable. It would 

appear that many of the large multiples and mail order companies 

continue to use the less than fully accurate retail schemes to 

minimise their tax liability. 

Calculation of gross takings   

This somewhat complicated subject is set out fully at pages 

13 to 15 in Annex B. The proposal to withdraw the standard method 

is, we believe, necessary not only because of the unwarranted 

distortions that can result and its use for tax manipulation - one 

recent case involved over £500,000 - but because of our recom-

mendations concerning cash accounting. The proposal would require 

careful presentation in order to minimise largely uninformed and 

ill considered criticism and we shall aim for careful explanation 

in the consultative paper. Central to this is the fact that 

withdrawal of the standard method would have little or no impact 

on the great majority of retailers, who do not finance their own 

credit and with the use of cheque cards and credit cards have few 

if any bad debts. For them gross takings would still be cash 

received from sales. 

Revenue cost. The cost of introducing this balanced package 

is difficult to gauge but our best estimate is that overall it 

should be broadly neutral. 

Summary  

This review of retail schemes has gone further than the EDU 

will have expected. It is, however, a balanced package offering 

real benefits to the great majority of retailers, while removing 

areas of abuse. It should, we believe, be exposed as a whole in 

the consultative paper. 
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C. 	Annual returns and monthly payments (Annexe C) 

Annual accounting in one form or another has been considered 

on several previous occasions; but hitherto it has been impossible 

to devise an acceptable scheme. Most recently, in 1983 a scheme 

of annual returns and annual payments was rejected by the majority 

who were asked for their views. The proposal for annual returns 

and monthly payments recommended in the 1984/5 "Scrutiny of the 

Administrative and Legislative Requirements on Business" was 

rejected because of the large numbers of extra staff required - 

the system then envisaged would have been semi-manual and offered 

a considerable addition to enforcement work. 

Although we are now running a pilot exercise of monthly 

payments and monthly returns this, we have accepted, is neither 

satisfactory for us, or what the majority of small businesses 

really want - of 5000 businesses invited to join under 10% chose 

to do so. We have therefore given considerable thought to a fully 

computerised system for periodic payments and annual returns which 

is set out in detail at Annex C. The key to this system, and the 

modest staff saving it would secure, is the use of direeL debit 

for payment. The scheme should, we believe, be generally welcomed. 

In particular it offers to nearly half of all registered traders 

the following benefits: 

While in the scheme the trader is effectively outside 

the default surcharge regime. We would, of course, draft the 

necessary regulations to ensure that defaulters, on either 

monthly instalments or the annual return, could be returned 

to the normal system; 

The period for submission or tne annual return is two 

months, as opposed to the one month for quarterly returns 

an effective extension of due date for small traders, but 

because of the interaction with the instalment date having a 

negligible revenue cost; 

• 
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c. 	With only one return a year and two months in which to 

complete it small traders should have less to fear from the 

serious misdeclaration penalty and default interest (and less 

to complain about if they do get their return wrong). 

Unlike the earlier schemes considered this proposal has few 

disadvantages for the Department, indeed it may offer a modest 

staff saving and less ministerial correspondence. The only pos-

sible negative factor concerns control where some traders may fail 

to maintain records on an ongoing basis, relying instead on their 

accountants at the end of the year. it would, however, together 

with cash accounting, be a powerful tool in our review of the 

Keith penalty system to be completed before the 1988 budget. 

The one problem we do foresee is that annual returns would 

impose a fresh load on our computer systems. The extensive changes 

required could not be implemented at the earliest until after the 

introduction of Keith Phase III on 1 July 1988. Moreover, we are 

advised by our computer specialists that the VAT database is 

becoming increasingly overloaded and fragile, so that there can be 

no certainty that it could cope with annual returns without a 

complete redesign and rewrite. We are examining the problem and 

the scope for alternative solutions. We hope to find one, since a 

redesigned database could not be operational before 1991. We shall 

in any case need in the consultative paper to dampen expectations 

of any immediate implementation of this apparently favourable 

scheme. 

D. 	Record keeping and accounts (Annex D)  

It was with this topic that we had the greatest difficulty in 

tormulating any new proposals. In essence the records and accounts 

that a trader keeps are for him to determine. Our only requirement 

is that they record the supply and receipt of all goods and 

services, including importations. We do not specify that these 

records are kept in any particular form, except for the VAT 

account. Once a trader has decided on the records he wishes to 

• 

-10- 
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keep the law requires he preserves them for six years. 

The problem we face is therefore that it is neither centrally 

possible, nor desirable, to lay down rules regarding which records 

should be preserved for six years and which may be disposed of at 

some earlier date. Indeed to do so would be to impose a further 

burden on traders. The present system whereby the keeping and 

preservation of records is determined on an individual basis, at 

local control level, is in our view the best and least burdensome. 

We must also question the underlying assumption of the EDU 

that our requirements are burdensome. Since Royal Assent to the 

Finance Act 1985 we have had few complaints about having to 

preserve records for six years, which is after all consistent with 

other requirements of commercial and revenue law. We therefore 

consider that in the consultative paper we should emphasise that 

the records required to be kept and preserved are a matter for 

agreement between individual traders and their local VAT office. 

Nevertheless, Lord Young and the EDU have in the past been 

strong advocates of employing outside consultants to examine 

particular burdens placed on businesses, and this is the one item 

which may be suitable to be given to a consultant. He would 

examine the alleged burden of preserving records for six years by 

questioning small traders using the normal sampling techniques. We 

shall need, however, to draw his terms of reference tightly in 

order to obviate recommendations inconsistent with our revenue 

control needs. 

E. Registration and Deregistration requirements (Annex E)  

It was not our original intention to include this item for 

inclusion in the consultative document. We were not committed to 

any outside consultation in the White Paper, although in formu-

lating our recommendations we did consult earlier this year with 

some 20 outside bodies. Indeed inclusion will delay completion of 

our review beyond the end of this year, which was the date 
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• 
published in "Building Businesses ... Not Barriers". However, a 

new factor has emerged, that of compulsory deregistration which 

was the subject of Mr Howard's separate submission of 18 July and 

your subsequent meeting with us on 29 July. 	It was then agreed 

that if compulsory deregistration were to be included in the 

consultative document it should not be in isolation but as part 

of a balanced package on registration and deregistration require-

ments. 

Reasons for the review of Schedule 1   

With the advent of the Keith penalties for late registration 

we recognised that the present registration requirements would be 

seen as oppressive. It is for this reason that we have been 

allowing a three months period of grace before assessing penal-

ties. In addition, and on the deregistration aspect, there were 

also aspects ot the current law which appeared to produce 

unintended results, principally in that the law, on occasion, did 

not permit deregistration where the trader wanted it and his 

future tax exclusive turnover would not require him to have been 

registered. 

Revenue cost 

To amend our present registration and deregistration require-

ments, so as to make them less oppressive, can only be achieved at 

some cost. For our recommended solutions the continuing annual 

revenue loss would be:- 

Registration 

The backward look - 	£2m to £6m 

The forward look 	£10m to £25m 

Deregistration. 	 Up to £10m. 
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The proposals to ease the requirements on registration are 

symmetrical, for both the forward and backward looks we would 

allow 30 days in which to notify and register. We have looked at a 

proposal to abolish the forward look, put forward by the VAT 

Practitioners Group, (who repesent the leading firms of accoun-

tants and some consultants specialising in VAT), but this would be 

prohibitive in revenue, costing some £150-200M. Even to abolish 

the forward look for small businesses, up to £100,000, could cost 

£50m together with considerable administrative complexities. 

Compulsory Deregistration  

32. The purpose of including CD in the consultation document 

would be less to secure general acceptance of the proposal on its 

merits (which would be highly improbable), than to see whether it 

is possible to establish a climate in which it would at least be 

acknowledged by the business community at large and the myriad 

special interests that the Government has a reasonable case for 

pursuing it on resource saving grounds as part of a balanced 

package on registration matters. 	The view both of our own 

Departmental and FCO lawyers is that Article 24 of the 6th VAT 

Directive does not permit compulsory deregistration. Businesses 

below the threshold must be allowed to enter the normal VAT 

system, ie register and account for tax. If we were now to 

introduce compulsory deregistration the Commission would therefore 

probably institute infraction proceedings. In addition the draft 

22nd Directive, which amends Article 24, provides that businesses 

below the threshold may opt to be registered. This is, of course, 

something on which we would negotiate in Brussels, with a view to 

persuading the Commission and other Member States that while 

having regard to the burdens on small businesses we must also have 

regard to the administrative burden of controlling the smallest 

trader. 
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• 
F. 	Abolition of VAT on credit transactions between registered 

traders (Annex F)  

33. This subject was not included in "Building Businesses ... Not 

Barriers" as one of the items to be reviewed and we are therefore 

not committed to including it in the consultative paper. Never-

theless, we have considered the idea afresh, and Annex F high-

lights not only the factors which have been seen as important in 

the past but also the particular problems associated in main-

taining the revenue. We fully anticipate, as is clear from their 

Or 	letter of 23 July and your reply of 31 July, that the NFSE will 

c 	raise the subject again in response to our consultation exercise, 

03'2 	but we see no advantage in exposing it generally. Domestic 

considerations apart, we believe it is a complete non-runner in EC 

terms and that we should look to restricting dialogue as far as is 

possible. 

Conclusion  

Our review has shown that we can offer a package of proposals 

for inclusion in the consultative document. They are: 

Cash Accounting; 

Retail Schemes; 

Annual Returns; 

Records and Accounts; and 

Registration and Deregistration 

We now seek your approval for the drafting of a consultative paper 

as outlined in this note and the attached annexes. We should also 

be grateful to know whether you agree that on records and accounts 

we should employ an outside consultant with carefully drawn terms 

of reference. 

As Mr Howard said in his note of 27 June, we aim to submit 

the draft consultative paper to you for approval in September. We 

shall then send drafts to the EDU and other interested Depart-

ments. In our discussion with them we shall, of course, underline 
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the fact that while our aim is to reduce the burden on small 

traders, we must also have regard to revenue cost and the need to 

effectively control the tax. This should prepare the ground for 

the meeting with Lord Young which you suggested in your letter to 

him of 1 August. 

36. We should be glad to discuss. 

o x- 

B H KNOX 
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At my recent visit to the Royal Incorporation of Architects in Scotland, 
and in subsequent correspondence, the Royal Incorporation pressed the 
case for VAT zero rating on alterations to listed buildings to he 
extended to works of repair or maintenance, on the grounds that the 
present arrangement acted as a substantial disincentive to sensitive 
schemes of historically accurate repair. Similar arguments were put to 
my colleague Michael Ancram when he recently met representatives of 
the Convention of Scottish Local Authorities to discuss listed building 
matters. 

Michael and I agreed to pass on the comments raised to our Treasury 
colleagues. In so doing on behalf of both of us I should like to stress 
that we share the concern expressed by the RIAS, COSLA and heritage 
interests generally in the point about the long-term effects on the built 
heritage of a system which discriminates financially in favour of 
alterations at the expense of repair and maintenance of existing 
features. We have, of course, raised this point with you in our 
representations before the last two budgets. 

It is a point worth making that the present arrangements significantly 
reduce the impact of the grants we offer for the repair and maintenance 
of historic buildings. Given the increased public awareness of and 
interest in the conservation of historic buildings, it seems to me that 
VAT zero rating of all works to listed buildings would be a readily 
comprehensible and popular way of underlining the Government's 
commitment to this important part of the heritage and of ensuring that 
the direct funding we in Government provide has the maximum desired 
effect. 

JSS05905 



I should welcome your comments and am copying my letter to 
Nicholas Ridley and Nicholas Edwards for their related interest. 

fL 
MALCOLM RIFKIND 

JSS05905 
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FROM: A C S ALLAN 

9 September 1986 

097.ACSA 

PS/MINISTER OF STATE cc PS/CST 
PS/FST 
PS/EST 
Sir P Middleton 
Sir T Burns 
Mr Cassell 
Mrs Lomax 
Mr Peretz 
Mr Scholar 
Miss Sinclair 
Mr Cropper 
Mr Ross Goobey • 	 PS/IR 
PS/C&E 

A Credit Card Tax 

The Chancellor feels that, given the continued large growth in 

credit card lending, it would be worth dusting off the papers 

on a credit card tax. He would be grateful for the Minister 

of State's view on such a tax. 

Ac-c 
AC S ALLAN'  

• 
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A CREDIT CARD TAX 

CONFIDENTIAL 

FROM: M W Norgrove 

DATE: 15 September 1986 

PS/Chief Secretary 
PS/Financial Secretary 
PS/Economic Secretary 
Sir Peter Middleton 
Sir Terence Burns 
Mr Cassell 
Mrs Lomax 
Mr Peretz 
Mr Scholar 
Miss Sinclair 
Mr Cropper 
Mr Ross Goobey 

PS/Inland Revenue 

PS/Customs & Excise 

The Minister of State has seen your note of 9 September and has 

reviewed the papers back to Mr Knox's note to the Chancellor 

of February 1985. The Minister believes that it would still 

look inappropriate to concentrate on credit card transactions 

unless it was against a wider backdrop of a tax on otheL trans-

actions of personal finance, or we shall have a political outcry 

(from an articulate group of consumers who can be very 

inexpensively briefed) at this singling out and potential 

distortion. He feels that, if we are to do something in the 

1987 Budget, an early discussion of the wider context would be 

77 sensible: this office will arrange. 4-5. 

5k-A.1"-)ttifY 

N(5114,fi 4 PM 

M W NORGROVE 
Private Secretary 

• 
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6 
From The Secretary of State for Wales 

q2  September 1986 

Having seen a copy of Malcolm Rifkind's letter to you of 3 September about 
VAT on repair and maintenance works to listed buildings, I would like to 
add my own support for the case which he has made. 

The present VAT arrangements not only encourage owners to alter, rather 
than repair, their historic buildings - in the face of our wider 'heritage' 
policies - but they certainly reduce the impact of our historic buildings' 
grants, as Malcolm points out. 

I wrote to Geoffrey Howe about this as long ago as 1980 but we are still in 
the position where an element of our grant-aid is negated by owners' need 
to pay VAT. Given the achievements in the field of conservation over the 
past five or six years, the VAT 'anomaly' seems even more pronounced now. 
I do hope that something can be done. 

My only slight reservation on what Malcolm proposes is the suggestion that 
repair or maintenance works should be zero-rated in respect of all listed 
buildings. Such action would be likely to place pressures on our 
structured listing programme - many owners might be inclined to clamour for 
their buildings to be listed. Not only could that lead to pressures which 
we could not absorb at present but it might also make the whole listing 
process in itself more sensitive and controversial. Of course, from the 
Exchequer viewpoint, it would also mean that several hundreds of thousands 
of buildings would at once be "removed" for VAT purposes. 

Instead, I would suggest zero-rating for all repair and mainLenance works 
to historic buildinys - whether listed or not - which attract Government 
grant-aid. In effect, this would cover the best outstanding buildings and 
the most worthy conservation area schemes. 

/Thc numbeL 

The Rt Hon Nigel Lawson MP 
Chancellor of the Exchequer 



The number of eligible buildings and schemes would thus be greatly reduced 
(probably by well over three-quarters). However, in this way, the most 
obvious 'anomaly' would be removed and the conservationist lobby would see 
it as going some way towards meeting their aspiraLions; whilst at the same 
time the loss of revenue would be small when compared with zero-rating for 
all listed buildings. It may also be more practicable to operate such a 
scheme - which would relate to specific works rather than to buildings - as 
a certificate for tax purposes could easily be issued to owners by the 
grant-aiding Department at the same time as the grant offers or payments 
are made. It should be noted, too, that the legislative provisions 
governing grant-aid for historic buildings are designed to ensure 
uniformity, as far as possible, between different parts of the UK. 

I realise that this suggestion would not go far enough in the eyes of many 
but it could certainly prove an attractive compromise which eliminates the 
worst defects of the present arrangements in grant-aid terms. . 

/ 	I am copying this to Malcolm Rifkind and Nicholas Ridley. 
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• FROM: A C S ALLAN 

DATE: 17 September 1986 

PS/MINISTER OF STATE cc PS/Chief Secretary 
PS/Financial Secretary 
PS/Economic Secretary 
Sir P Middleton 
Sir T Burns 
Mr Cassell 
Mrs Lomax 
Mr Peretz 
Mr Scholar 
Miss Sinclair 
Mr Cropper 
Mr Ross Goobey 

PS/IR 

PS/C&E 

A CREDIT CARD TAX 

The Chancellor was grateful for your minute of 15 September 

recording the Minister of State's views. He would like to discuss 

it at the meeting on tax strategy fixed for 22 September. Before 

that, he would he grateful if Customs and MG/FIM could provide a 

quick note on the size of the potential tax base, and its current 

rate of growth. 

• 
A C S ALLAN 

• 
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H.M. CUSTOMS AND EXCISE 

KING'S BEAM HOUSE, MARK LANE 

LONDON EC3R 711E 

• 

Chancellor 

A CREDIT CARD TAX 

Please Dial my Extension Direct: 
Use Code (01)-382 followed by 
Extension Number 5 	 023. 

From: P G WILMOTT 
Date: 19 September 1986 

cc Chief Secretary 
Financial Secretary 
Economic Secretary 
Minister of State 
Sir P Middleton 
Sir T Burns 
Mr Cassell 
Mrs Lomax 
Mr Peretz 
Mr Scholar 
Miss Sinclair 
Mr Ilett 
Mr Cropper 
Mr Ross Goobey 
PS/Inland Revenue 

Mr Allan's minute of 17 September asked for a quick note on the size of the 

potential tax base and its rate of growth. • 
2. 	Before we can arrive at such figures we need first to define what the tax 

base would be. And there arc acveral ways of doing that. Unfortunately we do 

not have a full account of all types of cards used for payment, so some of the 

figuring verges on the speculative. All revenue estimates should therefore be 

treated with more than the usual caution. A further cause for caution is the 

) 	g 4extent to which a tax could induce people to switch from taxed to untaxed 
toAnn 

da  crr payment or credit media, thus undermining the tax base. 

Internal distribution: CPS, Mr Knox, Mr Jefferson Smith, Mr Bone, Mrs Hamill. 

• 
CONFIDENTIAL 



The first question has to be what constitutes a credit card. The 

alternatives are fundamentally bank credit cards which permit extended credit 

(such as Access) or these plus charge cards which allow credit but with the 

proviso of full settlement after a short period (eg American Express). Most 

shop cards (such as Marks & Spencers') are either credit or charge cards. There 

are two hybrids: the 'gold' card, which works like a charge card but also 

offers substduLial overdraft facilities, and the shop 'budget' card, which 

entails the cardholder paying a fixed monthly sum determining a credit limit but 

which can also leave him in credit with a shop. Our view is that if we were to 

single out payment and credit cards from all other forms of payment and credit 

as the object of taxation then we should not seek to distinguish between types 

of card. 	This is partly because of the risk of people shifting from taxed to 

untaxed cards if a distinction were made, and partly because we see such a tax 

as being defined by the physical method of payment - perhaps it would be called 

a payment card tax. 

The second question concerns what the tax base should be. It could be the 

ownership of a card or its use. And usage could be measured in different ways: 

by the number of transactions, by issue of monthly statements, by volume of 

turnover or by the average amount of credit taken. 

In 1985 there were some 19 million bank credit cards on issue. There were 

just over one million charge cards, making a total of about 20 million. In 

addition there were an unknown number of shop cards, perhaps as many as 

5 million (we can find no reliable source of information on retail credit). It 

111 	would therefore be possible to impose an annual tax of, say, £5 on the holding 
of a card with the hope of collecting £125 million revenue. But such a Lax 

would be more likely than most to encourage switching to other payment media and 

abandoning under-used cards. The average number of transactions per hank credit 

card is only about 15 a year and substantial numbers of card-holders are thought 

to own more than one card. It is easy to envisage a drop of as much as a third 

in the number of cards, which would reduce revenue considerably and perhaps 

blight growth in the industry. We understand that the Irish have a tax of this 

sort: our latest information is from 1983 when they had a £5 annual stamp duty 

on each credit card. The tax is of course unrelated to either payment or 

credit. 

• 

• 

• 

• 



• 

• 

e. 	Estimates for the number of transactions on credit card vary. An average 

of sources gives us about 300 million transactions in 1984 on bank credit cards. 

We have no hard information about numbers of charge card or shop card 

transactions, but earlier work suggested a total of 450 million transactions on 

all types of card . (This seems a little on the high side, but we have no way 

of checking.) A tax of 10p on each transaction would therefore yield 

£45 million, assuming no change in behaviour. 

In 1984 it was estimated that some 200 million monthly accounts had been 

issued for credit cards. A specific duty of 10p a statement would yield 

£20 million therefore. 

Gross turnover on bank credit cards in 1984 was estimated to be about 

£8 billion. Ne have no figures for the other types of card, but by making 

various assumptions we can just about make a plausible case for estimating their 

turnover to be in the region of £2 billion, making a total turnover of about 

£10 billion (roughly equivalent to 5 per cent of consumer spending). So an ad 

valorem tax would yield about £100 million for each percentage point. 

In contrast to the taxation of a form of payment one might concentrate on 

taxing cards as a means of credit. It is easiest to look at a tax on 

outstanding credit over a year (although monthly payments could still be made at 

a fraction of the annual rate). At the end of 1984 there was just over 

E3 billion outstanding on bank credit cards. It is not possible to disaggregate 

the information we have on other types of credit to make a precise estimate of 

the amount outstanding on other cards, but it would be in line with our earlier 

guesstimates if it were something under 21 billion, making a total of perhaps 

£4 billion. An ad valorem tax would yield therefore about 240 million for each 

percentage point. But, unlike for example a thoroughgoing tax on all consumer 

credit, this would be singling out a particular form of credit for taxation. 

Most of these different bases are thought to be growing fast. The number 

of bank credit cards nearly tripled between 1976 and 1934. Roughly 30 per cent 

of adults hold at least one, so there remains potential for growth. Shop credit 

cards seem to be increasingly popular though they are starting from a much lower 

• 



1111  base. (Marks & Spencers' venture into this field was the first mass attempt in 

the retail market and they are looking for continued big growth over the next 

few years. Others will no doubt follow.) Equally the number of transactions 

and the volume of turnover have consistently shown real increases. The 

inexorable move towards new technology and EFTPOS makes it likely that growth 

will continue. The only slowing-up visible according to the information 

available is on the average value of transactions by credit card. With the 

likely increase in shop cards this average value might even decline 

hitherto at any rate, retail credit has tended to have a relatively 

per account), but the number of transactions would accordingly rise 

still. We know that the sum outstanding on bank credit cards rose greatly in 

1985: at the end of the year the sum was over VI billion. 

• 

P G WILMOTT 

(because, 

low value 

further 

• 
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• FROM: M W Norgrove 

DATE: 19 September 1986 

• 

PPS 
	 cc PS/Chief Secretary 

PS/Financial Secretary 
PS/Economic Secretary 
Sir Pcter Middle Lou 
Sir Terence Burns 
Mr Cassell* 
Mr Peretz* 
Mrs Lomax 
Mr Scholar 
Miss Sinclair* 
Mr Ilett* 
Mr Romanski* 
Mr Cropper* 
Mr Ross Goobey* 

PS/Inland Revenue 

PS/Customs & Excise 
Mr Knox - C&E (or) 
Mr Jefferson Smith* - C&E 
Mr Bone* - C&E 

A CREDIT CARD/PERSONAL FINANCE TAX 

The Minister of State yesterday met those starred above, in advance 

of Monday's tax strategy meeting, to discuss the options for 

levying a tax in the credit area. Discussion began with a credit 

card tax, which the meeting was largely disposed against, widened 

to a consumer credit tax, which the Chancellor has previously 

ruled out for this administration, and to a balance sheet tax, 

where the risk of driving transactions off-shore has proved the 

decisive negative factor in the past. 

A credit card tax  

Mr Jefferson Smith rehearsed the arguments in favour. Payment 

cards had a total turnover of £10 billion in 1984. There were 

ncarly 19 million credit cards and just over one million charge 

cards, the former generating 300 million transactions a year. 

Previous consideration had centred on a transaction tax but an 

ad valorem tax would be self-indexing, and could bring in far 

greater revenue (eg a yield of £100 million at one per cent). 

There would be borderline definitional problems even if both • 
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charge and credit cards were included (which he thought they 

would have to be) but such a tax, levied on monthly statements 

and involving a relatively small number of companies, was an 

option worth considering as a revenue raiser. To remove 

distortion, the tax would need to be spread very thin over the 

widest possible base. 

Mr Cassell was concerned about the introduction of such a tax 

at a time when all efforts had been geared to moving the economy 

away from cash. The computer changes it would require from banks 

etc would be coming on top of several others in recent years 

(eg composite rate). The definitional problems would be compounded 

by a constantly changing picture of new cards, electronic transfer 

of funds etc. He preferred the alternative of taxing stock, 

including pension funds. His view was that credit could be 

discouraged for reasons other than tax but he was against the 

very concept of taxing transactions and the £50-100 million 

potential revenue from a distortive credit card tax was not worth 

the candle. Mr Ross Goobey feared that such a move would be 

widening the tax base unnecessarily and controversially without 

raising much revenue; in its distortivP effect away from an 

efficient medium of exchange to cash, it was likely to be supported 

only by Securicor. Of the two evils, he preferred a statement-

based rather than transaction-based tax. Mr Ilett raised for 

consideration the Irish practice of levying a tax on the issuing 

of charge cards, which appeared to have the advantage of 

simplicity, but where it would he difficult to get the revenue 

in quickly. The tax would need Lo be based on the annual re-

issue of cards, to prevent companies extending card life to 4 

or 5 years. The Minister of State asked for a note on what effect 

the introduction of this tax had had in Ireland. 

Consumer tax 

Mr Peretz said that revenue from such a tax could be high if 

mortgages were included in its scope but very low if they were 

excluded. 

• CONFIDENTIAL 
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Although he had asked the Revenue to treat this as a firm starter 

in a new adminstration, the Chancellor had ruled out two years 

ago the introduction of such a tax before the Election. The 

question was therefore what had changed in the interim to cause 

that decision to be reconsidered. The Chancellor had made his 

decision principally because, although the hostility raised by 

the announcement of such a tax would be immediate, the revenue 

would be slow to come in, not reaching full yield until after 

two full years. There was now some doubt as to whether credit 

companies really would need so long to re-vamp their systems: 

Mr Ross Goobey noting that banks seemed prompt enough to re-

calculate monthly repayments when interest rates rose. There 

were fewer demands being placed on the financial sector's computer 

programmers now than there were two years ago; and there had 

been a big surge in consumer credit. Problems nonetheless 

remained. Even the most optimistic revenue estimate for the 

first year put the yield at no higher than 25 per cent (compared 

with zero in the first year on the original estimate and only 

half in the second year). If such an acceleration were required, 

Customs would need to consider the practicalities - eg how to 

de-limit the trader population, since the 40,000 credit brokers 

licensed by the DTI would pose real control problems. 

Mr Ross Goobey thought that the number of providers of credit 

as such was likely to be far lower (perhaps not in excess of 

2,000). 	Mr Ilett foresaw problems for small businesses and, 

again, of definitional borderlines. 

If mortgages were included, a distinction would need to be drawn 

between that element of a mortgagc which attracted tax relief 

(which would be exempt) and the rest (which would be taxed). 

For ease of administration, Customs would need to follow Inland 

Revenue criteria. 	Mr Jefferson Smith said that the tax need 

not apply to new credit only and that a way might even be found 

round exempting fixed interest loans. 

Mr Cassell and Mr Peretz agreed that the argument was now stronger 

for doing something on credit grounds. 

CONFIDENTIAL 
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The Minister of State said that the two arguments against such 

a tax had therefore been the delay in revenue delay (which could 

perhaps be overcome to a certain extent) and the politics of 

including mortgages in the tax net. On the latter, the political 

argument cut both ways unless the Party went into the election 

without saying a word about its intention to levy such a tax. 

Balance sheet tax 

If a tax on credit cards was ruled out on the grounds that it 

singled out for no good reason one (efficient) medium of payment 

and if the same arguments remained on a consumer credit tax as 

had obtained two years ago, the remaining option was a balance 

sheet tax. 

Mr Cassell 	said that, when this had been discussed in the 

past, it had been rejected for its possible distortive effects 

and for its inherent danger of driving financial transactions 

off-shore. This danger was not inherent in a consumer credit 

tax, where safeguards (or at least scarecrows) could be built 

in. 

On the question of whether anything should be done in the finance 

area at all, Mr Cropper said that an assessment was needed of 

the balance between tax on financial transactions and tax on 

real goods. His perception was - and the meeting agreed that 

there was no doubt - that the financial sector was undertaxed. 

He had in mind, for example, transactions involving billions 

of pounds worth of gilts which escaped tax. Mr Peretz said that 

there was a danger of driving such transactions off-shore but 

this could be minimised if the rate was kept very small. 

Mr Cassell said that, although the rate itself might appear low 

(eg 0.001 per cent), the tax base was so great that considerable 

sums of revenue were involved - it was like expressing the rates 

on a house not as a global figure but per brick. The Minister  

of State said that, if the idea was to correct the fiscal 

imbalance, that was not an argument against imposing the tax. 

• 	CONFIDENTIAL 
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110 
This would not be (at least exclusively) a bank levy - pension 

funds, building societies etc would all be included. Mr Ross  

Goobey raised the question of whether the Chancellor had ruled 

out any tax on pension funds without a Green Paper. 

Mr Peretz thought such a tax less likely to be passed on to the 

consumer and Mr Cropper felt it would have clear presentational 

advantages over a more transparent credit card tax - for example 

pension fund members were less likely to notice such a charge 

than a Marks and Spencer's card holder who would object to paying 

an extra one per cent charge on goods which had already incurred 

15 per cent VAT. 

Customs would circulate the note requested by the Chancellor 

in time for consideration before Monday's tax strategy meeting. 

M W NORGROVE 
Private Secretary 

• 
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FROM: M W Norgrove 	BtF a j1 
DATE: 19 September 1986 

• 
APS/CHANCELLOR OF THE EXCHEQUER 

VAT ON REPAIRS TO HISTORIC BUILDINGS 

We discussed on Wednesday and again this morning the whereabouts 

of 	a draft reply to Mr Rif kind's letter of 3 September and 

Mr Edwards' of 16 September to the Chancellor, both expressing 

concern at the VAT levied on repairs to historic buildings but 

each proposing slightly different solutions. 

Customs understand that the Secretary of State for the Enviornment 

is likely to enter the fray in the next few days in the same 

vein, but perhaps proposing a third option, and it seems to them 

sensible to delay their drafting of a reply until we see 

Mr Ridley's letter. 

This seems sensible. I think we can afford to wait another couple 

of days before we insist on a draft reply which, when it comes, 

will be the usual negative response to this old chestnut. 

Mr Tracey from Customs will chase DOE on Monday. I shall ring 

him on Monday afternoon and ask for a draft reply, whatever DOE's 

intentions, to reach us on Wednesday. Do you agree? 

M W NORGROVE 
Private Secretary 
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CREDIT CARD CARD TAX 

42. The Chancellor saw immense problems in a wider tax on consumer 

credit. But he did not think that this should rule out a credit 

card tax, which could be a significant revenue-raiser. He did not 

think that taxing credit cards (and charge cards) would lead to a 

significant diversion to other forms of payment, because of the 

convenience of plastic cards. The political acceptability of the 

tax would be helped because it would bring home to people how much 

they paid for credit anyway. He asked for further work to be done. 

Mr Cassell said that the ideas had not been ruled out because 

a wider tax did not look feasible; indeed, the administrative 

difficulties of a wider tax appeared to have eased. 	But he was 

concerned that singling out one means of credit for tax would lead 

to distortions, and could have an impact on MO. 	Sir T Burns  

thought the tax would be a backward step, and Mr Byatt thought it 

would look odd, given the emphasis on non-distortionary financing. 

The Chancellor did not accept this: he started with the view that 

financial services generally were undertaxed, and was looking at 

how to redress this. 

The Minister of State said that there would be a massive 

campaign against such a tax, though the Financial Secretary pointed 

out that the opponents of credit would support it. The Chancellor  

noted that taxation on credit card companies had been increased two 

years ago, with no protest at all. 
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Insurance Premium Tax 

The Chancellor said that this was another potential 

revenue-raiser, which other countries had and we did not. 

The Economic Secretary said that he would not object to the 

tax if it were already in place, but was not keen to introduce it. 

The Financial Secretary also had reservations about "taxing 

prudence". But the Minister of State was keener on this than on a 
credit card tax. 	Mr Byatt was nervous about approaching the 

taxation of financial services in a piecemeal fashion. 

47. Sir A Fraser said that Customs would need to consult the DTI 

to take the work much further, and that they would probably be 

hostile. The Chancellor asked for that work to be done, and asked 

Customs to find out about other countries' experience, particularly 

with off-shore leakage, either from DTI or from Embassies. 
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From: -Nir 3 	Tracey 

Date: 22 Septemuer 19c;6 

H.M. CUSTOMS AND EXCISE 

KING'S BEAM HOUSE, MARK LANE 

LONDON EC3R 7HE 

01-446  1515 382_5369  

PRIVATE SECRETARY TO THE MINISTER OF STATE 

cc PS/Chancellor 

PS/Chief Secretary 

PS/FST 

P5/EST 

Sir P Middleton 

Mr Scholar 

Mr Monger 

Ms Sinclair 

Mr Romanski 

VAT: LISTED BUILDINGS 

I recommend the attached draft reply to the letters from the 

Secretaries of State for Scotland and Wales. 

I understand from DoE that their Secretary of State does not intend 

to intervene. 

J TRACE\' 

VAT Administration 

inEernai 	 r a-A-foram-1 Smith 



• 
The Rt Hon Malcolm Rifkind 
Secretary of State for Scotland 
New St Andrew's House 
St James Centre 
EDINBURGH Efil 3SX 

cc The Rt h Nicholas w_apds' VP 
S.e‘t etary QState for/)ales 
he¼<tn Nic ol 	e.y 

Secretaly of St 	for the nviron 

Thank you for your letter of 3 September about VAT and listed buildings. 

You received qualified support for your views from Nicholas Edwards 

his letter of 16 September. 

Under Group 8A of Schedule 5 of the VAT Act 1983 services and associated 

goods supplied by a VAT registered builder in the course of an approved 

alteration to a listed building are zero-rated. (The legislation refers 

to "protected building"; in practice this largely means listed buildings 

but scheduled monuments are also covered). Approved alterations 

are those which both require and obtain listed building consent from 

the appropriate planning authority. Listed building consent is required 

for work on a listed building which would affect its character as a 

building of special architectural or historic interest. The VAT legislation 

also enables a redeveloper to zero rate the sale or letting on a long 

lease of a listed building which he has substantially reconstructed. 

Alterations not requiring listed building consent (usually internal ones) 

and works of repair or maintenance are standard rated. 

This relief for listed buildings amounts to a substantial mitigation of 

the effects of the VAT changes announced in the 1984 Budget and 

it was widely welcomed at the time by those concerned with the preservation 

of our national heritage. The rationale of the concession we made 

was that the Government accepted the case for retaining a substantial 

degree of zero rating for alterations to listed buildings so as not to  

worsen their position in relation to VAT, particularly when these buildir.s 

were being substantially reconstructed or converted as the only means 

of. giving them a continuing useful life. 

The relief does not amount to an incentive to make alterations \,,,- hich 

\you'd be out of keeping with the character of the building or which 

L  o  cf>5L 
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would destroy important features since listed building consent for these 

can always be refused. While it might be argued that to relieve repair 

or maintenance work to listed buildings alone would cost relatively 

little in revenue terms, benefit would be seen as going to owners of, 

on the whole, very desireable properties whose income tax burdens 

have been substantially reduced in recent years. Furthermore any 

new special relief in this area would lead to pressure to extend it to 

buildings owned by other worthy contenders such as the churches or 

charities. To zero rate all repairs or maintenance could cost over 

£500 million a year as well as resurrecting, in inverted form, the old 

unworkable dividing line between repairs and alterations. 

I appreciate your concern to optimise the money you are able to make 

available by way of grants and that it may appear strange that work 

which is eligible for grant aid also bears tax. There is, however, nothing 

illogical about this. The system of grants represents a flexible and 

economical way of giving help where it is most needed. A general 

VAT concession, on the other hand, would inevitably lead to relief 

being spread more thinly and indiscriminately. Although Nicholas Edwards' 

alternative suggestion of allowing VAT relief only for works which 

attract Government aid might seem less objectionable, I am afraid 

that I cannot agree to it. The current levels of grant must be assumed 

to reflect the fact that repair and maintenance work has always borne 

VAT. If more resources were needed and were available for this area, 

it would surely be better to increase the levels of grant rather than 

in effect give claimants two separate sources of public subsidy with 

their separate administrative mechanisms, one via grant and one via 

VAT. In any case giving two sources of assistance would seem doubly 
unfair to those who qualified for neither. 

Even if in domestic terms the change advocated by the RIAS and CSLA 

could be justified, our obligations under the EC Sixth Directive would 

prevent it. As you know, we are facing infraction proceedings in the 

European Court in which, among other items, our zero-rating of new 

construction is being challenged. \\ hile  the Government has announced 

that it will defend the United'Kingdom's present zero-rates vigorously 

before the Court, we must accept that there is no authority under 

the EC Sixth i-iirective for introducing any new zero rating or restoriiv, 

one that has alreaciy been given up. I am afraid, therefore, that i can 

hold out nu hope of relievinh works of repair or maintenance to listed 

'6uilding,s from VAT. 
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FROM: M W Norgrove 

DATE: 24 September 1986 

APS/CHANCELLOR OF THE EXCHEQUER cc PS/Chief Secretary 
PS/Financial Secretary 
PS/Economic Secretary 
Sir Peter Middleton 
Mr Scholar 
Mr Monger 
Miss Sinclair 
Mr Romanski 

PS/Customs & Excise 
Mr Tracey - C&E 

VAT: LISTED BUILDINGS 

The Minister of State has seen Mr Tracey's minute of 22 September 

and is content with the draft reply for the Chancellor's signature. 

6wvv, 
M W NORGROVE 
Private Secretary 



RC2.4 cc PS/CST 
PS/FST 
PS/EST 
Sir P Middleton 
Mr Scholar 
Mr Monger 
Miss Sinclair 
Mr Romanski 
Mr Norgrove 

SW11-) ;3G PS/C&E 
Mr Tracey - C&E 

 

Treasury .Chambers, Parliament Street. 
01-23:i :1000 

25 September 1986 

The Rt. Hon. Malcolm Rifkind MP 
Secretary of State for Scotland 

Thank you for your letter of 3 September about VAT and listed 
buildings. You received qualified support for your views from 
Nicholas Edwards in his letter of 16 September. 

Under Group 8A of Schedule 5 of the VAT Act 1983 services and 
associated goods supplied by a VAT registered builder in the 
course of an approved alteration to a listed building are 
zero-rated. (The legislation refers to "protected building"; 
in practice this largely means listed buildings but scheduled 
monuments are also covered). Approved alterations are those 
which both require and obtain listed building consent from the 
appropriate planning authority. Listed building consent is 
required for work on a listed building which would affect its 
character as a building of special architectural or historic 
interest. The VAT legislation also enables a redeveloper to 
zero rate the sale or letting on a long lease of a listed 
building which he has substantially reconstructed. 
Alterations not requiring listed building consent (usually 
internal ones) and works of repair or maintenance are standard 
rated. 

This relief for listed buildings amounts to a substantial 
mitigation of the effects of the VAT changes announced in the 
1984 Budget and it was widely welcomed at the time by those 
concerned with the preservation of our national heritage. The 
rationale at the concession we made was that the Government 
accepted the case for retaining a substantial degree of zero 
rating for alterations to listed buildings so as not to worsen 
their position in relation to VAT, particularly when these 
buildings were being substantially reconstructed or converted 
as the only means of giving them a continuing useful life. 

The relief does not amount to an incentive to make alterations 
which would be out of keeping with the character of the 
building or which would destroy important features since 
listed building consent for these can always be refused. 
While it might be argued that to relieve repair or maintenance 
work to listed buildings alone would cost relatively little in 
revenue terms, benefit would be seen as going to owners of, on 
the whole, very desirable properties whose income tax burdens 



have been substantially reduced in recent years. Furthermore 
any new special relief in this area would lead to pressure to 
extend it to buildings owned by other worthy contenders such as 
the churches or charities. To zero rate all repairs or 
maintenance could cost over £500 million a year as well as 
resurrecting, in inverted form, the old unworkable dividing 
line between repairs and alterations. 

I appreciate your concern to optimise the money you are able 
to make available by way of grants and that it may appear 
strange that work which is eligible for grant aid also bears 
tax. There is, however, nothing illogical about this. The 
system of grants represents a flexible and economical way of 
giving help where it is most needed. 	A general VAT 
concession, on the other hand, would inevitably lead to relief 
being spread more thinly and indiscriminately. Although 
Nicholas Edwards' alternative suggestion of allowing VAT 
relief only for works which attract Government aid might seem 
less objectionable, I am afraid that I cannot agree to it. 
The current levels of grant must be assumed to reflect the 
fact that repair and maintenance work has always borne VAT. 
If more resources were needed and were available for this 
area, it would surely be better to increase the levels of 
grant rather than in effect give claimants two separate 
sources of public subsidy with their separate administrative 
mechanisms, one via grant and one via VAT. In any case giving 
two sources of assistance would seem doubly unfair to those 
who qualified for neither. 

Even if in domestic terms the change advocated by the RIAS and 
COSLA could be justified, our obligations under the EC Sixth 
Directive would prevent it. As you know, we are facing 
infraction proceedings in the European Court in which, among 
other items, our zero-rating of new construction is being 
challenged. While the Government has announced that it will 
defend the United Kingdom's present zero-rates vigorously 
before the Court, we must accept that there is no authority 
under the EC Sixth Directive for introducing any new zero 
rating or restoring one that has already been given up. I am 
afraid, therefore, that I can hold out no hope of relieving 
works of repair or maintenance to listed buildings from VAT. 

I am copying this letter to Nicholas Edwards. 

/A NIGEL LAWSON 
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FROM: A C S ALLAN ( 

DATE: 20 October 1986 

PS/MINISTER OF STATE 

CONSUMER CREDIT TAX 

cc PS/Chief Secretary 
PS/Financial Secretary'' 
PS/Economic Secretary 
Sir P Middleton 
Sir T Burns 
Mr Cassell 
Mr Peretz 
Mrs Lomax 
Mr Scholar 
Miss Sinclair 
Mr Ilett 
Mr Romanski 
Mr Cropper 
Mr Ross Goobey 

PS/IR 

PS/C&E 
Mr Knox - C&E 
Mr Jefferson Smith - C&E 
Mr Bone - C&E 

The Chancellor feels that the recent attention paid to the growth 

of personal sector credit means that we should look again at the 

option of a consumer credit tax. 	Your note of 19 September 

recorded the discussion the Minister of State had had with Treasury 

and Customs Officials on this subject (among others). It was not 

pursued further at the meeting on tax strategy on 22 September, 

because at that time the discussion focussed on a credit card tax 

alone. 

2. 	The Chancellor would be grateful if you could arrange for a 

short note setting out the options for a consumer credit tax and 

their implications, as a basis for discussion at a meeting we shall 

be arranging shortly. 

Cgr- 
A C S ALLAN 
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Board Room 
H M Customs and Excise 
King's Beam House 
Mark Lane London EC3R 7HE 

A PAYMENT CARD TAX 

/ 
At your meeting on 22 September you asked for further work to be done. I attach 

From: B H KNOX 
\ 

Date: 27 October 1986 

CHANCELLOR cc Chief Secretary 
Financial Secretary 
Economic Secretary 
Minister of State 
Sir Peter Middleton 
Sir Terence Burns 
Mr Cassell 
Mr Scholar 
Mrs Lomax 
Miss Sinclair 
Mr Ilett 
Mr Cropper 
Mr Ross Goobie 
Mr Tyrie 
PS/Inland Revenue 

a note (agreed with the official Treasury) which sets 

  

 

out as much as wc know or 

  

can guess about the subject without seeking expert advice from the Bank of 

England and perhaps others, such as the Department of Trade and Industry. A 

separate submission is being prepared by the Treasury on the wider question of 

taxing consumer credit. 

2. 	Much of the material will be familiar reading from both earlier and more 

recent considerations of payment cards as a possible candidate for taxation. 

Internal distribution: CPS, Mr Jefferson Smith, Mr Wilmott, Mr Bone, Mrs Hamill 
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However, this is a convenient point at which to draw together all the 

information which we have. The note shows that it ought to be possible to 

devise a tax, through various bases, on payment cards, though there are some 

undenidUly grey areas where decisions could be difficult or contentious (such as 

store cards or cards with more than one use). Each tax base would bring its own 

particular problems: none stands out as trouble-free. For example, a stamp 

duty type of tax on card-holding is simple but could not differentiate subtly 

between different types of card; whereas an ad valorem charge related to 

payments would be fairer in avoiding these problems and in being related more 

closely to usage, but would be more distortive. The revenue which the tax would 

raise would of course depend on both the base and the rate, but it seems 

unlikely that the full-year yield could be at the very most more than about £100 

 

to £200 million without the tax appearing unduly swingeing. First-year yield 

could be considerably less. The RPI impact effect would be nil. There would be 

compliance costs for the finance houses running the various credit schemes and, 

to the extent that the retail sector dealt with finance 'in-house', for some 

stores. Extra Customs and Excise staff would be required to operate the tax. 

What we find difficult, if not impossible, to assess is the wider effect of 

such a tax. Some variants would be more perceptible than others to the consumer 

and could be expected to result in a reduction in the number of cards held or in 

the number of card transactions or in the level of turnover on cards. For 

example, a stamp duty on card-holding could have a disproportionate effect on 

the store card sector, since these cards have less general application than bank 

credit cards and might be more willingly jettisoned. As this is the sector of 

the market with the most potential for growth, such a move could easily be seen 

as retrograde. 

This brings us on to more general questions which will need to be 

considered in coming to a decision on taxing cards. First, assuming that more 

taxation ought to be raised from the financial sector, is this the right place 

(Rt^- 
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to start? Payment cards represent only a small, though expanding, part of the 

sector. (In 1985, according to Financial Statistics, bank credit card lending 

amounted to some 16 per cent of consumer credit. And bank credit card turnover 

much wider uses for them in the near future, such as direct debiting at 

check-outs. It is not fanciful to imagine still more extended uses for them, 

going beyond simple payment for purchases, before the end of the century. (The 

Financial Times recently reported that GEC were developing a card which, in 

addition to performing financial transactions, could also carry data, such as 

medical records, and allow access to buildings, computers and perhaps even 

countries, as a replacement for passports.) Leaving aside the administrative 

problems which could arise in distinguishing between cards used solely for 

payment and those which might have other functions as well, there remains the 

question of whether it makes a great deal of sense to tax one, efficient, medium 

of making payment (as well as conceivably doing other things) and not others. 

5. 	Second, although a tax on some financial transactions, it would not be a 

tax on the financial sector as such, since we can think of no way in which it 

would not be passed on to consumers, and perceptibly at that. (This is in 

contrast to the much more modest and technically different change in VAT status 

of the card companies in the 1984 Budget, which could not have been perceptible 

to card holders.) Two issues arise from this: a) whether it is the consumer or 

the industry which is intended to be the target; and b) whether the group of 

consumers most affected (predominantly ABC1 males in the South of England) is 

one which you wish to single out for taxation. 

6. 	Third, the tax would need to be considered against the Government's overall 

taxation strategy. Although it would mark a further shift towards taxing 

spending, it would be small; even if we managed to squeeze a full year yield of 

£200 million from the tax, that would finance a reduction in the basic rate of 

income tax of no more than one sixth of a penny. 

LJUVU. 149 1  (2  d  . 
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Fourth, Ministers would have to consider what messages they would be 

sending out by imposing such a tax. Although it would appear to respond to 

demands to cut the volume of credit available to the country at large, it would 

in practice have little effect on that amount; and this would be immediately 

obvious to the knowledgeable in, for example, the City. At the same time it 

would appear to demonstrate Government disapproval of an efficient payment 

medium. 

These wider issues are more for the official Treasury to advise on than for 

US. But this note provides a convenient means of drawing together many of the 

points that will need to be pursued. 

B H KNOX 
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A PAYMENT CARD TAX 

THE TARGET SECTOR 

Types of Card 

1. 	There are two main types of card. Bank credit cards like Access and Visa 

offer revolving extended credit: the cardholder has a choice of settling the 

bill in full upon receipt of a monthly statement, or of making a minimum payment 

and being charged interest on outstanding credit. Charge cards (eg American 

Express) do not offer the extended credit facility, and an annual membership fee 

is payable. "Store cards" (eg Marks & Spencer) combine various features of the 

two main types in different ways: monthly accounts resemble the charge card 

system, without the annual fee; option accounts operate like credit cards; and 

budget accounts offer the client credit equal to a multiple of a monthly payment 

made into the account. Various other hybrids are found, for example the "Gold 

cards", which are issued to customers of standing and which offer unlimited (but 

not extended) credit in addition to overdraft facilities; as for charge cards, 

monthly statements require settlement in full. This paper proceeds on the 

assumption that we do not distinguish between the different types of credit 

offered by the various cards, but are concerned with the taxation of all cards 

allowing the facility of delayed payment. 
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Numbers of cards 

2. 	Press reports at the beginning of October gave the following details of 

ownership: 

Bank Credit Cards 

Barclaycard 	8.3 million holders 

Access 	 9.1 million 

Trustcard 	 2.5 million 

Total 	19.9 million 

Charge Cards 

American Express 	1.0 million 

Diners Club 	0.3 million 

Total 	1.3 million 

The overall total of 21.2 million is thought to be about a million up from 

the beginning of the year. 

Store Cards 

Although store cards are widely acknowledged to be a rapidly expanding 

sector of the credit card industry, we have not been able to turn up 

detailed facts and figures. Some outside research earlier this year 

indicated that approximately 13 per cent of adults in the UK held one or 

more store cards. The Burton Group and Debenhams each have over 1 million 
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cardholders, and Marks and Spencers about 1.5 million At the moment it 

looks as if there could be about 5 million store cards in existence. Store 

cards are still in their infancy, with new cards appearing and different 

schemes being tried out. There is some evidence of moves towards 

consolidation, reflecting trends in the retail trade generally. For 

example, stores in the Conran group each issue their own cards, but accept 

each others'; a Richards Shop card could be used for purchases in 

Mothercare or BHS. It is possible that one or more of the store cards will 

rise in acceptability and importance to compete with Access and Visa. 

Other retailers are known to be keen to accept the St Michael card. 

We deduce that the total number of payment cards could be of the order of 

26 million. 

Payment Card Transactions 

3. 	Estimates for the number of transactions on credit cards vary. An average 

of estimates gives about 300 million transactions on bank credit cards in 1984. 

In the absence of hard information about transactions on other cards, we are 

forced to stick with the earlier estimate of about 450 million transactions on 

all types of card. This suggests that on average, a card will be used between 

once and twice a month. As a method of payment, credit card usage has increased 

as people gradually move away from postal orders and cash. But this is from a 

very small base: in 1984 nearly seven out of eight household payments (of El or 

more) were still made in cash, credit cards accounting for less than 2 per cent 

of household transactions. 



CONFIDENTIAL 

Turnover and volume of credit 

Expenditure via bank credit cards has gradually increased, from about 1 per 

cent in 1976 to over 4 per cent of consumer spending in 1984. Store cards will 

add a little to this, so the total is perhaps about 5 per cent now. The 

proportion of outstanding consumer credit (excluding mortgages and the like) 

attributable to bank credit cards at the end of 1985 was about 16 per cent. It 

is not possible to disaggregate retail credit to show the different effects of 

store cards and, for example, hire purchase arrangements. Recent press reports 

suggest that bank credit cards are now the single largest source of consumer 

credit, accounting for getting on for 40 per cent of new advances in the last 

three months. 

TRENDS 

Penetration of retail outlets  

At the end of 1984, 218,000 retail outlets accepted Access cards (the total 

for Visa was 215,000). Penetration has more than doubled in eight years, 

although there still remains scope for expansion, for example in the food 

sector. As card usage becomes more common, it is likely that cards will be used 

increasingly for low-value purchases, and there are already indications that the 

average value of card transactions is falling. Wide acceptance of credit cards 

by supermarkets would certainly accelerate this trend, no doubt aided by the 

growth of store cards. 

Card-holding 

At the end of 1984, about a third of adults in the UK had credit cards. 

With the notable exception of "Trustcard", credit card usage is low in Scotland, 

the North, and East Anglia, and amongst members of the C2, D and E socio-economic 
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groups. Credit card usage is greater amongst men than women, apart from 

Trustcard which is also the only card to have a high take-up rate with the under 

24's and over 50's. The success of Trustcard indicates that there are no 

reasons why areas with low card take-up rates could not eventually be penetrated 

to a high level with successful marketing. Businesses are increasingly using 

company cards for expenses. 

The future 

All the indications in the card market point to an inevitable rise in card 

holding and perhaps new possibilities for card use. Commentators expect cards, 

both as a method of payment and as a means of obtaining consumer credit, to 

become increasingly important. And it is quite possible that cards will become 

more multi-functional: if card ownership rises to a very high level, scope for 

adding extra functions to cards could be considerable. 

Experiments in EFTPOS (electronic funds transfer at point of sale) and in 

"town cards", which are regionally based, suggest gains in efficiency both in 

the retail trade and in the transmission of money. EFTPOS operates in 

Australia, New Zealand, much of the Far East, the USA, France, Spain and 

Portugal, with card details on a magnetic stripe or silicon chip on the card. 

In the UK, there are several regional EFTPOS experiments at present being run by 

different banks and building societies, with a target start date for a single 

nationwide system of 1988. 

OPERATION OF A TAX 

A tax could be on the holding or on the usage of cards, or even on both. 
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A Tax on card-holding 

A tax on card-holding has the appeal of simplicity: it would be easy to 

collect and after an initial period of volatility in cardholding (as multiple 

cardholders surrendered little-used cards to avoid the tax), revenue should be 

buoyant. The tax could operate (as we believe happens in Ireland) as a type of 

stamp duty on issue or renewal of cards: probably annually, though it could 

bite more frequently. One difficulty might be that cards now tend to be issued 

for periods of more than a year, but it should be possible to draft legislation 

in such a way as to call for tax from companies in respect of cards held in a 

particular period. Annual returns and payments should keep administration costs 

to the mimimum. Inasmuch as there would be compliance costs for any types of 

the tax, they will probably be less for this variant. 

Taxes on card usage 

Simple though a specific charge on card ownership would be, a tax related 

to card usage would be fairer and would therefore ave a higher revenue raising 

capacity. By being related to use of the card as a payment medium, it could 

reduce, though perhaps not entirely eliminate, problems over multi-purpose 

cards. In principle, the largest tax base and greatest buoyancy would be 

obtained from an ad valorem tax, though there are specific alternatives. An ad 

valorem tax could be related to the value either of turnover or of credit 

extended on each card. The former could appear as a monthly charge on a 

statement. The latter could be more complex (eg on an average of outstanding 

credit) and would offer a smaller tax-base. By extension, usage could be taken 

to include receipt of a monthly account, and a specific duty levied on that. 

One possible awkwardness would lie in the possibility of taxing statements 

showing nil balances (eg when an account had just been paid). A more obvious 

way of taxing usage would be to levy a specifin duty in respect of each 

transaction shown on a statement. 
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• 
Apart from the tax on credit, none of these options would appear to pose 

insuperable operating problems. Since by its nature the industry is highly 

computerised, it should be possible to devise a collection procedure integrated 

with the industry's billing systems. And, provided the number of taxpaying 

companies could be kept low (the retail sector could prove to be particularly 

fragmented and pose problems), collection need not be unduly manpower-intensive. 

It is too early to give any indication of resources which would be required, but 

at this stage it seems plausible to assume that it would entail tens rather than 

hundreds of extra staff. Naturally any tax which is based on a number of 

variables is likely to require more administration (and be more open to 

manipulation) than a straightforward specific tax on card-holding. 

Revenue 

Mr Wilmott's submission of 19 September spelt out the various revenue 

possibilities of the different tax bases. Using the same data but manipulating 

them to show 'what unit charge is required for a common revenue yield, we reach 

the effects shown in the following table. These estimates are particularly 

uncertain, as there remain large gaps in our knowledge of the sector. They take 

no account of possible demand effects, to which there are no documented clues. 

Tax base 

 

illustrative unit charge needed  
to yield total annual revenue  
of £50 million (before demand effects) 

7126rnyvi 

4-010 

  

card holding 

transactions 

monthly accounts 

turnover 

credit taken 

£2 a card a year 

10p a transaction 

25p a statement 

0.5% of turnover 

1.25% of average 
outstanding annual 
credit. 
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• 
Any multiple of these unit charges could of course be chosen. But it seems 

probable that any tax raising more than about £200 million (eg El for a monthly 

statement or £8 a card) would be highly perceptible and could bring about major 

changes in the size of the tax base. In practice, we would see £100 million as 

a more realistic target. A tax on card holding would be particularly likely to 

reduce the base because of the large number of people, at present holding more 

than one card, who would be tempted to shed little-used cards. The impact 

effect of any of these options on the RPI would be nil. 

Revenue-raising capacity and consumer resistance 

A modest charge would be unlikely to provoke serious resistance by 

consumers. The average card-holder would probably not find paying 40 pence a 

month as 1 per cent of his turnover (or E5 a year stamp duty) too great an 

obstacle to the convenience of plastic money (and particularly of being able to 

delay payment). On the other hand the card companies will not be slow to show 

their customers the source of the charge, eg on each month's statement, or less 

frequently for the card-holding duty. There could be more general resistance to 

a transactions-based tax from operators, who could argue that it was an impost 

on an efficient means of payment and distortive as it singled out just cards, as 

opposed to cash or cheques. 

Borderlines and difficult areas 

There are two particularly difficult definitional areas. The first is the 

multi-purpose card, such as Barclaycard, which can be used solely as a cheque 

guarantee card but also as a payment card. A tax simply on cardholding would 

fail to make the distinction. Second, store-cards are but a particular type of 

retail payment and/or credit. In terms of payment there is no great conceptual 

difference between running an account with the local butcher which is settled 

monthly and paying in full the monthly account from Marks & Spencer. And if 

credit is wanted, most large stores operate hire purchase agreements as well. 

So taxing store-cards (whether by usage or holding) would be particularly 

awkward to present coherently. But not to tax them, in contrast to all other 

cards, would be inequitable. 

o rIA44t, 
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Avoidance 

Store card traffic seems the most likely to be diverted into other forms of 

payment or (more probably) credit, eg by some form of token or document. More 

generally there could be attempts by card companies to operate from off-shore, 

which, although probably not insurmountable, nould make a tax difficult to 

police. And many consumers would take to carrying cash for regular purchases 

currently made by credit card (eg petrol). 	
rAM41 te-41 6"1444-44:- 

Even if we knew as much as there was to know about the industry, we would 

be unable to have a tax ready to operate on Budget Day. This is because we 

would need a period of consultation with the industry to get the detailed 

legislation right. As it is, our knowledge is at best sketchy. Although it 

would most probably be valuable to have early discussions with the Bank of 

England and the Department of Trade and Industry, it seems unlikely that we 

could have more than an outline of the tax for inclusion in the Finance Bill. 

Thereafter the best we could aim for would be to consult on draft regulations 

during the spring and summer with the object of operating the tax from the 

autumn. This would of course affect first-year revenue. Depending on 

collection methods, it might mean only a quarter of the full-year revenue in 

1987-88. Only with a tax on card-holding might it be possible to find a way of 

raising a full year's revenue in 1987-88. 



FROM: M W Norgrove 

DATE: 28 October 1986 

MR TREVETT - C&E 

VAT AND SMALL BUSINESS 

The Minister of State has seen Mr Trippier's letter of 23 October 

covering an "interesting booklet" on this subject. The Minister 

has commented that he had not previously realised that one of 

the arguments in favour of the abolition of VAT on registered 

trader credit transactions was that it is is common practice 

in Latin America.... 

lAVAA 
M W NORGROVE 
Private Secretary 
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Bernard Juby of the National Federation of Self Employed recently 
brought to my attention an interesting booklet entitled 'VAT and 
Small Business: European Experience and Implications for North 
America' by Graham Bannock which was published earlier this year. 

The main purpose of the booklet is to consider the advantages or 
otherwise of a system of VAT over purchase taxes and the NFSE felt 
that it provided a number of useful arguments in support of their 
proposals for abolishing VAT on transactions between registered 
traders. You will be familiar with the NFSF view and some of the 
arguments are summarised on pages 66 and 67 of the booklet. 

I understand that following your meeting with David Young there 
will be a reference to the NFSE proposals in the forthcoming 
consultative document. I am aware that there are genuine 
objections to these proposals, but I think that Graham Bannock's 
work brings out well the inherent complexity of the VAT system and 
its regressive effect on smaller firms. 

VAT AND SMALL BUSINESS 

jjI f& 
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...I am enclosing a copy of the booklet which I am sure you will find 
of interest if you have not already seen it. 



66 
	 VAT AND SMALL BUSINESS 

Income Tax administrations have already been carried out in one part of the 

country. 
To avoid these distortions and to keep as many businesses as possible within 

the VAT surveillance net, other European countries have other ways of treating 
small firms. There are a variety of flat rate schemes which involve setting VAT 
liability as a fixed percentage of sales or relating it to inputs. These schemes 

also result in distortions since they normally require the use of crude industry-
wide margins, while attempts to tailor fixed rates for individual firms seem to 
result in higher administrative burdens for both government and business. 

Another method widely used in the EEC for farmers is to exempt them from 
VAT registration and from charging the tax, but to allow their customers to 

deduct the farmers' notional input taxes from their VAT liability. In this way, the 

burden of administration is passed from the farmer to his customer, hut this is 

only effective where all the farmer's sales are to registered traders. "Fat ittgme" 
and other direct sales thus become free of tax. this tends to encourage 
inefficient methods of distribution, A variant of this approach is to transfer the 
burden of administering VAT to the suppliers rather than the customers of small 
firms. This method works like a tax levied at the wholesale stage, but since it 
involves discriminating between different types of wholesale customer it 
greatly complicates administration for registered firms. 

The other systems used to ease the burden of VAT on small firms involve 
compensating them for part at least of the compliance burden by allowing them 
to retain part of the tax collected. (Some US states and Canadian provinces 

allow the retention of a percentage of sales taxes, up to a ceiling, to compensate 
for compliance costs). This relief usually takes the form either of a VAT liability 
threshold below which tax need not be handed over to the authorities, or a 
tapered percentage relief varying with turnover size bands. All of these com-
pensatory schemes involve some increase in the complexity of the system and 
therefore in the operating costs of both government and business. 

Other alternatives exist. One method would be to allow small firms the option 
of being assessed for VAT on an annual basis, calculated from the annual 
accounts which have to be prepared anyway for business income tax purposes. 
The disadvantage of this approach is that, unless these accounts were to become 
more elaborate, the use of more or less arbitrary ratios of inputs and outputs 
would be necessary. Some form of regular payment would also be required, 
which would still leave some of the administrative burden. 

Another alternative which has its attractions would be to eliminate all VAT 
payments between registered traders. Traders would be able to purchase tax free 
by quoting an exemption certificate number. Retailers would continue to charge 
VAT and their business customers would be entitled to reclaim taxes paid on 
retail purchases. This is the "ring system" of VAT operated in some Latin-
American countries. Since VAT payments between registered traders do not 
contribute to net revenue collected there would, in theory, be no loss of revenue. 
At the same time, since the vast majority of all individually recorded VAT 
transactions are between registered traders, there would be a massive reduction 
in business record keeping and in the self-cancelling flows of tax revenues to 

tit. tor ailthewitirc 

VAT AND SMALL BUSINESS 

Proposals to this effect were made by the Consultative Committee of Ac-
countancy Bodies (CCAB) in the UK in 1978, but not adopted on the recom-
mendation of an investigative committee which included representatives of the 
CCAB, the Confederation of British Industry (CBI), retailing and wholesaling 
bodies and Customs and Excise, but not small business as such (Commissioners 
of N.M. Customs and Excise (1979)). The tax authorities argued against the 
change on the grounds that only 28 per cent of registered traders predominantly 
supplied registered customers, while about 50 per cent sold regularly to both 
registered and non-registered traders, and their compliance costs would be 
worsened. The task of enforcement would also become more difficult so that 
neither most firms nor the tax authorities would find the administrative burden 
easier. 

The tax authorities were mainly worried about the risk of increased evasion in 
the retail sector where "a disproportionate amount of VAT errors, under-
declarations and fraud occurs". It has been argued that under the CCAB 
proposals one major source of fraud (false input tax reclaims) would be 
eliminated (see National Federation (1982)). Not mentioned in the official 
report was the fact that by cutting input tax returns, a major tool in policing the 
system (through computer ratio checks) would be removed from the hands of 
the authorities. 

Retailers, including small retailers, were against the change because it would 
increase their administrative burden (mainly because the special simplifying 
schemes operating in the retail sector depend upon input tax invoices) while the 
CBI and wholesale interests did not feel that the advantages of the CCAB 
proposals would offset the adverse effect upon cash flow that would result. It 
was also doubtful if the proposals were consistent with either the letter or the 
spirit of the EEC 6th Directive. 

The debate over the CCAB proposals has been summarised at some length 
because it illustrates how, once a VAT system is in place, it is likely to remain. 
The arguments and investigation were certainly not exhaustive—for example, 
no serious attempt was made to measure the effect of the proposed changes on 
the compliance costs of business as a whole, nor was the following question 
faced: once VAT between registered traders is eliminated, what are the advan-
tages of that system over other indirect tax systems? A VAT without tax between 
registered traders is, in essence, identical to a comprehensive sales tax. 

All schemes for lightening the burden of VAT on smaller registered traders 
inevitably introduce further complexity and economic distortions or increase 
the opportunities for evasion or all three. The fact is that although better 
schemes might be devised, small business and VAT do not go well together. 

• 
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28 October 1986 

A PAYMENT CARD TAX 

I am afraid that the lines underlined below were missed from the 

fourth paragraph of Mr Knox's note of 27 October to the 

Chancellor. The third and fourth sentences on the third page 

should read:- 

"And bank credit card turnover in 1984 was estimated to  

be about 4% of  consumer spending.) They are an 

efficient means of effecting psyment and technological 

developments suggest much wider uses for them in the 

near future, such as direct debiting at checkouts. 

J L RAILTON 

Private Secretary 



Board Room 
H M Customs and Excise 
King's Beam House 
Mark Lane London EC3R 7HE 

From: P Jefferson Smith 

Date: 28 October 1986 

MINISTER OF STATE CC WChancollor 
Miss Sinclair 
Mr Halligan 
Mr Cropper 

You may like to have notice of a VAT case that could be 

potentially embarrassing. 

Our West End VAT Office have recently been approached by a firm 

of builders who are engaged in a major and very costly conversion of 

the house occupied by Mr and Mrs Norman Tebbitt. They have asked for 

zero rating of a significant proportion of work on the grounds that 

these are necessary conversions for Mrs Tebbitt's use as a disabled 

person. 

If the supply were directly to Mr and Mrs Tebbitt (or to a 

charity), the zero rate could be applied to work relating to the 

installation of lifts, adaptation of bathroom or lavatory facilities, 

and alterations designed to improve access. In this case, however, 

the work is being done on behalf of the landlord, the Duke of 

Westminster's Grosvenor Estate. The builders have been told that 

there is no provision in the law to permit the zero rating of such 

supplies to a private landlord, and that they must apply the standard 

rate. 

We understand that the builders accept this ruling and do not 

intend to pursue the matter further. Nonetheless, the ruling may 

seem harsh, although it is a correct application of the VAT law in an 

area where conditions for relief have been carefully prescribed. You 

may like to be forewarned in case the matter is raised with you 

privately. 

P Jefferson Smith 

Internal circulation: 
	

CPS; 	Mr Knox; 
	Ms Barrett; 	Mr Monk 

301 Ito No 



VAT: Small business review 
H M Customs and Excise 

	
October 1986 

We would like to simplify the VAT rules for small businesses. Full details of our proposals and 
possible changes are in a consultation document but the main points are summarised in this 
leaflet. So that we can decide how best to meet the needs of small businesses we would be 
grateful if you could tell us what you think by answering the questions in this leaflet and 
returning it, in the envelope provided, by 31 December. 

If you would like to say more about any of these points or have any other ideas for changes 
please do this in the space provided at the end of this leaflet. You will, of course, be told when 
these or any other changes are actually to be introduced. 

You can get more information and copies of the consultation document from: 

David Brampton 
H M Customs and Excise 
Room 322 
Knollys House 
Byward Street 
London EC3R 5AY 

/(0161(._ Rt-ccoicb : 12S6 

Telephone (01) 382 - 5365 

Not all of our proposals affect all types of businesses. To help us to interpret your answers, will you 
please first show wlietlier you: 

Yes 	No 

are in the construction industry 3o 

  

   

Yes 

 

No 

   

use a retail scheme. 171 

    

      

If you do use a retail scheme, please show the scheme that you use here. 

    

    

1. 	Cash accounting 

This scheme would be open to all businesses with an annual turnover below £100,000. It would provide 
an alternative to the normal VAT accounting system which is based on invoices received and issued. In 
this scheme you would account for VAT on the basis of cash received and paid out. This means that you 
would not have to account for VAT until your customer pays you and you would not be able to reclaim the 
VAT until you pay your suppliers. 

The normal VAT record-keeping requirements would still apply to anyone using the scheme and you 
would have to include a summary of all receipts and payments. 

Use of the scheme would not be compulsory - you would have to apply to use it. If you did use the 
scheme, you would have to stay in it for at least two years unless your turnover exceeded a set limit 
when you would have to revert to the normal method. 	 Yes 	No 

Would you want to use this scheme? 	 FS:Fg1 	PIT1 



       

       

       

       

       

       

       

       

Postcode 

  

    

Name 

Address 

Phone no. 

410 Annual VAT returns and regular payments 

This scheme would be open to all businesses that have been registered for VAT for at least a year and 
have an annual turnover below £100,000. To use the scheme you would have to accept an assessment 
based on your previous twelve month's VAT payments. This figure would then be divided by ten. You 
would have to make nine monthly payments by direct debit - starting four months after you enter the 
scheme. You would then have two months to put in your annual return and make the tenth payment, 
adjusted to balance your account. 

This scheme would not be compulsory but if you use it you would normally have to stay in it for at least a 
year. During this time you would not be in the default surcharge system. If you failed to make a payment 
you would have to leave the scheme and account for VAT in the normal way. 

Yes 
	

No 
Would you want to use this scheme? 281 93% 

3. VAT records and accounts 

We are asking an independent consultant to look at the current VAT record-keeping requirements. If you 
would like to contribute to this review - for example, because one of the requirements causes you 
particular problems - please give your name and address in the space provided. This will help the 
consultant to choose a sample of businesses to contact. 

992 

4. VAT registration and deregistration 

We would like to simplify the rules. As you are already registered some of the changes would not affect 
you - for example, a longer time limit for notifying liability to register. But we also propose changing the 
deregistration rules. Please show whether you agree/disagree with each proposal by ticking the 
appropriate boxes: 

• 
	

If you are thinking about deregistration you would only have to consider 
	Agree 	Disagree 

your future turnover excluding VAT - not your past turnover. 

If your turnover goes below the registration limit you would have to 
deregister. 

If you have to deregister you would have one month to tell your local 
VAT office - not 10 days. 

If you deregister, you may later need to consider your liability to 
reregister. When you do this you would be able to work out your 
future turnover ignoring your turnover before deregistration. 

33% 797 

106V1 66 

F1171-91 163 



10 

I0 

Disagree 

7 

Disagree 

2. 

Disagree 

Disagree 

3$ 

bik 
Retail schemes - you should only answer this section if you use a 
retail scheme   

We would like to improve the operation of these schemes. Please show whether you agree/disagree with 
each proposal by ticking the appropriate boxes: 

Scheme B would be made more widely available by removing the 
50% zero-rated sales rule and introducing an annual adjustment 
based on zero-rated stocks at the end of each year. This would 
be done by: 	 Agree 	Disagree 

replacing the existing Scheme B 

introducing a new adaptation in addition to the existing 
scheme. 

Scheme C would be modified by: 	 Agree 	Disagree 

increasing the turnover limit to £90,000 

revising the fixed mark-ups - details are in the consultation 
document. 

Agree 	Disagree 

The turnover limit for Scheme D would be increased to £500,000. 

Scheme G would be modified by: 	 Agree 	Disagree 

abolishing the £200,000 minimum turnover limit 

— reviewing thp 1/8th uplift. 36 

• Adaptation 1 would be modified by: 
Agree 

— replacing the current 14% fixed mark-up by several fixed 
mark-ups based on the type of goods sold 32. 

— increasing the turnover limit to £500,000. 

Agree 
• An explanation of any scheme adaptation would be included in 

the relevant 'How to work' pamphlet. S I 

Agree 
• A more detailed explanation of the use that can be made of 

scheme mixtures would be provided. 

• Use of the schemes would be restricted to: 

— retail sales - if you make any wholesale supplies for which 
you have to issue tax invoices you would have to exclude 

Agree 

them from your scheme. 4-1 

retail businesses - this means that businesses such as 
accountants, solicitors and estate agents that can issue tax 
invoices would not be able to use a scheme. act 22. 

I

If either of these restrictions affect you, you may be able to 
use the cash accounting scheme instead - see Section 1. 

   

  

2.1 

   

   

34- 

 

32. 

   

+it 
	I I 

36 

63 

 

5.  5 

   

3cl 
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looked at several times A consumer credit duty has been 

in recent years. It was a runner for the 1984 Budget until 

being dropped just a fortnight beforehand. Work continued 

on refining proposals during 1984, but at a meeting in 

November Ministers decided not to pursue the matter further, 

although allowing it to be a firm starter for the next 

Parliament. At that time the proposal was for a 1 per 

cent duty on credit excluding mortgages qualifying for 

tax relief: this was estimated to have a net yield of 

£210 million in a full year. 

The main considerations for such a duty are set out 

in Mr Knox's submission of 16 November 1984 (attached at 
Annex A). In the time available, and without the benefit 

of advice from the Bank of England, we have not been able 
to make a precise re-evaluation of the likely revenue yield. 
With the recent rapid growth in the volume of credit the 

tax-base would obviously now be higher. Our best guess 

is that the equivalent full year net yield in 1987-88 would 
be of the order of £250-300 million. If all mortgages 

were included the net yield would be increased by about 
£800 million, to about £1 billion.* 

There are a number of basic issues that Ministers will 

need to consider at an early stage before deciding whether 

to pursue the idea of taxing credit. These are outlined 

below. First, however, it is important to be clear on 

what the purpose of the tax would be. 

* Paragraph 7 of Annex A explains the significance of 'net': 
in brief, although the tax-base is increased five or six-
fold with the inclusion of mortgages, the various direct 
tax reliefs and other offsetting costs (such as the impact 
of the increase in the RPI on social security payments) 
make a considerable dent in the gross yield. 
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• Purpose of Tax 

There are two possible purposes. The first is relatively 

straightforward: as a source of revenue. Given the rate 

of growth of consumer borrowing one would expect such a 

tax to be a reasonably buoyant form of revenue for the 

future, so long as the rates were not so high as to prompt 

individuals to find ways to avoid it. It could also be 

presented as a way of taxing the undertaxed financial 

services sector. Indeed it may be one of the few ways 

of doing so without provoking large scale avoidance, for 

example by driving business abroad. (This is because it 

seems unlikely that consumer borrowers would turn to 

borrowing through overseas branches and subsidiaries; and 

the provisions of the Consumer Credit Act in any case make 

that difficult.) So it has its attractions, in principle, 

as a source of revenue, although as paragraph 9(c) below 

explains, it could be some time before the full-year yields 

indicated came on stream. 

The second purpose might be to assist in the operation 

of macro-economic policy. Of itself, a credit tax (like 

any other revenue-producing tax) would tend to reduce money 

GDP. Even if the PSBR were unchanged, because th._ re=ue 

from the credit tax was used to finance income tax 

reductions, it might still be possible to keep monetary 

conditions on track at rather lower levels of interest 

rates than would otherwise be needed. We have tried to 

estimate the impact of a 1 per cent tax on the general 

level of interest rates and credit growth, under the 

constraint of keeping money GDP, the PSBR and MO broadly 

unchanged. Not surprisingly the effects are modest: about 

11 per cent off the growth of credit and 0.1 per cent off 

short-term interest rates in the first year (building up 

a little in later years). 

In the short run, however, there could be a more 

significant effect from the announcement of such a tax. 

There is currently much market concern about the growth 
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S. of consumer lending. That is undoubtedly a factor affecting 
market confidence adversely, and hence contributing to 

the present level of short term interest rates. This concern 

may be further increased when, later this year, we come 

to announce the end of mortgage lending guidance (about 

which we will be letting the Chancellor have a note shortly). 

In this context, the announcement of a consumer credit 

tax could have a helpful immediate market impact, though 

informed commentators would no doubt quickly point out 

its longer-term effects on the volume of borrowing were 

likely to be small. 

We would not need to claim any monetary purpose for 

the tax in public. Indeed it might be better not to do 

so. Interest rates are the instrument we use for operating 

monetary policy. We could perhaps note, if asked, that 

the imposition of a tax might allow the general level of 

interest rates to be lower than it would otherwise be. 

But the revenue arguments seem sufficient reason in 

themselves for introducing the tax; and using them would 

not prevent those who are particularly concerned about 

economic consequences of the growth of consumer credit 

from taking some comfort from our intention to tax it. 

Against this background we conclude that the case for 

a credit tax is worth further consideration by Ministers. 

Key questions  

Before further work can be done, however, it would 

be helpful to have Ministers views on four key questions:- 

(a) Should mortgages be included? 

In principle they should: not just on the grounds that 

they are the largest single element of consumer credit, 

with all that that would imply for both equity and 

revenue yield; but also because to exclude them would 
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• be a further incentive for credit to be taken in this 

form. However, there would be obvious political 

difficulty in taxing borrowing for house purchase or 

improvement, as well as other disadvantages: the 

apparent inconsistency between taxing with one hand 

and giving tax relief with the other; and the fact 

that mortgages are represented in the RPI, whereas 

other forms of credit are not. 

Since the matter was last considered, in 1984, it has 

become much more common for people to borrow against 

the security of a mortgage for non-housing purposes 

(and without mortgage interest tax relief). To 

distinguish, for the purposes of the tax, between 

mortgage-secured and other lending might simply encourage 

a further switch of consumer borrowing towards mortgages. 

So the only sensible distinction for the tax would 

be between lending that attracts mortgage interest 

relief and lenr7irlc that does not attract it. This 

would no doubt give some further encouragement to borrow 

in a way that can attract tax relief. But it is hard 

to see any other line that could sensibly be drawn 

if the tax is not to be applied to all lending to 

persons. 

(b) Fixed interest loans  

The tax would not be confined to new credit, but would 

be levied on the total credit outstanding. This would 

prevent forestalling, bring in more revenue, create 

fewer distortions, and be easier to administer. But 

it does raise the question whether there should be 

some let out for fixed intrest loans taken out before 

the tax was announced. We are examining the extent 

of such loans (which include HP credit and some 

mortgages, at least in their early years) and whether 

contracts have let-out clauses to provide for tax 

changes. On the whole, we would recommend against 

any concession - though obviously this could give rise 

to substantial accusations of retrospection. 
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(c) When should the duty come into operation? 

One of the unattractive features of the tax, when 

discussed in 1984, was the long lag before the 

full revenue flow was achieved. A tax of this 

sort, involving a large number of lending 

institutions with differing practices, would 

undoubtedly take some time to put in place. The 

earlier proposal envisaged a Budget announcement 

in Year 1, the tax coming into operation in July 

of Year 2 and raising about half the full-year 

yield in that year, the full yield only coming 

in Year 3. This allowed for primary (Finance Bill) 

legislation 	to 	cover 	principles, 	detailed 

consultation on technical matters with the industry 

and secondary legislation all in Year 1: and then 

12 months implementation. The identical pattern 

now would mean a Budget announcement in March 1987, 

comma into operation July 1988 and fullyear revenue 

only in 1989-90. It is possible that the mechanics 

of collection could now be streamlined: for one 

thing the additional load on computer reprogramming 

is less of a constraint now than it was in 1984 

t1-1?, lending institutions programming 

resources may also have been slimmed down since 

then). Even so, detailed consultation would be 

necessary and, even with an early announcement 

there seems little possibility of revenue actually 

flowing in before an Election has to be called. 

(d) Should there be prior announcement? 

/As noted in paragraph 6, there could be advantages 

in early announcement of the intention to introduce 

such a tax (accompanied by some indication of its 

scope, mechanics and likely level). This might 

be followed by publication of draft clauses. The 

draft clauses, however, would need very careful 

preparation and we cannot yet judge whether this 

5 
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e • would be feasible; much depends on the load on 

Parliamentary Counsel in the run-up to the Budget 

(at this stage Customs have no estimate of the 

length of primary legislation required, but even 

at a bare minimum it will run to many pages). 

Reaction  

10. The banks, finance houses etc and retailers would 

obviously oppose the duty and no doubt point to borderline 

difficulties in distinguishing between personal and business 

borrowers. But we do not expect that the tax at the levels 

likely to be imposed would have any significant effects 

on the volume of their business. There would, however, 

no doubt be charges - possibly true in 	individual 

cases - that some retailers might stop providing consumer 

credit themselves and, if the tax applied to mortgages, 

that the level of repossessions would increase. But these 

effects would be marginal, and in the financial markets 

the announcement of the tax would probably go down well. 

Next steps  

II. Although we have previous work on which to draw for 

reference (and at this stage we could probably not scrap 

it and start afresh), if this is to be taken further for 

1987 we should need to start early discussions with the 

Bank of England, the Department of Trade & Industry, as 

well as perhaps Parliamentary Counsel, the office of Fair 

Trading and the Building Societies Commission. If Customs 

& Excise are to be able to commit the resources required 

for planning in time for an early announcement (of whatever 

kind) - and extra HQ staff of the quality required cannot 

automatically be guaranteed - a very early decision to 

proceed to detailed planning would be needed. 

12. In carrying forward the specification of the tax it 

would be helpful to know Ministers' views on the purpose 

of the tax, as outlined in paragraphs 4-8, and whether 
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MR B H KNOX - CUSTOMS AND EXCISE 

A PAYMENT CARD TAX 

cc PS/Chief Secretary 
PS/Financial Secretary 
PS/Economic Secretary 
PS/Minister of State 
Sir P Middleton 
Sir T Burns 
Mr Cassell 
Mr Scholar 
Mrs Lomax 
Miss Sinclair 
Mr Ilett 
Mr Cropper 
Mr Ross Goobey 
Mr Tyrie 
PS/IR 

The Chancellor was grateful for your minute of 27 October. 	He 

would like to wait for the separate submission on the wider 

questions of taxing consumer credit before taking this forward. 

But he will want to hold a meeting on both subjects very soon. 

PrcsA 
A 



CONFIDENTIAL 

S. 
they consider that it should cover all lending to persons 

that does not attract mortgage interest rate relief, that 

existing fixed interest loans should if possible be included 

and that we should aim at an early announcement of the 

intention to introduce such a tax. 

H M TREASURY 

H M CUSTOMS & EXCISE 

4 November 1986 

7 
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CONSUMER CREDIT TAX 

cc All those present at the meeting 
PPS 
PS/Chief Secretary 
PS/Financial Secretary 
Sir Peter Middleton 
Sir Terence Burns 
Mr Scholar 
Miss Sinclair 
Mr Grice 

PS/Customs & Excise 

PS/Inland Revenue 

Please find attached a copy of a note of the meeting held on 

7 November on Consumer Credit Tax. 

-. (7.-••-•-c-'5  • 

MISS D L FRANCIS 
Assistant Private Secretary 
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NOTE OF A MEETING IN THE MINISTER OF STATE'S OFFICE ON 7 NOVEMBER 1986 

Those present Minister of State 
Economic Secretary 
Mr Cassell 
Mr Peretz 
Mrs Lomax 
Mr Ilett 
Mr Romanski 
Mr Cropper 
Mr Ross Goobey 
Mr Knox 
Mr Wilmott 	)Customs & Excise 
Mr Bone 

CONSUMER CREDIT TAX 

The purpose of the meeting was to hold a preliminary discussion of the main 

issues raised in Mr Cassell's submission of 5 November before the paper went to 

the Chancellor. The discussion fell into two parts: the first on the 

principles of having such a tax, and the second on specific points for decision. 

General principles 

2. 	Introducing the paper, Mr Cassell said that a tax on consumer credit could 

be attractive as a tax in its own right and certainly better than a tax on 

payment cards, if only by virtue of having a wider ba3e. Moreover, there would 

be presentational attractions in being able to announce a tax on credit as a 

counter-balance to the ending of mortgage lending guidance, which it was 

• 



• 
proposed should be announced soon. Mr Knox agreed that it would be more logical 

than a payment card tax, but he wondered if the modest (and delayed) revenue 

yield and the minimal impact on demand for credit would make the full panoply of 

a new tax worthwhile. The Economic Secretary thought that a tax on credit would 

be unpopular with both customers and lenders. He considered that a clear 

advantage would have to be demonstrated for the tax on either revenue or 

monetary grounds before the aggravation which it would cause could be justified. 

He was also concerned that any measures to restrict avoidance (in particular 

off-shore) could require draconian powers. Mr Peretz said that, although the 

effects on monetary policy would be more cosmetic than real, the tax could be a 

useful, as well as a buoyant, source of revenue. Public perception of it could 

place it in the class of sin taxes (like tobacco), so reaction need not be 

entirely negative. A low rate should not encourage avoidance. Mrs Lomax said 

that a low rate would be necessary if mortgages were excluded but that the tax 

would not be particularly helpful on any grounds as a result. Mr Ross Goobey  

saw the tax as a desirable addition to the range of indirect taxes, and thought 

that the impact on the average individual would be relatively painless. 

Mr Cropper saw the tax as a revenue-raiser rather than as an instrument of 

monetary policy. In his view a yield of a billion pounds would justify the 

aggravation of a new tax, but anything much lower would not. The Minister of  

State was generally in favour of such a potentially buoyant revenue-raiser. 

Mortgages 

3. 	The arguments for and against including all mortgages were agreed to be 

plainly set out in paragraph 9a of the paper. The general view was that it 

16_4,1A: would be too difficult to include them in the tax base. The main obstacle to 

Pet'15t'A 	
their inclusion, both logically and politically, was income tax relief. On the 

A)) 	
other hand, exclusion would be likely to lead to leakage: even at a low rate, a 

new tax might cause people to re-arrange mortgages to acquire tax-free credit. 



Fixed interest loans 

It was generally agreed that in principle these should be covered by any 

tax on grounds of equity. Although any element of retrospection would always 

carry the risk of unpopularity, in practice the number of people affected would 

diminish as loans ran their course between announcement and introduction of the 

tax. There would be no legal difficulty if the law contained a similar 

provision to VAT law allowing lenders to vary fixed interest terms because of 

tax changes. 

Timing 

a) 	Introduction Although the banks would have got over the hump of 

computer (and other) changes which had been recognised as an obstacle to 

early introduction when the tax was discussed in 1984, there was no reason 

to suppose that they would be in a position to divert their own resources 

to speedier implementation now. As Customs would be heavily dependent on 

both the expertise and the goodwill of banks and other institutions to 

implement a tax, it would be unwise to assume that they could make any 

significant reduction in the lead-time of 15 months discussed in the paper. 

Some streamlining might be possible, for example by excluding small 

lenders, but the amount of work in introducing a new tax should not be 

under-estimated. 

b) 	Announcement There were monetary policy reasons for an early 

    

announcement if it were decided to proneed with the tax. These, and Budget 

purdah in the New Year, pointed to an announcement before Christmas. The 

drawback to such a timetable was that six working weeks would be a very 

short period in which to make the necessary preparations, particularly at a 

time when the Customs staff concerned were already engaged in other Budget 

work. 

• 



Alternative taxes 

There was no support for a tax on payment cards, but the question of a 

'balance sheet' tax was briefly discussed. Its main advantage was as a 

potentially large revenue-raiser (perhaps as much as £2 billion) spread thinly 

over a wide range of institutions. The disadvantages were: that pension funds 

would have to be included, and their taxation had effectively been ruled out in 

1985; and that a tax impinging on the gilts market in particular, and on the 

City in general so soon after Big Bang, would be untimely. 

Conclusion 

Summing up, the Minister of State said that there had been a useful 

discussion of the main points at issue. He would shortly forward the paper to 

the Chancellor for full Ministerial consideration. 

5 

C-roation 

Those present 
PPS 
PS/CST 
PS/FST 
Sir P Middleton 
Sir T Burns 
Mr Scholar 
Miss Sinclair 
PS/Customs & Excise 
M-r Grct 

/1 	 . 
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FROM: Minister of State 
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cc Economic Secretary 
Sir Peter Middleton 
Sir Terence Burns 
Mr Cassell 
Mrs Lomax 
Mr Peretz 
Mr Scholar 
Mr Grice 
Mr Ilett 
Miss Sinclair 
Mr Romanski 
Mr Cropper 
Mr Ross Goobey 

PS/Inland Revenue 

PS/Customs & Excise 
Mr Knox - C&E 
Mr Jefferson Smith - C&E 
Mr Bone - C&E 

O'Pr- 	Q•r.  

(Vi  

V(v  

‘6((\7  

CONSUMER CREDIT TAX 

I attach the note for which Mr Allan asked on 20 October. Because 

there were different points of emphasis between Customs and the 

Treasury, who prepared it jointly, I took the liberty of hearing 

a preliminary debate between officials on the issue with the 

Economic Secretary, Mr Cropper and Mr Ross Goobey present. It 

would be fair to say that opinion was relatively evenly divided, 

the principal political objection being the relative sparseness 

of the yield (if tax-relieved mortgages were excluded) against 

the potential noisiness of the row. 

One of the outstanding issues relates to the timing of any 

announcement if we were to proceed, which could argue for an 

early decision, but you are in any case going to be calling a 

meeting shortly on other related topics. 

E C...cr.C. r•S 

Pa 
PETER BROOKE 
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The Rt Hon Nigel Lawson MP 
HM Treasury 
Parliament Street 
LONDON 
SW' 

6-6A- A 

My ref: 

I have seen a copy of Malcolm Rifkind's letter of 3 September to 
you about the impact of VAT on the repair of historic buildings. I 
see that Nicholas Edwards has also written in support of Malcolm's 
view. I have been reflecting on the issues raised. 

There is of course considerable pressure from the heritage lobby 
and I can appreciate their arguments. I consider however that they 
should be reminded of the very considerable tax advantages that 
have been given to owners of heritage property since 1980. These 
include the retention of zero rating for alterations of listpa 
buildings, the much wider flexibility introduced by the change 
from capital transfer tax to inheritance tax and, perhaps most 
important of all, reductions in personal taxation. Given these 
improvements I am not convinced that the public would accept the 
case for offering further concessions to the owners of historic 
buildings. These considerations, combined with the Government's 
difficulties in sustaining zero-rating against challenge from our 
European partners, suggest to me that the time is not right to 
consider further concessions for heritage property, which would 
distinguish between owners on the grounds of the alleged quality 
of their houses. 

I am copying this letter to Malcolm Rifkind and Nicholas Edwards. 

NICHOLAS RIDLEY 
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Treasury Chambers, Parliament Street. SW1P 3AG 

The Hon Michael Wilson 
Minister of Finance 
Department of Finance Canada 
Place Bell Canada 
160 Elgin Street 
Ottawa 
Ontario 
CANADA KlA 0G5 17 November 1986 

, 

INSURANCE PREMIUM TAXES 

As part of HM Government's continuing review of the structure 
of taxation, officials here are studying possible new taxes as 
well as the operation of existing taxes. One possibility under 
examination at the moment is a tax on insurance premiums. 

I understand that Canada has a federal tax on insurance placed 
directly abroad. This is of particular significance to our 
studies, since one of the major difficulties which we would foresee 
here is insurance moving off-shore to avoid tax. It would be 
most helpful if your administration were prepared to release 
details of how it copes with this problem, as well as any other 
facts and figures which you think might be useful. I enclose 
a questionnaire which we have been using in our fact-finding. 

I need hardly tell you of the sensitivity with which we have 
to approach taxation questions here. It would be most unfortunate 
if it became public knowledge that we were even studying the 
possibility of introducing a new tax. I am sure that we can 
rely on your discretion. 

We shall be very grateful for any advice which you can let us 
have. 

r3m,d4,_ 

PETER BROOKE 



INSURANCE PREMIUM TAX: QUESTIONNAIRE FOR OTHER ADMINISTRATIONS 

A. 	Basic facts  

1. 	rn w;is the tax introduced? 

"e. .,:hy was it introduced? 

'.:hat other taxes are levied on the insurance industry (e 	ayroll tax)? 

4. '.:hat was the reaction to the tax - from the industry, political parties, 

economic co:alhentators? 

5 	:nat is the tax base? 

6. Are there any exclusions; if so, why? 

7 	That are the rates of tax? (If variable, why?) 

3. How often do rates chance? 

9 	';:hat is the yield? 

1C. Dpes the yield increase faster than inflation?' 

That proportion of Government revenue from taxation does it represent? 

How does the tax work? 
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B. Mechanics  

1. How long was it between announcement and introduction of the tax? 

2. What consultations were there between tax authorities and the industry? 

3. What legislative difficulties were there (e3 definitions)? 

4. How do tax authorities determine whether or not a particular type of 

insurance is subject to a particular rate? 

5. How do tax authorities treat 

taxation of foreign insurance for domestic risks? 

taxation of domestic insurance for foreiEn risks? 

6. What control and enforcement mechanisms are there? 

7. How many staff are employed to administer and collect the tax? 

8. How does that number compare with 

initial estimates? 

the number required to introduce the tax? 

nth:hers employed on other taxes? 

9. ;That use do authorities nake of col%puters to cperate the tax? 
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C. 	Effects  

ffct ha:.; tnere been on the volu..ae of insurance? 

1t proportion of the tax falls on business/private consumer/other? 

Is there any estimate of the cost to the insurance industry of operating 

the tax? 

Are there any benefits to the industry, eg prolonged use of revenue 

collected before transmission to tax authorities? 

D. Problems  

Are ti4ere difficulties in definitions and borderlines? 

Does tne existence of variable rates make those difficulties worse? 

nat is the scope for tax avoidance? 

Is foreign insurance particularly difficult to tax? 

Ecw Co tax authorities counter avoidance? 	 INA 

'tThat other problems have been encountered? 

What other problems may lie ahead? 



From: P TREVETT 
Date: 17 November 1986 

HM CUSTOMS AND EXCISE 
VAT CONTROL DIVISION D 

ALEXANDER HOUSE 21 VICTORIA AVENUE 
SOUTHEND-ON-SEA X SS99 1AJ 

TELEPHONE SOUTHEND-ON-SEA (0702) 348944 ext 6285 

PS/Minister of State Cc 	PS/Chancellor 
PS/Chief Secretary 
PS/Financial Secretary 
PS/Economic Secretary 
Mr Scholar 
Miss Sinclair 
Mr Cropper 

VAT AND SMALL BUSINESSES 

Your minute of 28 October and Mr Trippier's letter to the Minister of State refer. 

We have seen Mr Bannock's booklet and will be producing an internal critique, which the 

Minister may wish to see. 

We have made enquiries of some (but not all) Latin American embassies, including the 

Brazilian and Chilian, but have not been able to identify any tax-free rings as used to 

operate with purchase tax. However, several countries have a sales tax, the net effect 

of which is broadly similar. Even so, we assume that Mr Bannock must have had good 

reason for his assertion. 

A draft reply to Mr Trippier is attached. 

P TREVETT 

Internal distribution: 

Mr Knox 
Mr Howard 
Mr Wilmott 
Mr Holloway 



DRAFT LETTER FROM MST TO MR TRIPPIER 

VAT AND SMALL BUSINESSES 

Thank you for your letter of 23 October, enclosing a copy of the booklet "VAT and 

Small Business: European Experience and Implications for North America". 

Graham Bannock has produced an interesting report on VAT and its benefits and 

drawbacks over other systems of indirect taxation. I was particularly interested in the 
section to which you drew my attention. 

You will doubtless have seen a copy of the consultation paper, which includes an annex 

on why it is not proposed to abolish VAT on transactions between registered traders. I 

doubt if this will close the discussion and we fully expect to receive representations on 

the topic. Nevertheless, we have not yet seen any arguments, including those put 

forward by. Graham Bannock, which have convinced us that there is any real advantage 

to small businesses in making such a fundamental change. 

• 



• FROM: A C S ALLAN 

DATE: 17 November 1986 

)91/kic 

CHANCELLOR 

CONSUMER CREDIT TAX ETC 

There are two related subjects for your meeting tomorrow: consumer 

credit tax and credit card taxes. 

Consumer Credit Tax 

2. 	The main issues are: 

Purpose. There may be too much worry about pinning down 

the philosophy, which must combine both revenue raising 

and monetary policy (both presentation and substance). 

Coverage. 	Yes to all mortgages except to those 

attracting MIR? And yes to fixed interest loans? 

Yield and RPI. 	Need estimates of effects based on 

coverage agreed. 

Timing. A Budget announcement in March 1987 but with the 

tax not coming into operation until July 1988 seems 

unattractively slow. Would an earlier announcement help? 

(Could be linked in with ending of mortgage guidance.) 

And is there scope for compressing the time between 

announcement and implementation? 

(f) 	tJazkj. CenstAital;t4 w2 &1 ELTI eke. 
Credit Card Tax  

3. 	If we do have a consumer credit tax, then credit balances will 

be within the scope of that tax. That would not in itself rule out 

an additional tax - for example a type of stamp duty on the issue or 



renewal of cards. But it might make it rather difficult to have a 

tax on payment card transactions on top. 

4. 	If we do not have a consumer credit tax then there remains a 

case for a free standing payment card tax: it could be a useful 

revenue raiser (up to £200 million). 	But it will run into 

opposition 

for taxing one payment medium and not others; and 

(much less valid) for being only a partial tax on the 

financial sector, or not having a clear rationale. 

5. 	The main issue for a free-standing tax is what base it should 

use: 

	

(1) 	Annual charge: 	simple; quick to introduce; but more 

visibe as large 	lump sum. 

	

(ii) 	Transactions: fairer; potentially more buoyant; but more 

complex. 

A C S ALLAN 
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17 November 1986 

Isabel Ogilvy 
Private Secretary to the 
Secretary of State for the Environment 
Department of the Environment 
2 Marsham Street 
LONDON SW1 

042-47-r I 

VAT: LISTED BUILDINGS 

Your Secretary of State wrote to the Chancellor on 14 November 
concerning the issues raised in the Secretary of State for 
Scotland's letter of 3 September and the Secretary of State for 
Wale's letter of 16 September. I am afraid that the Chancellor's 
reply to these letters was not copied to your Secretary of State. A 
copy of this letter is attached and I apologise for any 
inconvenience caused. 

1 

eck-'r\,) 
CATHY RYDING 
Private Secretary 
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Treasury Chatribers, Parliatueut Strect SW1P ; 
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25 September 1986 

The Rt. Hon. Malcolm Rifkind MP 
State for Scotland 

Secretary of  

/ jt2 
Thank you for your letter of 3 September about VAT and listed 
buildings. You received qualified support for your views from 

Nicholas Edwards in his letter of 16 September. 

Under Group 8A of Schedule 5 of the VAT Act 1983 services and 
associated goods supplied by a VAT registered builder in the 
course of an approved alteration to a listed building are 
zero-rated. (The legislation refers to "protected building"; 
in practice this largely means listed buildings but scheduled 
monuments are also covered). Approved alterations are those 
which both require and obtain listed building consent from the 
appropriate planning authority. Listed building consent is 
required for work on a listed building which would affect its 
character as a building of special architectural or historic 
interest. The VAT legislation also enables a redeveloper to 
zero rate the sale or letting on a long lease of a listed 
building which he has substantially reconstructed. 
Alterations not requiring listed building consent (usually 
internal ones) and works of repair or maintenance are standard 

This relief for listed buildings amounts to a substantial rated. 

mitigation  of the effects of the 

VAT changes announced 
in the 

1984 Budget and it was widely welcomed 

at the time by 
those 

concerned with the preservation of 

our national heritage. 
The 

rationale at the concession we made 

was that the 
Government 

accepted the case for retaining a 

substantial degree 
of zero 

rating for alterations to listed 

buildings so as not to 
worsen 

their osition in relation to VAT, 

particularly when 
these 

buildings were being substantially reconstructed or converted 

as the only means of yiving them a 

continuing useful 
life. 

The relief does not amount to an incentive to make alterations 
which would be out of keeping with the character of the 
building or which would destroy important features since 
listed building consent for these can always be refused. 
While it might be argued that to relieve repair or maintenance 
work to listed buildings alone would cost relatively little in 
revenue terms, benefit would be seen as going to owners of, on 
the whole, very desirable properties whose income tax burdens 



have been substantially reduced in recent years. Furthermore 
any new special relief in this area would lead to pressure to 
extend it to buildings owned by other worthy contenders such as 
the churches or charities. 	To zero rate all repairs or 
maintenance could cost over £500 million a year as well as 
resurrecting, in inverted form, the old unworkable dividing 
line between repairs and alterations. 

I appreciate your concern to optimise the money you are able 
to make available by way of grants and that it may appear 
strange that work which is eligible for grant aid also bears 
tax. 	There is, however, nothing illogical about this. The 
system of grants represents a flexible and economical way of 
giving help where it is most needed. 	A general VAT 
concession, on the other hand, would inevitably lead to relief 
being spread more thinly and indiscriminately. Although 
Nicholas Edwards' alternative suggestion of allowing VAT 
relief only for works which attract Government aid might seem 
less objectionable, I am afraid that I cannot agree to it. 
The current levels of grant must be assumed to reflect the 
fact that repair and maintenance work has always borne VAT. 
If more resources were needed and were available for this 
area, it would surely be better to increase the levels of 
grant rather than in effect give claimants two separate 
sources of public subsidy with their separate administrative 
mechanisms, one via grant and one via VAT. In any case giving 
two sources of assistance would seem doubly unfair to those 
who qualified for neither. 

Even if in domestic terms the change advocated by the RIAS and 
COSLA could be justified, our obligations under the EC Sixth 
Directive would prevent it. As you know, we are facing 
infraction proceedings in the European Court in which, among 
other items, our zero-rating of new construction is being 
challenged. While the Government has announced that it will 
defend the United Kingdom's present zero-rates vigorously 
before the Court, we must accept that there is no authority 
under the EC Sixth Directive for introducing any new zero 
rating or restoring one that has already been given up. I am 
afraid, therefore, that I can hold out no hope of relieving 
works of repair or maintenance to listed buildings from VAT. 

I am copying this letter to Nicholas Edwards. 

NIGEL LAWSON 
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17 November 1986 

Isabel Ogilvy 
Private Secretary to the 
Secretary of State for the Environment 
Department of the Environment 
2 Marsham Street 
LONDON SW1 

Osp.ct  e- 

VAT: LISTED BUILDINGS 

Your Secretary of State wrote to the Chancellor on 14 November 
concerning the issues raised in the Secretary of State for 
Scotland's letter of 3 September and the Secretary of State for 
Wale's letter of 16 September. I am afraid that the Chancellor's 
reply to these letters was not copied to your Secretary of State. A 
copy of this letter is attached and I apologise for any 
inconvenience caused. 

1 	 \ 

(adct.i r\J 

CATHY RYDING 
Private Secretary 
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25 September 1986 

The Rt. Hon. Malcolm Rifkind MP 
Secretary of State for Scotland 

A -1 

Thank you for your letter of 3 September about VAT and listed 
buildings. You received qualified support for your views from 
Nicholas Edwards in his letter of 16 September. 

Under Group 8A of Schedule 5 of the VAT Act 1983 services and 
associated goods supplied by a VAT registered builder in the 
course of an approved alteration to a listed building are 
zero-rated. (The legislation refers to "protected building"; 
in practice this largely means listed buildings but scheduled 
monuments are also covered). Approved alterations are those 
which both require and obtain listed building consent from the 
appropriate planning authority. Listed building consent is 
required for work on a listed building which would affect its 
character as a building of special architectural or historic 
interest. The VAT legislation also enables a redeveloper to 
zero rate the sale or letting on a long lease of a listed 
building which he has substantially reconstructed. 
Alterations not requiring listed building consent (usually 
internal ones) and works of repair or maintenance are standard 
rated. 

This relief for listed buildings amounts to a substantial 
mitigation of the effects of the VAT changes announced in the 
1984 Budget and it was widely welcomed at the time by those 
concerned with the preservation of our national heritage. The 
rationale at the concession we made was that the Government 
accepted the case for retaining a substantial degree of zero 
rating for alterations to listed buildings so as not to worsen 
their position in relation to VAT, particularly when these 
buildings were being substantially reconstructed or converted 
as the only means of giving them a continuing useful life. 

The relief does not amount to an incentive to make alterations 
which would be out of keeping with the character of the 
building or which would destroy important features since 
listed building consent for these can always be refused. 
While it might be argued that to relieve repair or maintenance 
work to listed buildings alone would cost relatively little in 
revenue terms, benefit would be seen as going to owners of, on 
the whole, very desirable properties whose income tax burdens 



• 
have been substantially reduced in recent years. Furthermore 
any new special relief in this area would lead to pressure to 
extend it to buildings owned by other worthy contenders such as 
the churches or charities. 	To zero rate all repairs or 
maintenance could cost over £500 million a year as well as 
resurrecting, in inverted form, the old unworkable dividing 
line between repairs and alterations. 

I appreciate your concern to optimise the money you are able 
to make available by way of grants and that it may appear 
strange that work which is eligible for grant aid also bears 
tax. 	There is, however, nothing illogical about this. The 
system of grants represents a flexible and economical way of 
giving help where it is most needed. 	A general VAT 
concession, on the other hand, would inevitably lead to relief 
being spread more thinly and indiscriminately. Although 
Nicholas Edwards' alternative suggestion of allowing VAT 
relief only for works which attract Government aid might seem 
less objectionable, I am afraid that I cannot agree to it. 
The current levels of grant must be assumed to reflect the 
fact that repair and maintenance work has always borne VAT. 
If more resources were needed and were available for this 
area, it would surely be better to increase the levels of 
grant rather than in effect give claimants two separate 
sources of public subsidy with their separate administrative 
mechanisms, one via grant and one via VAT. In any case giving 
two sources of assistance would seem doubly unfair to those 
who qualified for neither. 

Even if in domestic terms the change advocated by the RIAS and 
COSLA could be justified, our obligations under the EC Sixth 
Directive would prevent it. As you know, we are facing 
infraction proceedings in the European Court in which, among 
other items, our zero-rating of new construction is being 
challenged. While the Government has announced that it will 
defend the United Kingdom's present zero-rates vigorously 
before the Court, we must accept that there is no authority 
under the EC Sixth Directive for introducing any new zero 
rating or restoring one that has already been given up. I am 
afraid, therefore, that I can hold out no hope of relieving 
works of repair or maintenance to listed buildings from VAT. 

I am copying this letter to Nicholas Edwards. 

NIGEL LAWSON 
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H.M. CUSTOMS AND EXCISE 

KING'S BEAM HOUSE, MARK LANE 

LONDON EC3R 7HE 

Please Dial my Extension Direct: 

126ca 	.0.14-°L.DC'Aj4 	 Use Code (01)-382 followed by 
Extension Number 5 	 021 

FROM: P G WILMOTT 

DATE: 13 November 1986 

Minister of State 
	 cc Chancellor 

Mr Scholar 
Miss Sinclair 

INSURANCE PREMIUM TAX 

As you know, we are doing further work on the possibility of introducing an 

insurance premium tax and are due to report later this month. We have already 

gleaned some first-hand information about the operation of taxes in France, 

Germany and the Netherlands, but we think it could be useful to learn something 

of what goes on in the North American market. 

2. 	As it happens, one of our officials is in Canada at present and has 

established that the Department of Finance there would be content to release 

details of their insurance tax, provided that their Ministers agree. They 

suggest that a Treasury Minister should write in confidence to the Canadian 

administration asking for what information could be made available. 

Internal circulation: 	CPS, Mr Knox, Mr Jefferson Smith, Mr Bone. 



CONFIDENTIAL 

3. 	Although this information is likely to come rather late in our deliber- 

ations and may not of itself be decisive, we think that it would nonetheless be 

useful to fill in gaps in our knowledge, particularly on the scope for and means 

of containing off-shore avoidance (where the European experience has not been 

particularly helpful or encouraging). Accordingly we recommend that you should 

write to the Canadian Minister of Finance. A draft letter is attached. 

1 

P G WILMOTT 



DRAFT 

CONFIDENTIAL 

The Hon Michael Mson 
Minister of Finance 
Department of Finance Canada 
Place Bell Canada 
160 Elgin Street 
Ottawa 
Ontario 
CANADA 	K1A 0G5 

INSURANCE PREMIUM TAXES 

As part of HM Government's continuing review of the structure of taxation, 

officials here are studying possible new taxes as well as the operation of 

existing taxes. One possibility under examination at the moment is a tax on 

insurance premiums. 

I understand that Canada has a federal tax on insurance placed directly abroad. 

This is of particular significance to our studies, since one of the major 

difficulties which we would foresee here is insurance moving off-shore to avoid 

tax. It would be most helpful if your administration were prepared to release 

details of how it copes with this problem, as well as any other facts and 

figures which you think might be useful. I enclose a questionnaire which we 

have been using in our fact-finding. 

• 
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I need hardly tell you of the sensitivity with which we have to approach 

taxation questions here. It would be most unfortunate if it became public 

knowledge that we were even studying the possibility of introducing a new tax. 

I am sure that we can rely on your discretion. 

We shall be very grateful for any advice which you can let us have. 

PETER BROOKE 



• 

INSURANCE PREMIUM TAX: QUESTIONNAIRE FOR OTHER ADMINISTRATIONS 

A. 	Basic facts  

1. When was the tax introduced? 

Why was it introduced? 

3. What other taxes are levied on the insurance industry (eg ,Jayroll tax)? 

What was the reaction to the tax - from the industry, political parties, 

economic commentators? 

What is the tax base? 

Are there any exclusions; if so, why? 

What are the rates of tax? (If variable, why?) 

3. How often do rates change? 

What is the yield? 

Does the yield increase faster than inflation?" 

What proportion of Government revenue from taxation does it represent? 

How does the tax work? 



B. Mechanics  

1. How lone; was it between announcement and introduction of the tax? 

2. What consultations were there between tax authorities and the industry? 

3. What legislative difficulties were there (es definitions)? 

4. How do tax authorities determine whether or not a particular type of 

insurance is subject to a particular rate? 

5. How do tax authorities treat 

taxation of foreign insurance for domestic risks? 

taxation of domestic insurance for foreign risks? 

6. What control and enforcement mechanisms are there? 

7. How many staff are employed to administer and collect the tax? 

8. How does that number compare with 

initial estimates? 

the number required to introduce the tax? 

numbers employed on other taxes? 

9. What use do authorities make of computers to operate the tax? 



C. 	Effects 

What effect has there been on the volume of insurance? 

What proportion of the tax falls on business/private consumer/other? 

Is there any estimate of the cost to the insurance industry of operating 

the tax? 

Are there any benefits to the industry, eg prolonged use of revenue 

collected before transmission to tax authorities? 

D. Problems 

Are there difficulties in definitions and borderlines? 

Does the existence of variable rates make those difficulties worse? 

What is the scope for tax avoidance? 

Is foreign insurance particularly difficult to tax? 

flow do tax authorities counter avoidance? 

What other problems have been encountered? 

What other problems may lie ahead? 

on( 
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• 
NOTE OF A MEETING IN THE CHANCELLOR'S ROOM, HM TREASURY AT 4.00 PM 
ON TUESDAY, 18 NOVEMBER 

Present 

Chancellor 
Financial Secretary 
Economic Secretary 
Minister of State 
Sir P Middleton 
Sir T Burns 
Mr Cassell 
Mrs Lomax 

CONSUMER CREDIT TAX AND CREDIT CARD TAX 

Mr 
Mr 
Mt 
Mr 
Mr 
Mt 
Mr 
Mr 

Peretz 
Scholar 
Cropper 
Ross Goobey 
Tyrie 
Knox - C&E 
Bone - C&E 
McGivern - IR 

The Chancellor  said that a consumer credit tax had been discussed 

   

several times before. There was a strong case for arguing that 

this part of consumer expenditure was under-taxed. There was 

no chance of taxing it via VAT because of EC restrictions. So 

a free-standing tax was the only option. It had been rejected 

in the past because of potential political problems. But the 

politics had changed and a fresh look now seemed warranted. 

The Minister of State  said he had discussed the issues 

with Customs and Treasury officials. There had been divisions 

between those who favoured introducing a consumer credit tax 

regardless of the likely row; and those who felt it would not 

be worth doing unless much more revenue was raised. 

Sir P Middleton  said that this sort of tax always brought 

out conflicting feelings. There would be some helpful impact 

on credit growth, but not all that much if the rates had to 

be kept low. And if rates were low the yields were 

correspondingly low - only about £250 million if mortgages 

attracting MIR were excluded. Mr Cassell  said that a critical 

issue was timing. We would not get the money in full for 
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21/2  years. He had always been attracted to something on these 

lines, and thought that if it were decided on, it should be 

announced as soon as possible. 

The Economic Secretary  said he thought the balance between 

the immediate political criticism and the slow build-up of revenue 

made this tax unattractive. He thought it would not be worth 

doing unless all mortgages were covered, which would increase 

the yield to over El billion. 

Sir T Burns  said that if all mortgages were included - 

ie including those qualifying for MIR - he would be quite 

enthusiastic about this tax. But with a narrower coverage, 

he would be very nervous about increasing distortions and widening 

the gap between borrowing via mortgages and via other sources. 

Mr Peretz  pointed out that a 1/2  per cent tax was small 

compared with the 3 per cent benefit from MIR for standard rate 

taxpayers - and up to 6 per cent for higher rate taxpayers. 

We provided a huge incentive to borrow via tax-relieved mortgages 

already. There would be a very small additional incentive to 

switch to mortgages if we had a tax which exempted them. 

The Chancellor  said there were obvious political difficulties 

over having qualifying mortgages within the scope. By giving 

tax relief and taxing mortgages it would look as if we were 

going in two directions at the same time. He thought that if 

mortgages were included it would have to be done at a lower 

tax rate. The assumption for future work should therefore he 

that we were either having a 1/2  per cent tax on all consumer 

credit, or a 1 per cent tax on everything except qualifying 

mortgages. He thought, rightly or wrongly, this tax would attract 

considerable support from business and industry; they felt 

aggrieved that consumers could borrow cheaper than they could. 
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The Chancellor  then turned to the separate submissions 

on a credit card tax. He saw advantages in this as part of 

a package: it took a long time before the full revenue from 

a consumer credit tax was received; it was therefore desirable 

to fill in the hole; a credit card tax would be simple and 

could raise revenue early. The fact that it might introduce 

distortions of its own would not matter because it would be 

announced as a temporary measure only. 

Mr Cassell  commented that there could still be behavioural 

changes depending on what form the tax took. Sir T Burns  said 

he was wholly in favour of taxing the credit element of credit 

cards, but was strongly opposed to taxing the payment element. 

Mr Knox  said that the simplest tax would be a flat rate 

levy on the issue of credit cards. But it would also be possible 

to have a tax on the interest portion of monthly statements. 

It could, though, be up to a year before any revenue was received. 

Mr Ross Goobey  questioned why a tax on the credit charges 

on credit cards could be introduced any quicker than a full 

consumer credit tax. Mr Cassell  said that further work would 

be needed to consider how banks could distinguish between 

consumers and small businesses. 

The Chancellor  said he would like further work done on 

a package which: 

worked towards the introduction of a 15 per cent consumer 

credit tax right across the board; 

during the early period introduced a tax on credit 

cards alone, which tried to combine two conflicting 

considerations: first, that revenue was received 

quickly; and second, that it followed similar 
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• 
principles to the eventual consumer credit tax into 

whidkit would be merged. 

13. Mr Knox  said that there would need to be much wider 

consultation, about these proposals, including with the Bank 

of England and with DTI in particular; and it would involve 

considerable claims on staff resources. He asked when proposals 

would be announced. The Chancellor  said he was not attracted 

to any announcement before the Budget. It was much more sensible 

to have a combined presentation of all tax changes there. He 

would be grateful if Mr Knox could investigate quickly the 

feasibility of a package of this kind, in consultation with 

Mr Cassell, and report back to him. 

[lc 
ACS ALLAN 

24 November 1986  

Distribution 
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DRAFT VAT VAT DIRECTIVE: SPECIAL SCHEMES FOR SMALL AND M_DIUM SIZED 

BUSINESSES 

This Commission proposal was discussed, for the first time, in the forum of the 

Financial Questions Group on 20 and 21 November. We thought you would welcome a 

short note on the outcome of that meeting and whether this proposal is likely to be 

progressed further during the remainder of our Presidency and subsequently in that of 

Belgium. 

The UK, of course, welcomes this proposal and has a major interest in seeing its 

adoption by the Council as soon as possible. This is primarily because it would once and 

for all remove the threat of infraction proceedings on our existing regisitaiion threshold, 

while at the same time, if the optional threshold of 35,000 ECU is agreed, permitting us 

to have a modest increase in real terms, some £4,000. Its adoption while not essential to 

the changes proposed in the small business review would add considerable weight to any 

legislation which might be proposed. 
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In opening discussion on the proposal both the Presidency and the Commission 

reminded delegations of the importance to which heads of Governments attached to it 

and for the need to encourage small and medium sized businesses. This objective of 

simplification was accepted by all the Member States, but with less enthusiasm by some 

than others. In an initial "tour de table" several Member States said that there had been 

insufficient time to consider the Commission's proposals in detail and to complete the 

necessary consultation with interested trade bodies. There then followed the first 

detailed examination of the Commission's proposals. 

Exemption (Registration) thresholds  

The Commission propose two thresholds, the first a mandatory. threshold of 10,000 

ECU (about £7,200) and the second an optional threshold of up to 35,000 ECU, (about 

£25,000). We have little interest in the mandatory threshold, but it was about this that 

most of the discussion centred with several Memher States considering it too high. On 

the optional higher threshold both the UK and Ireland said that it was the minimum that 

they could accept and suggested that there was scope for increasing it still further. This 

suggestion of a further increase received no support, but most Member States were open 

to the idea of an optional limit and none appeared to be opposed to it. The only serious 

question raised, by Belgium and Germany, was whether such an option was compatible 

with the need to avoid cross border distortion of competition and the objective of 

creating an internal market. Such theoretical questions are very much in character for 

any initial consideration of a Commission proposal and we would hope for a rather more 

pragmatic approach in future discussions. 

Compulsory Deregistration  

We did not at this first discussion bring up the subject of compulsory 

deregistration. We did, however, question the precise meaning of article 1.5 of the 

proposal (which repeats the text already contained in article 24 of the Sixth Directive): 

"taxable persons coming under the exemption scheme may opt either for the normal 
value added tax scheme or, where appropriate, for a simplified scheme." 

The Commission confirmed that this meant that any trader with a turnover below the 

registration threshold had a right to opt for registration. It would therefore appear that 

the suggestion for compulsory deregistration included in the consultative paper "VAT: 

Small Business Review" is contrary to existing EC law. As a consequence if Ministers 

wished to proceed with compulsory deregistration, and having considered representations 

made as a result of the consultation document, it would be necessary to secure an 

agreed amendment to the draft directive. This we suspect may be difficult, if not 



impossible, to achieve and could well delay for an indefinite period adoption of the 

Directive. We would therefore propose that initially we should raise this question in 

bilateral discussion with the Commission and outside the forum of the Financial \ 

Questions Group. 

Simplified schemes  

While most Member States agreed with the concept of a community simplified 

scheme it was apparent from the outset that most, if not all, wished to retain their 

present schemes. There was therefore little discussion on the detail of the Commission's 

proposal for a simplified scheme, but on how Member States should notify their existing 

schemes to the Commission and whether they could continue to use them. We shall in 

future discussions be as flexible as possible in agreeing the use by Member States of 

their own schemes, if by so doing we can secure adoption of a Directive acceptable to 

us. 

Future Progress  

The draft Directive is scheduled to be discussed again at the Financial Questions 

Group on 18/19 December and we understand (privately) that Belgium will be taking this 

proposal up in the course of their Presidency. 

Conclusion  

While there is still a considerable amount of detail to be agreed we can allow 

ourselves some cautious optimism that the Directive will not be assigned to a shelf and 

that discussion will continue with some prospect of agreement and adoption by mid 1987. 

We shall, of course, continue to press for a higher optional threshold, but suspect that 

agreement to any significant increase is unlikely. 

P TREVETT 
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FROM: A W KUCZYS 
DATE: 27 November 1986 

PS/MINISTER OF STATE cc PS/Chief Secretary 
PS/Financial Secretary 
PS/Economic Secretary 
Mr Scholar 
Miss Sinclair 
Mr Cropper 
Mr Trevett - C&E 
PS/Customs 

DRAFT VAT DIRECTIVE: SPECIAL SCHEMES FOR SMALL AND MEDIUM SIZED 

BUSINESSES 

The Chancellor has seen Mr Trevett's note of 26 November. He has 

commented that we have a strong interest in the early adoption of 

this directive, and should not therefore press the compulsory 

de-registration option except in the way suggested at the end of 

paragraph 5 (raising the question in bilateral discussion with 

the Commission and outside the forum of the! Financial Questions 

Group). If the Commission is not forthcoming, we should then 

drop it. 

(- 	L/  

A W KUCZYS 



From: P T v 

Date: 28 November 1986 

HM CUSTOMS AND EXCISE 
VAT CONTROL DIVISION D 

ALEXANDER HOUSE 21 VICTORIA AVENUE 
SOUTHEND-ON-SEA X SS99 lAJ 

TELEPHONE SOUTHEND-ON-SEA (0702) 348944 ext 6285 

PS/Minister of State CC 	PS/Chancellor 
PS/Chief Secretary 
PS/Financial Secretary 
PS/Economic Secretary 
Mr Scholar 
Miss Sinclair 
Mr Cropper 
(all without enclosure) 

VAT AND SMALL BUSINESSES 

Further to my note of 17 November I now enclose our critique of the Bannock booklet. 

You will see that in our view the report is unbalanced and gives the sponsors the sort of 

report they were looking for (paragraph 21). 

P TREVETT 
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"VAT AND SMALL BUSINESS IN NORTH AMERICA 

- A REVIEW OF EXPERIENCE IN EUROPE" 

crj- 
DPU SUMMARY OF REPORT 

Fel..."-Aw CIL- 

General  

This report was prepared by Graham Bannock and Partners Ltd a UK firm of 

economic consultants. It was commissioned by the Federations of Independent 

Businesses in USA and Canada. Both the US and Canadian governments are 

attracted by the revenue-raising potential of VAT and are at present considering 

the introduction of comprehensive federal systems of indirect taxation. The 

small firm lobbies in both countries are campaigning strongly against the 

introduction of VAT, and the issue of compliance costs and their effects on 

small businesses has loomed large in their campaigns. 

Bannock's report examines the practical operation of VAT in Europe from the 

small traders' perspective (drawing heavily on UK experience), and little 

attempt is made to see things from the administrators' viewpoint. The general 

proposition is that most of the theoretical advantages claimed for VAT, such as 

its neutrality and its ability to minimise economic distortions, disappear in 

practice because of attempts to make the tax less regressive for those on low 

incomes. These attempts result in greater complexity and tend to create new 

distortions in production and consumption; the costs of operating the tax, both 

compliance and administrative, become highly regressive with respect to the size 

of business. Costs therefore tend to fall most heavily on those small 

businessmen and entrepreneurs least able to bear them and to whom governments 

are increasingly looking for the creation of wealth and employment. 

The report makes much of the disadvantages of VAT compared with a retail 

sales tax - particularly in the area of compliance costs. Although it is 

accepted that a retail sales tax at a relatively high rate, say 10 per cent, 

would involve a greater risk of evasion with less means of control, the author 

considers this a worthwhile price to pay for lower administrative and, in 



particular, lower compliance costs. 

Summary of conclusions  

4. 	Bannock reaches four main conclusions: 

although the introduction of VAT need not, in itself, result in 

higher taxes, experience shows that once the infrastructure has 

been created few governments have been unable to resist the 

temptation to increase the rate of VAT; 

although in theory VAT introduces a minimum of economic 

distortions, in practice it is far from economically neutral in 

most countries; 

where levied at a uniform rate, VAT is regressive. This 

regressivity can be reduced by the use of multiple rates and 

exemptions but only at the cost of increasing the compliance 

burden and economic distortions; 

both compliance and administrative costs are regressive with 

respect to size of firm. Measures taken to counteract this 

effect do not seem to work. VAT and small business do not go 

well together. 

Chapter 1  

5. 	Drawing on OECD data the report highlights the growing contribution made to 

revenue in European countries from general consumption taxes such as VAT and the 

declining contribution made by taxes on specific goods and services (excises). 

It is the rising revenue from VAT in the EC which has excited the interest of 

the North Amcrican governments. The point is also made that in modern 

democracies public expenditure tends to rise inexorably to the limits of tax and 

borrowing potential. Because of this the introduction of any new broadly-based 

tax machinery such as VAT will inevitably lead to higher taxation overall. 

V 



Chapter 2  

This chapter discusses the theoretical advantages and disadvantages of VAT 

and how these are modified in practice. Bannock remarks that while the 

advantages of VAT over turnover and wholesale taxes are very clear, the 

advantages over a general retail sales tax are, in his opinion, less clear cut. 

The report dismisses the managerial benefits obtained from small traders having 

to keep better records for VAT purposes as marginal. On the subject of 

incidence, it argues that although business might bear some of the burden of the 

tax in the short term, in the long term the tax is fully shifted forward to the 

consumer. 

The major disadvantages of VAT cited are its complexity in practice, the 

new and expensive machinery which governments require to administer it and the 

heavy compliance costs it imposes upon small firms. Because VAT involves all 

businesses, not just retailers, the report argues that the total social costs 

and distortions of a VAT system are very much greater than a retail sales tax 

would be. Bannock contends that the use of multiple rates and exemptions to 

relieve 	special categories of expenditure is so important that: "all the 

theoretical advantages of the VAT in terms of neutrality towards production and 

consumption 	  go out of the window". This is a rather sweeping 

statement; although any deviation from the ideal of a simple rate of tax 

applied to a comprehensive base will tend to increase costs and cause 

distortions, if the differential rate or rates are restricted to a fairly narrow 

range of items which are easily identifiable and are not easily substituted for 

other commodities, the distortions should not be too great. In any event, 

taking the UK as a guide, the distortions do not appear to be anywhere near as 

great as this report suggests. 

Chapter 3 

This deals with the history of VAT in Europe and discusses the differences 

between the systems of the various EC Member States. Referring to the 6th 

Directive, the report remarks that adherence to the Directive is general but not 

absolute. In table 3.2 (page 32) Bannock presents two alternative estimates of 



the VAT tax base as a percentage of total consumer expenditure in various EC 

Member States. The first is based on the Commission's notional tax base, 

expressed as a percentage of total consumer expenditure; the UK with a figure 

of 95 per cent comes top of the table. The second estimate is Bannock's own; 

this attempts to isolate and total those elements in consumer expenditure which 

are subject to VAT and expresses them as a percentage of total consumer 

expenditure. The UK, at 52 per cent, comes bottom of this table. The report 

suggests a number of reasons for the wide variations, these include the extent 

to which certain services are provided by the public sector in the various 

Member States, and the extensive range of zero-rated items which are included in 

the first estimate but not the second. 

Table 3.4 (page 34) gives an interesting breakdown of where the French 

authorities estimate net VAT payments come from. Bannock compares the French 

breakdown with what he estimates the position would be if the 6th Directive were 

fully implemented in France. The major difference is that the proportion of VAT 

paid by firms would decrease (from 16.5 to 8.6 per cent) while the proportion 

paid by households would increase by a similar amount. Presumably this 

redistribution would come about mainly because of the relaxation of the input 

tax blocking on hotel, restaurant, travel and fuel expenses and business cars. 

Table 3.5 (page 35) compares the progressivity/regressivity of VAT in a 

number of European countries by calculating VAT as a percentage of household 

consumption expenditure for different categories of disposable income. 

Unsurprisingly the VATs are all mildly progressive, except for Norway which with 

a single rate of tax and no zero-rating for necessities, has a regressive VAT. 

Chapter 4  

This chapter discusses the operation of VAT in Europe and deals with 

implementation, administration and its costs, compliance costs, evasion and 

enforcement. The report claims that the administration of VAT is its least 

attractive facet. Table 4.1 (page 40) compares the numbers of VAT traders per 

official in a number of European countries. The range is from 115 (UK) to 267 

(Italy). However, as Bannock admits, because of the differences in 



administration, methods of control, import regimes, thresholds, etc it is 

impossible to use the ratios in any meaningful way. In fact a table such as 

this is more likely to mislead than to inform. On page 41 the report states 

that the Inland Revenue deals with 387 individual income tax assessments per 

official employed - "well over three times the number of registered trader per 

VAT official". This is a highly dubious and misleading comparison. Tax 

assessments for Schedule D, self-employed taxpayers and limited companies are 

prepared from the accounts submitted by the taxpayers (or their accountants) and 

the vast majority go through on the nod; only those with obvious errors or 

inconsistencies receive any sort of scrutiny. A more meaningful test might have 

been to compare the number of control visits per control officer with the number 

of annual accounts scrutinised or queried per IR official. 

The report discusses compliance costs at some length and draws heavily on 

Prof Cedric Sandford's work. It compares the effects of VAT on the cash flow of 

registered traders in the UK and France. Tables 4.4 and 4.5 (page 47) show that 

UK traders, in general, receive substantially greater cash flow benefits (or 

"loans") from VAT than do French traders. This is largely because the French 

regime is less favourable to traders: returns are made more frequently, the 

grace period is shorter, input tax is not immediately deductible, and repayments 

take significantly longer to process. 

On page 48 et seq the report discusses evasion. It agrees that the 

strength of the VAT system is that it allows routine computer checks to be 

carried out on the ratio of inputs to outputs and that these help to pinpoint 

evasion. It also makes the point that although less tax is at risk at each 

stage of the VAT collection process, there are many more points in the economy 

at which scope for fraud exists. VAT facilitates input tax frauds and makes it 

easier for registered traders and their employees to acquire goods for personal 

consumption free of tax. These possibilities do not (apparently) exist under a 

sales tax system. Discussing the amounL of tax evaded, the report arrives at a 

figure of 6 per cent of revenue in the UK. This is done by taking the 

simplistic approach that as only a third of traders are visited each year and 

underdeclarations from this source amount to approximately 2 per cent of 

revenue, then the true rate of evasion must be about 6 per cent! Considerations 



such as risk analysis, credibility checking and large trader control are totally 

overlooked. 

14. One major point which the report glosses over when discussing evasion is 

that the detection and assessment of evaded tax are much easier and less 

laborious when comprehensive purchase records exist. If these records did not 

exist (as would often be the case with a retail sales tax, since traders would 

not be obliged to maintain purchase records) there would probably need to be 

frequent and lengthy visits to suppliers to obtain details of supplies made to 

the retailer in order to build up a profile of his inputs which could then be 

compared with his declared sales. To maintain effective control under such a 

system would entail a great deal of administrative time and effort and could 

quite possibly swallow up any administrative savings to be had from restricting 

the tax to retailers only. In any event the amount of tax evaded would almost 

certainly increase and it would all be "sticking tax". 

Chapter 5 

This chapter analyses the effects of VAT on small firms and concludes that 

VAT is their greatest burden. On page .59 Bannock takes a swipe at our current 

series of VAT publications which are: "... to say the least, not easily 

understood ...". 

The report once again discusses compliance costs in detail, this time with 

particular emphasis on the problems faced by small firms. It compares the 

results of a study on net compliance costs of sales tax for firms in the US 

(conducted by Peat Marwick - table 5.5, page 61) with Sandford's original work 

on compliance costs (table 5.4, page 60). The turnover categories in the US 

study are much higher and this makes direct comparisons difficult, however 

"small" US firms (less than S1m turnover) had net compliance costs of 0.16 of 

sales while Sandford's second highest category (£100,000 to £999,999 turnover) 

had nct costs of 0.22 of sales - some 70 per cent higher. This is not 

surprising since under a sales tax regime retailers would benefit more than the 

average from the cash flow benefits and, in addition, they would not have the 

additional work of recording inputs or dealing with multiple rates, etc. 



Bannock agrees with Sandford that compliance costs are highly regressive with 

respect to size of firm. 

The report also asserts that administrative costs are highly regressive 

with respect to size of firm. On page 62 Bannock uses a highly specious 

assumption to arrive at the conclusion that in 1983/84 the administrative costs 

for the 125,000 traders with a turnover of under £10,000 could be about E7m, 

compared with E10m of revenue obtained from them. The E7m is obtained by 

calculating an average administrative cost per trader and multiplying it up. 

Bannock reluctantly admits that the administrative costs of small traders are 

probably somewhat less than average; however given the 8 year control cycle, 

etc I should have thought that, once registration had been effected, ongoing 

costs for these traders would be fairly low - certainly in absolute, if not 

relative, terms. 

The report rehearses all the "Burdens on Business" arguments and then goes 

on to examine the various special regimes aimed at making life easier for small 

traders: these include thresholds, flat-rate schemes, compensatory payments, 

annual assessments, tapering schemes and the elimination of VAT between 

registered traders. It concludes that all schemes for lightening the burdens on 

small traders inevitably produce more complexity and distortions, and usually 

increase the opportunities for evasion. 

Chapter 6  

In this concluding chapter the report attempts to bring the lessons learned 

from the practical experience of VAT in Europe to bear on the tax policy debate 

going on in North America. Bannock summarises the case against VAT and nails 

his colours firmly to the retail sales tax mast. While accepting that a move 

from direct to indirect taxation is good for small business (because of the 

adverse effects of direct taxes on incentives), the danger as he sees it, is one 

of replacing one set of distortions with another. VAT in practice is complex 

and expensive to administer and small firms bear the brunt of the compliance 

burden. 



Turning to the practicalities of introducing VAT in the USA, the report 

quotes estimates that there would be about 20m registered traders, the 

administrative costs would be in the region of 8700m per annum and the IRS would 

require an additional 27,000 staff. On the basis of 77 per cent coverage and 

with a rate of 10 per cent, it is estimated that US VAT would yield about 8240 

billion per annum - enough to cover the budget deficit. Using Prof Sandford's 

data the report estimates that compliance costs would be about 810 billion, 

falling mainly on small traders. By contrast, the report claims that a federal 

RST would involve much smaller administrative and compliance costs (uncosted), 

would fit well with state RSTs and would require only one return and audit for 

both. Bannock accepts that at high rates the incentive for evading the RST 

would be greater and the scope for control less, nevertheless the savings in 

compliance and administrative costs would justify the risk of greater evasion. 

The report makes no attempt to estimate likely evasion or administrative costs. 

Although Bannock's report is interesting it does not break much new ground. 

The report is unbalanced and dwells mainly on the disadvantages of VAT as seen 

through the eyes of the small trader. Administrative considerations are largely 

ignored or glossed over. Although the report favours a RST rather than VAT, it 

fails to subject this form of taxation to the same rigorous analysis and while 

acknowledging that there is a greater risk of evasion with RST at high rates it 

does not attempt to evaluate the risk, to estimate the additional revenue likely 

to be lost, or to compare it with VAT evasion. Nor does the report attempt to 

deal with the difficulties of effectively controlling a RST and the effects this 

would have on administrative costs. It blandly concludes that "it seems 

inconceivabre that the public costs of enforcing higher rates of sales tax would 

be greater than those of a VAT system, while the enormous saving in compliance 

costs would remain". Mr Bannock has in effect given his sponsors precisely the 

sort of report they were looking for. 

DPU 

November 1986 
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FROM: M W Norgrove 

DATE: 1 December 1986 

cc PS/Chancellor 
PS/Chief Secretary 
PS/Financial Secretary 
PS/Economic Secretary 
Mr Scholar 
Miss Sinclair 
Mr Cropper 

PS/Customs & Excise 

DRAFT VAT DIRECTIVE: SPECIAL SCHEMES FOR SMALL AND MEDIUM SIZED 
BUSINESSES 

The Minister of State has seen your minute of 26 November and 

Mr Kuczys' of 27 November and has asked what the timing would 

be of a conversation with 	the Commission on compulsory de- 

registration please. 

M W NORGROVE 
Private Secretary 
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FROM: M W Norgrove 

DATE: 1 December 1986 ( 

MR TREVETT - C&E 	 cc PS/Chancellor 
PS/Chief Secretary 
PS/Financial Secretary 

'-Dr  <D,tsc) pckp.(2. 	kx2.)SIDDLID 	PS/Economic Secretary 
Mr Scholar 
Miss Sinclair 
Mr Cropper 

PS/Customs & Excise 

VAT AND SMALL BUSINESSES 

The Minister of State was grateful for your note of 28 November 

covering the DPU's critique of of the Bannock booklet. 

The Minister noted paragraph 12 in particular, comparing UK and 

French systems. He assumes that the information in this is 

accurate - it is useful defensive material, not least in the 

general context of accusations that "they order these things 

better in France". 

M W NORGROVE 
Private Secretary 
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Stephen Ratcliffe Esq 
Private Secretary to 
The Rt Hon Lord Young of Graffham PC 
Secretary of State 
Department of Employment 
Caxton House 
Tothill Street 
LONDON 
SW1H 9NF 3 December 1986 

LORD YOUNG AND THE REVENUE DEPARTMENTS 

Your Secretary of State met with the Chancellor at 9.30am on Monday 
1 December at 11 Downing Street. Also present were the Financial 
Secretary, the Economic Secretary, the Minister of State, 
Mr Battishill (Inland Revenue), Sir Angus Fraser (Customs and 
Excise), Mr Scholar (HM Treasury), Mr Brownlee (Department of 
Employment) and Mr Twyman (Department of Employment). 

Your Secretary of State  began by expressing concern about the 
large number of complaints received concerning taxation matters. 
The number here was far higher than that in the US for example. 
Many people were now becoming self-employed or employers for the 
first time. The tax affairs of these people were far more 
complicated than for employees. The general impression seemed 
to be that although the government promoted enterprise, Inland 
Revenue was against it. In his view there was much more of a 
problem with Inland Revenue than Customs and Excise where people 
seemed to understand rather better the problems of VAT. He wondered 
if there was anything that could be done to change the climate. 

Mr Brownlee  welcomed the move to VAT cash accounting and annual 
returns, but was concerned about the E100,000 limit, which he 
thought needed to be increased, perhaps as high as Eli million. 
Both he and Mr Twyman  expressed concern that individuals were 
unwilling to complain about the tax authorities' treatment of 
them because of fears of intimidation. 



On the question of the £100,000 limit for cash accounting and 
annual returns, Sir Angus Fraser  said that Customs had confined 
the consultative document to a scheme which would be consistent 
with the EEC draft directive, which had mentioned a figure of 
150,000 ECU. The consultative document had received a very good 
reception. The Chancellor  added that we were bound by Community 
directives. To go for a higher limit, only to have to reduce 
it later would be very bad indeed. Sir Angus  said that it might 
be possible at some later stage to go for a higher limit, but 
at the moment he thought there was everything to be said for 
£100,000. The Chancellor  noted that increasing the limit would 
increase the revenue loss from the scheme. The response to the 
proposal had been a very good one. 

Mr Brownlee  said that there was a considerable image problem for 
both Revenue Departments. He referred to a recent open letter 
to your Secretary of State in the Accountancy Age Magazine. The 
letter sent by Customs to individuals on late VAT registration 
was very formal, and did not explain adequately the appeal 
procedure. A more "user friendly" letter would be an improvement. 
Sir Angus  said that he had seen the open letter to Lord Young. 
The tone of the letter to individuals had already been changed 
but there was a need for a certain formality on a matter which 
could come up in a tribunal or court. In practice there was often 
some delay in sending these letters. 

Turning to your Secretary of State's criticisms of the Inland 
Revenue, Mr Battishill  said that it was very difficult to defend 
against general charges. He was always ready to examine specific 
complaints. However, he could say that there was no bias against 
the self-employed. The Keith Committee had looked at all compliance 
relationships in the Inland Revenue, and self-employment in 
particular. They had given thf3 Inland Revenue a very good ticket. 
There was no evidence of harshness either in the instructions 
inspectors were given, or evidence of harshness in the way these 
instructions were carried out. The Inland Revenue had some 
120 Ombudsmen cases last year. Half of these had led to criticism 
of the Inland Revenue but only one case concerned the self-employed. 
It might indeed be the case that individuals were reluctant to 
complain, but given the amounts of tax frequently at stake he 
would be surprised if this were the case. 

Continuing, Mr Battishill  said that for the most part the self-
employed only had very limited dealings with the Inland Revenue. 
For every hundred individuals that submitted accounts, 95% were 
just ticked by the Revenue. Of the remainder, three out of every 
hundred were simply enquiries about the arithmetic. Only 2% 
received a proper investigation and in the great majority of these 



cases underpayments of tax were discovered. He would be grateful 
if Mr Brownlee could write giving him details of the individual 
complaints he had mentioned. Mr Brownlee said that this would 
be very difficult. The Chancellor said that it really was necessary 
to see specific examples of allegations of victimisation. The 
only way to look into this complaint was by individual cases. 

Continuing, the Chancellor  said that he feared that there was 
no way round the problem of the classification of the self-employed. 
This had been looked into exhaustively by the previous two Financial 
Secretaries. The point was that there was a very substantial 
grey area. There was no easy dividing line. There would always 
be people who felt they should be self-employed and who were not 
classified as such. Another problem was that there may not be 
complete uniformity up and down the country. In some cases the 
grey areas arose because of contrived arrangements which might 
or might not meet the necessary tests. If it was thought that 
the Inland Revenue were trying to stop the growth of 
self-employment, then they were the most unsuccessful department 
in Whitehall! He accepted that when an individual went into 
business for the first time the amount of paper from governments 
departments to read was very daunting. 

Your Secretary of State  noted that 200,000 of the unemployed had 
become self-employed under the enterprise allowance scheme. Many 
of these would be those who had previously been in the black economy 
and had now moved into the white economy. There was a great deal 
of activity outside the Inland Revenue net. His aim was to find 
a way through this problem and encourage people out of the woodwork. 
One possibility would be to grant an amnesty. 

The Chancellor  said that the question of an amnesty had been looked 
at very carefully. There was no objection in principle, but it 
would only be effective if, after the amnesty was over, there 
was a major crackdown. There were not the resources for this 
at the present time. Mr Battishill  commented that the most serious 
barrier was the question of unpaid tax due that had accumulated 
when individuals were operating in the black economy. On the 
question of the weight of paper sent to someone setting up a new 
business a number of steps had been taken to help individuals:- 

Leaflets had been considerably simplified. 

The starter pack for new businesses had been examined 
in great detail - but much of the remaining bulk was issued 
on behalf of the DHSS. 



Informally, the procedures had been relaxed a little for 
the very small business. The Revenue were willing to 
allow PAYE to build up for three or four months and profits 
for two to three years. 

Your Secretary of State  said that he thought it was worth 
considering with DHSS if anything could be done to simplify these 
entry procedures further. Mr Twyman  said that he recognised that 
there had been tremendous steps forward, but further progress 
was needed to improve the sensitivity of the Revenue departments' 
dealings with individual taxpayers. 	Sir Angus  said that they 
had invested more time than almost anyone else in improving letters 
etc and they had bent over backwards to bring home to tax officials 
the importance of their approach to individuals. There was survey 
evidence that individuals did find officers helpful, but one would 
always expect that people starting up in business would find the 
VAT system complex. 

The Chancellor  commented that although much had been done on the 
starter side, it would be useful to look at it again, with DHSS. 
On the interface between individual tax officers and payers, 
improvements could only made by reporting cases of alleged bad 
behaviour. There were bound to be some cases where complaints 
were justified, although the instructions to the individual tax 
officers were very clear. Mr Battishill  explained that the Inland 
Revenue had met with the Federation of Self-Employed a little 
while ago and as a result the Director of Operations at the Revenue 
was to meet with them every three months. They had been asked 
to report any cases which had been badly handled and these would 
then be examined. 

Your Secretary of State  emphasised the importance of public 
perceptions. Much had been done to improve the situation, but 
people were unaware of this. His concern was to remove people 
from the unemployment count. It was a very difficult change for 
people to become self-employed and it was important to do everything 
possible to facilitate this. The Chancellor  said he was very 
happy for officials to consider whether anything could be done 
to improve matters further in the areas which your Secretary of 
State had covered. 

CATHY RYDING 
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CASH ACCOUNTING FOR VAT 

At the meeting with Lord Young about taxpayers and Revenue 

departments, the question arose of whether EC legislation would 

prevent us from introducing cash accounting above the £100,000 

turnover level, if it turned out that we wanted to. 

I had said that we proposed a £100,000 limit because, inter alia, 

that was the equivalent of the level (150,000 ECU) set as a 

maximum for simplified accounting by the draft Small and Medium 

Enterprises Directive. Mr Brownlee of the EDU suggested that we 

would be free to go above £100,000 since, while that was the 

dividing line below which siMplified accounting would be 

mandatory, a member state would have the option of being more 

liberal if it wanted to. I was none too sure of my ground on this 

point, not having the draft Directive with me, and the discussion 

rested on the conclusion that this was something we would look at 

in the follow-up to the consultation document. 



I find that the 150,000 ECU limit is indeed a maximum in the 

-Waft SME Directive, so that it would, as I suggested, preclude 

extending cash accounting above that limit if we rested on this 

draft directive. Mr Brownlee may have been thinking, however, of 

the present 6th VAT directive, and we are looking again at the 

vires for cash accounting under that directive. Our preliminary 

view is that if we were to introduce it by that means with a 

higher cut-off point than £100,000, it should be possible to 

retain this higher level even if the draft SME Directive comes 

into force, because the latter provides a let-out for current 

schemes. However, the EC legal background is fairly complex, and 

it will be best for us to take up this aspect again in more 

depth, along with all the other factors affecting the dividing 

line, when we are reporting on the consultation exercise early in 

the New Year. 

A M FRASER 

)41 
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CASH ACCOUNTING FOR VAT 

The Chancellor has seen 

of State of 3 December, 

that if we are to have a 

have to have it in place 

1987 Budget. 	He would 

cc: Financial Secretary 
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Sir Angus Fraser's minute to the Minister 

which he found interesting. 	It suggests 

higher upper limit for cash accounting, we 

as soon as possible - ie it must be in the 

be grateful to know the cost of having 

various higher limits between £100,000 and El million. 

CATHY RYDING 
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FREEPORTS 

In the attached letter the Minister for Shipping returns to the 

subject of the possibility of creating more freeports, 

particularly on the east coast at Aberdeen, Felixstowe or Tilbury. 

2. 	We advised you last time that you should maintain the line 

that further designations will not be considered hy the Government 

until the present experimental period is completed. 	The relevant 

considerations were: 

to concede to this request would raise the question 

why these ports should be chosen and not others of the 

original unsuccessful candidates (this argument was further 

strengthened by an approach we had recently from the 

Industrial Development Officer of the Central Regional 

Council in Scotland who enquired about the prospects of 

designating Grangemouth port - an unsuccessful applicant in 

1983 - now that Prestwick has ceased to function. 	We made 

it clear to him that there is no prospect of additional 

freeports during the experimental period). 

there has been considerable public criticism of the 

freeport regime and the poorer than expected performance of 

the present siteS(this has not abated). 



(c) the Adam Smith Instituter which also supported the 

introduction of new freeports, had as a precondition that 

important changes, many of which are unacceptable to 

HM Customs and Excise, be made in the freeport regime. 

Lord Brabazon has pressed you to reconsider that approach - 

though he concedes that the practical problems of designating new 

sites so late in the experiment might prove insuperable. 

He says that if you are unable to agree to create more 

freeports he would settle for an assurance from you that when you 

are considering the outcome of the experiment you will not let the 

poor performance of sites such as Prestwick, Cardiff and Belfast 

colour your judgement of the worth of the experiment as a whole or 

predispose you to de-designate the other, "successful", freeports 

where considerable amounts of time and money have been invested in 

trying to "make a go" of the regime. 

Comment  

We continue to believe that, for the reasons set out above, 

the creation of new freeports 28 months into a 5-year experimental 

period should be ruled out. 

Nevertheless, despite the uncertainty at this stage of what 

the review of the experiment will show, it seems quite reasonable 

to assure Lord Brabazon that the failure of some of the freeports 

will not necessarily result in the withdrawal of the designations 

of the more successful ones. 	The Government assumed from the 

start that there was a possibility that some of the freeports 

might fail. 	Mr Hayhoe told the House on 2 February 1984: "If the 

review shows that any of the sites designated has failed to work 

well and does not have the opportunity and potential for the 

future, the Government will take the necessary action" (Col 419). 

Moreover, in addition to what it tells us about existing 

freeports, the research should enable us to assess what factors, 

eg location, airport v seaport etc, determine whether a site will 

be successful and to apply those lessons in considering the 

designation of any new freeports (if that is thought desirable). 

A draft reply conveying those views is attached. 

R P Wig 	worth 



• 
Draft letter from Minister of State 

to Minister for Shipping 

The Lord Brabazon of Tara 

Minister for Shipping 

Department of Transport 

2 Marsham Street 

LONDON 

SW1P 3EB 

FREEPORTS 

Thank you for your letter of 10 November. 	I continue to believe 

that there is no case for departing from our existing policy of 

not designating more freeports during the current experimental 

period. 

You asked for an assurance that the time and money some operators 

are devoting to making the experiment successful should not be 

jeopardised because of the poor performance of the other 

freeports. 	I think we have always been clear that we will be 

looking at the performance and prospects of each freeport 

individually at the time of the 5-year review. 	(That review 

should also enable us to look at the factors which explain why 

some were successful while others were not, and to ask what 

lessons can be drawn from that.) 	I can therefore assure you that 

the failure of some of the freeports will not of itself result in 

the withdrawal of the designations of the successful ones. 

Hon Peter Brooke 
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Thank you for your letter of 10 October about the possible 
designation of an additional freeport on the East Coast. 

I have now had a chance to look at the Adam Smith Institute's 
review of the freeport experiment, which tends to reinforce 
my belief that the six sites chosen in 1984 cannot plausibly 
be presented as a good mix which will enable the freeport 
experiment to be properly tested. 	It begins to seem very likely 
that the 1989 review of the experiment will conclude that nothing 
worthwhile has been achieved at three of the sites, namely 
Belfast, Cardiff and Prestwick. 	This will not tell us anything 
very much about the applicability of the freeport concept to 
UK circumstances; it will merely show that these three freeports 
were in locations where it was unlikely, from the outset, that 

from the 
that the 
in terms 

they would prosper. 	It is, in fact, fairly clear 
note of the Chancellor's meeting of 31 January 1984 
final selection of sites was not made exclusively 
of their suitability as freeport locations. 

Ideally, it would be best to designate one or more additional 
freeports now, in locations where they might reasonably be 
expected to prosper. 	The Adam Smith Institute suggest Aberdeen, 
Felixstowe and Tilbury as possibilities. 	All three of these 
sites were short-listed back in 1984 and rejected at the 
31 January meeting, for reasons which are not entirely convincing, 
read with the benefit of hindsight. 



• However, I appreciate that there are practical problems in 
the way of designating new freeport sites at this fairly late 
stage. 	If you feel that these are insuperable, then I would 
certainly not wish to press the matter, but I should still 
be concerned that the investment of time and money in Birmingham, 
Liverpool and Southampton was being jeopardised by the poor 
performance at the other three freeports. 	I should welcome 
your assurance that this is not the case and that there can 
be no question of the experiment being judged a failure on 
the basis of experience at Belfast, Cardiff and Prestwick. 

`iYautP 
1.49 goo.  

THE LORD BRABAZON OF TARA 
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CONSUMER CREDIT TAXES 

This is to confirm that, at your request, we are accelerating the timetable for 

submission of a progress report on our preparatory work in this area. Our aim 

is to put up a paper by close on 15 December, so as to allow more time for 

discussion with Ministers before Christmas (this is, in our view, important if 

options are not to be closed off by a combination of the passage of time and 

working assumptions we are having now to formulate for the preparation of 

legislation). The purpose of our submission would be to present Ministers with 

an account of our thinking so far - which is showing some perhaps significant 

Internal circulation: CPS, Mr Knox, Mr Jefferson Smith, Mrs Boardman 
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differences from the 1984 exercise - and with our assessment of the wider 

economic and political issues that our research is uncovering. We hope that a 

brief discussion with Ministers will not only give us a steer on some of the 

choices to be made but will also enable Ministers to check whether the project 

as it now stands still accords with the objectives set at the Chancellor's 

meeting on 18 November. 

P G WILMOTT 



From: P TREVETT 
Date: 11 December 1986 

HM CUSTOMS AND EXCISE 
VAT CONTROL DIVISION D 

ALEXANDER HOUSE 21 VICTORIA AVENUE 
SOUTHEND-ON-SEA X SS99 1 AJ 

TELEPHONE SOUTHEND-ON-SEA (0702) 3Xerockmx 36628.5 

Minister of State CC 	PS/Chancellor 
PS/Chief Secretary 
PS/Financial Secretary 
PS/Economic Secretary 
Mr Scholar 
Miss Sinclair 
Mr Cropper 

DRAFT VAT DIRECTIVE: SPECIAL SCHEMES FOR SMALL AND MEDIUM SIZED 
BUSINESSES 

In his note of 27 November, Mr Kuczys said that the Chancellor agreed that the 

question of compulsory deregistration should first be discussed bilaterally with the 

Commission. You have asked when such a discussion is likely to occur (Mr Norgrove's 

note of 1 December). 

The next meeting of the Financial Questions Group to discuss this draft directive 

is scheduled for Thursday 18 December, and I propose to take the opportunity to see the 

Commission on Wednesday 17 December. At this meeting I shall explore the 

Commission's views on compulsory deregistration. In addition I shall also follow up the 

suggestion made by Mr Brownlee of the EDU that neither existing EC law nor the draft 

SME directive preclude us from setting a higher limit for cash accounting than the 

£100,000 currently proposed (Chairman's note of 3 December). 

On my return from Brussels I shall, of course, inform you of the outcome of my 

meeting with the Commission. 

P TREVETT 
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The Rt Hon Nigel Lawson MP 
Chancellor of the Exchequer 
H M Treasury 
Parliament Street 
London SW1P 3AG 

Dear Chancellor 

V' 

VAT: Partially Exempt Businesses 

In August Customs and Excise published proposals for changing 
the law on how much input VAT should he repaid to businesses 
whose outputs are only partly taxable. We have replied to 
Customs in detail, but we wish also to bring to your own 
attention certain aspects of the proposals that go beyond what 
is necessary and would impose an extremely heavy compliance 
burden on business. 

Before itemising these features, let me say that we accept that 
under the present rules more input tax is sometimes repaid than 
Parliament intended, and that some remedy seems desirable; but 
the task of judging the need is made difficult by no figure for 
the Customs loss having been published, so that it is 
impossible for us to compare the size of the problem with the 
remedy. 

Our first criticism concerns the proposal to bring the new 
rules into force on 1 April 1987. This is far too short a 
lead-time, and we believe that many companies would be unable 
to comply with it. The new requirements are not yet known. 

Our second criticism is directed at the proposed obligatinn on 
businesses to analyse their inputs according to whether the 
resultant outputs are taxable or not taxable. This is a 
threshold, or "de minimis", test, and would have to be carried 
out even if the result showed that all the input tax could be 
repaid. An analysis and attribution of input tax is an 
entirely new requirement; it would need a new procedure to 
be set up and staff of a fairly high calibre. It would be 
imposed on any business that had exempt outputs, however small 
they might be. 

For companies that did not pass the threshold test, the 
standard calculation of what input tax could be repaid would 
require a high degree of analysis of inputs and matching with 
outputs. In addition, its arithmetical rules are capricious: 
little input tax will be repayable if little can be related 
specifically to taxable outputs, even if most of the outputs 
are taxable. Again it makes a big difference to what 
proportion of input tax is recoverable, whether most inputs are 
positive-rated or zero-rated. 
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Customs have said they expect that most companies found to be 
partially exempt will opt for a special method, so that any 
deficiencies in the standard method are not a serious matter. 
Our view is that a standard method ought to be fair and 
workable. 

Next there is the lack of precision about what the present 
abuses are. Some are identified in the consultation paper and 
others have been identified in discussion. But we disagree 
with the apparent Customs view that where several companies 
make a group election for VAT,there is inevitably an "abuse" if 
the result is that more input tax is repaid; sometimes it is 
indeed an abuse, but in most instances not. 

Rather similar is the fact that the Customs paper says that 
some businesses make "distortive" taxable outputs, but does 
not indicate why basing the test on input tax would improve the 
position. 

Our recommendation is that Customs should publish revised 
proposals that take account of the views they have received, 
that the new proposals should specify the abuses they are aimed 
at, and that a far greater effort should be made to minimise 
Lhe compliance burden and confine it to the smallest possible 
number of businesses. 

Yours sincerely 

A E Willingale 
Chairman, Taxation Committee 

ED50QPKJW92L 
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A POSSIBLE INSURANCE PREMIUM TAX (IPT) 

Ex'Avea atC04-K12-01 
At the Chancellor's tax planning meeting on 22 September we were asked to do 

further work on this, specifically giving an account of how IPTs work abroad and 

considering the problems of potential avoidance (particularly of the off-shore 

variety). We have consulted administrations in France, Germany and the 

Netherlands, and we are waiting for a written response from Canada. We have 

also talked to the Department of Trade and Industry, as sponsors for the 

insurance business, and to the Inland Revenue, who have a good deal of 

experience on other aspects of insurance. The attached paper records the main 

points of interest in the sizeable volume of material culled from our research 

in Europe; the rest of this note summarises the essential points to emerge from 

all our consultations. I am sorry not to have reported earlier: the staff 

engaged on this project are also working on other Budget matters. 

Internal distribution: 	CPS, Mr Jefferson Smith, Mr Wilmott, Mr Bone, 
Mrs Hamill. 
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411 Foreign IPTs 

2. 	You will see that practice differs between countries, both as to coverage 

and to rate structure. No doubt had we gone further afield, we would have found 

still more variations. Despite all the differences, we see two crucial common 

elements. First, each country has taxed insurance for many years. This means 

that there is now no political argument about whether it should be taxed. 

Second, no country has been able to insert into the tax system a satisfactory 

mechanism for countering off-shore avoidance. The barriers to insurance going 

off-shore have nothing to do with the tax system: they are declared as either 

exchange controls or consumer resistance to foreign insurance (and, in the case 

of the Germans, as the improbability of people seeking to avoid tax). There is 

a third barrier, which administrations did not discuss in detail: namely the 

restrictions in the European insurance market, which of course the UK is keen to 

liberalise, and which this month's European Court judgment will do much to break 

down. 

Off-shore avoidance 

In our view the prevention (or, at least, the satisfactory containment) of 

avoidance is central to the good operation of an IPT. But the more we study it 

the less we think that the tax could be ring-fenced. The experience of our 

European partners is not encouraging. And there are two factors which are 

likely to make matters worse here. First, the UK insurance industry is on a 

much bigger scale and operates in a much more international market than any 

other. Second, the UK already has well-developed off-shore operations. 

On the corporate front, it would be possible under existing insurance 

company structures for domestic insurance to be switched abroad to be written 

tax-free; but the existence of the tax would also provide an incentive for 

insurance companies to establish themselves in, eg, the Channel Islands and 

would give a boost to the foreign 'captive' insurance market (when subsidiaries 

of large companies are set up to deal exclusively with the insurance of their 

parent firms). If private individudls chose to insure with a company wholly 

established off-shore (ie more than just a 'poste restante') there would be no 
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tax trail for us to follow. Without draconian powers of enforcement to counter 

these possibilities, we do not think we could police an IPT adequately in either 

the corporate or the personal sector. Even with such powers there would be no 

guarantee that we could keep the lid on avoidance. For example, 

a route for tax avoidance through the exemption of re-insurance, 

could be insured abroad and re-insured here. (The DTI warned us 

there would be 

since risks 

not to 

underestimate the capacity of the insurance industry to devise methods of 

circumvention.) A tax open to the sort of manipulation which we can foresee 

would be neither equitable nor reputable. 

Other issues 

5. 	Revenue Quite apart from the possibility of the tax-base being eroded by 

business moving off-shore, we think that the revenue estimate of a full-year 

yield of half a billion pounds at 1987-88 prices from a 5% tax is likely to be 

on the high side. DTI analysis of the £8.4 billion gross premium income in 1985 

shows that a significant (though unfortunately unquantifiable) proportion of 

property and general liability insurance 

If this were to account for a quarter of 

allowance for the resulting reduction in 

companies, indirect from consumers), the 

£300 million. 

is written in the UK for foreign 

the total, then after making an 

other tax receipts (direct from 

net yield could be more like 

risks. 

 

There is however a further twist, since to the extent that insurance 

companies moved off-shore, the Inland Revenue's yield from income tax and 

corporation tax would be reduced. We cannot compute the risk, but it is not 

impossible that the losses on the direct tax side could off-set or even outweigh 

the gains on the indirect. 

Tax base Our earlier note suggested that there should be exemption from 

tax for life assurance, international insurance like marine aviation and 

transport (MAT) and re-insurance. As a result of our consultations we think 

that this remains broadly right, in theory anyway. Much life assurance is 

essentially saving, and, political awkwardness aside, to tax it in contrast to 

other forms of saving would not be equitable. For the rest we take it as 
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axiomatic that it would te wrong to-impose-tax on non-UK risks. Taxing MAT and - - 

the like would be an effective tax on exports (London has about half of the 

total world MAT market.) Because much re-insurance is of non-UK risks taxing 

re-insurance would entail taxing exports or double taxation. The DTI registered 

a strong preference for excluding life assurance from the tax and they were in 

no doubt that the UK market would lose a lot of business if MAT and re-insurance 

were not excluded. 

On the assumption that life assurance would be exempted the Inland Revenue 

advise that the exemption should apply to all long term business (as prescribed 

in the Insurance Companies Act 1982), ie including capital redemption (eg saving 

in the form of endorsement insurance or towards an annuity) and permanent health 

insurance (not annual BUPA agreements but minimum 5-year contracts). This is 

because of the conceptual problem in distinguishing between certain types of 

long term business at the margin. The Revenue suggest that such a borderline 

would be easily identifiable. On the international front, however, our 

enquiries lead us to think that the borderlines could not be so straightforward. 

We see real difficulty in separating out UK risks from foreign risks in some 

large areas. A good example of this is product liability where, for example, a 

British company might seek worldwide indemnity. It is not clear where the risk 

lies. A related problem would occur with the foreign multinational which has 

extensive risks to be insured in this country as well as elsewhere. The 

location of the insurance contract and the currency in which it was drawn up 

need not, in commercial terms, bear any relation to the location of the business 

which is insured. Any rules which we could devise to impute a liability to tax 

in these circumstances would be complex and likely to give rise to dispute, with 

difficulties for both companies and our officers. 

An alternative approach would be to seek to exempt corporate premiums 

altogether, so that tax fell solely on the domestic consumer. This would reduce 

(but not eliminate the probability of insurance going off-shore, since 

individuals may be presumed less likely than big business to look outside the UK 

for cover. It would also cut out many of the problems in distinguishing between 

UK and foreign risks. However, it would roughly halve the tax-base (though, 
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because there would be no offsetting direct tax losses, the net yield-might be 

reduced by only a third), and it would reduce much of the business costs 

associated with the tax. But the introduction of a new borderline would give 

rise to a different set of demarcation and administrative problems in 

distinguishing between business and personal insurance and might increase 

compliance costs for the insurance industry; there could well be difficulties 

with small businesses, particularly those not registered for VAT. 

Lloyds 	There is one other main area where we foresee problems, and that 

is with Lloyds. Apart from the 500 or so insurance companies with which we 

would have to deal (on the assumption that companies concerned exclusively with 

life and MAT were not in the net), there could be about 200 Lloyds syndicates to 

be controlled. We have considered the possibility of controlling Lloyds through 

their central Policy Signing Office, but we understand that as currently 

structured it would be unlikely to be able to act as a suitable focal control 

point. Even if it were, however, the fact remains that in formal terms the 

insurers are the "names" - some 30,000 of them - and in practice it could be 

necessary, particularly when disputes arose, for us to deal with them 

individually. The Inland Revenue tell us that this is becoming a problem area 

in dealing with Lloyds names, which they have already mentioned to Ministers. 

We see little chance of our being able to proceed smoothly where they have so 

far been unable to. 

EC Internal Market As you know, one important objective for the UK in 

completing the internal market is the liberalisation of insurance, which may 

move forward now following this month's European Court judgment (which 

effectively allows insurers to sell into a Member State without a physical 

presence there). We should record that the DTI consider that the introduction 

of an IPT here would complicate and could jeopardise progress on the insurance 

directive. They do not think that the non-existence of a tax would prove a 

stumbling-block. (This contrasts with the German view that a harmonised IPT 

would be a desirable concomitant to a liberalised insurance market.) 
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VAT There is one further EC point. The Sixth Directive precludes the 

application of VAT to insurance. As you will see from the annex, the French are 

attracted to the idea of changing the rules so that they could tax insurance 

through the VAT system. In our view their chances of success are very slim. We 

do not see VAT as a realistic alternative to an IPT either now or in the 

foreseeable future. 

Conclusions  

We have considerable reservations about introducing a tax on insurance. 

The potential revenue yield could be severely undermined by losses on the direct 

side, and we can see no acceptable way of containing off-shore avoidance. We do 

not think that the European experience is a particularly good guide to what 

would happen here: partly because they have had insurance taxes for a long 

time, but more importantly because a) both their consumers and their industries 

tend to accept, in a way that the UK would probably not, regulatory and other 

constraints that aid collection of the tax, and b) the insurance industry in 

this country is on a totally different scale. We have become very aware in all 

our discussions of the increasing internationalisation of the insurance 

business; there is no sign that the trend will slacken; and we see a good 

possibility of the tax inducing movement of insurance away from the UK, with 

resultant economic distortions and loss of overseas earnings. 

B H KNOX 
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INSURANCE PREMIUM TAXES IN EUROPE 

Between 28 and 30 October we visited Paris, Bonn and The Hague to discuss 

with administrations the introduction and operation of their insurance taxes. 

We had sent beforehand a thorough questionnaire, and for the most part our 

discussions followed the questions in it. (A copy of the questionnaire is 

attached.) 

The essential features of the three taxes are shown on the attached 

summaries. They vary widely in scope, tax rates and (therefore largely) in 

complexity. The French tax is particularly complicated. All have been in place 

for so long that there are no useful records of their introduction or any 

problems which may have cropped up at the time. 

Both German and Dutch versions of the tax are cheap to operate. The French 

were unable to disaggregate the effort expended on IPT from that on other taxes. 

We could not elicit any estimate of 'burdens on business': the concept is not a 

familiar one on the Continent. However, we were led to believe that there were 

few problems in that sphere. Both the Germans and the Dutch allow small 

insurance companies to make quarterly returns instead of the normal monthly; by 

contrast the French have a system of 2-monthly returns with tax payable 6 weeks 

after the end of each period, allowing quite a cash-flow advantage to all 

insurers. 

All three countries relied on factors external to the tax mechanism to 

minimise off-shore avoidance. 

H M CUSTOMS & EXCISE 	 December 1986 
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INSURANCE PREMIUM TAX: QUESTIONNAIRE FOR OTHER ADMINISTRATIONS 

A. Basic facts  

When was the tax introduced? 

Why was it introduced? 

What other taxes are levied on the insurance industry (eg payroll tax)? 

What was the reaction to the tax - from the industry, political parties, 

economic commentators? 

What is the tax base? 

Are there any exclusions; if so, why? 

What are the rates of tax? (If variable, why?) 

How often do rates change? 

What is the yield? 

Does the yield increase faster than inflation? 

What proportion of Government revenue from taxation does it represent? 

How does the tax work? 
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B. Mechanics  

1. How long was it between announcement and introduction of the tax? 

2. What consultations were there between tax authorities and the industry? 

3. What legislative difficulties were there (eg definitions)? 

4. How do tax authorities determine whether or not a particular type of 

insurance is subject to a particular rate? 

5. How do tax authorities treat 

taxation of foreign insurance for domestic risks? 

taxation of domestic insurance for foreign risks? 

6. What control and enforcement mechanisms are there? 

7. How many staff are employed to administer and collect the tax? 

8. How does that number compare with 

initial estimates? 

the number required to introduce the tax? 

numbers employed on other taxes? 

• 

9. What use do authorities make of computers to operate the tax? 
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Effects 

What effect has there been on the volume of insurance? 

What proportion of the tax falls on business/private consumer/other? 

Is there any estimate of the cost to the insurance industry of operating 

the tax? 

Are there any benefits to the industry, eg prolonged use of revenue 

collected before transmission to tax authorities? 

D. Problems  

Are there difficulties in definitions and borderlines? 

Does the existence of variable rates make those difficulties worse? 

What is the scope for tax avoidance? 

Is foreign insurance particularly difficult to tax? 

How do tax authorities counter avoidance? 

What other problems have been encountered? 

What other problems may lie ahead? 
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INSURANCE PREMIUM TAXES 

Country 	 France 

Latest tax dates from 1944, but insurance subject to a 

variety of state imposts since 1850. 

In principle all premiums (and associated charges) on 

all domestic risks. 

Exports (including export elements of MAT). 

Life assurance which can be defined as saving. 

(In practice the great bulk of life assurance appears 

to be exempt, not least because of reliefs for 

occupational groups.) 

Agricultural insurance. 

'Standard' rate is 9% of total premium, but there are 

nine other rates depending on type of risk. They range 

from 0.25% to 30%. The most frequent rate is for car 

insurance: 18%, but because of other hypothecated 

levies (for accident funds and so on) the true rate is 

about 35%. 

Brief history of tax 

Tax base  

Exemptions  

Tax rate(s)  

Yield 	 1985: 2,000 (of which 	Yield as % of 
(£ million, 	nearly three-quarters 	Central Govt  
approx) 	from car insurance) 	 taxation  
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Treatment of off-shore insurance 

Tax due on domestic risks, whether insurer based in France or abroad. Foreign 

insurers obliged to appoint a representative in France who is personally 

responsible for paying tax. Most effective weapon against off-shore avoidance 

is exchange control. 

Comments 

Not an example which we would wish to follow. The multiplicity of rates is 

unattractive. The high effective rates, on car insurance in particular, lend 

themselves to competitive distortions. (We learnt for example that as many as 

one million households run cars without any insurance. Apart from being 

illegal, this has potentially grave social implications.) There are large 

distortions in favour of farmers, and the rules on life assurance have massive 

loop-holes. Enforcement by means of exchange controls would not be practicable 

in the UK. 

The French are aware of the deficiencies in the tax and would much prefer to 

include insurance in the VAT regime. This carries its own disadvantages, as to 

achieve the same yield (after allowing for deductible input tax) the VAT rate 

would have to be set at 50% for car insurance. 
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INSURANCE PREMIUM TAXES 

Country 	 Germany 

Premium tax dates from 1922, but there were stamp 

duties before then. 

In principle all payment for all insurance (ie premiums 

and associated charges), including exported insurance 

in the form of MAT. 

"Social" insurance, such as health, life and unemploy-

ment insurance 

Re-insurance 

Small farmers' animals insurance. 

In most cases 5% of total premium. For ships' hulls it 

is 2%. There is a 5% extra levy on fire insurance. 

And a special rate of 0.02% of the sum insured for hail 

insurance. 

Brief history of tax  

Tax base 

Exemptions 

Tax rate(s)  

     

Yield as % of 
Central Govt  
taxation  

1.5% (0.8% of federal and 
states' total) 

Yield  
(Emillion, 
approx) 

1985: 900 

 

  

     

        



CONFIDENTIAL 

Treatment of off-shore insurance 

The insured is obliged to declare insurance abroad to the Finance Ministry and 

to pay tax on the premiums. There is no control mechanism to enforce this, 

although some cross-checking is possible through, eg, income tax returns. Level 

of off-shore insurance thought to be low at present. 

Comments 

This appeared to be a reasonably efficient and buoyant tax, with two drawbacks. 

The first is in coverage, where the non-exemption of MAT can lead to some double 

or even triple taxation. The second is in off-shore avoidance, where there is 

effectively no control. When pressed, the Germans conceded that the main bar to 

insurance going off-shore was the fact that most people would want to insure 

risks in their native country. However, they found it difficult to contemplate 

insurance going off-shore with the object of avoiding tax. They recognised that 

a more liberal market in European insurance would mean more off-shore insurance, 

and to avoid distortion of competition they favoured a harmonised IPT throughout 

the Community. They had no thoughts about how this would prevent insurance 

going outside the EC. 
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INSURANCE PREMIUM TAXES 

Country  

Brief history of tax  

Tax base 

Exemptions 

Tax rate 

Yield  
(Emillion, 	200 
approx) 

NETHERLANDS 

Premium tax dates from 1972, when a revenue-

neutral package of tax changes was brought in. 

Previously there were stamp duties. 

In principle all premiums (and associated charges) 

on policies taken out in the Netherlands or on 

risks situated in the Netherlands. 

Life assurance 

Accident, health and unemployment insurance 

MAT 

Re-insurance 

Export credit insurance. 

7% 

Yield as % of 
Central Govt 
	

0.5% 
taxation  

Treatment of off-shore insurance 

The insured is obliged to declare and pay tax on insurance taken out abroad. 

There is no control mechanism to enforce this, although some cross-eheeking, eg 

via company taxation, should be possible. Scope for off-shore insurance thought 

to be low at present, but domestic law due to be liberalised on 1 January 1987. 
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Comments  

This was the simplest and cheapest to run of the three tax systems studied. 

However, officials showed a disarming lack of concern about a couple of key 

aspects. First, the revenue yield is not particularly buoyant (it declined in 

real terms during the early 1980s when the tax rate was 6%, and there appears to 

have been a further fall in volume when the rate went up to 7% in 1983). 

Second, there is no effective control over off-shore avoidance. The Dutch are 

aware that a freer market will increase the possibility of avoidance but they 

see no real way to deal with it. 
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UNCLASSIFIED 

FROM: CATHY RYDING 

DATE: 12 December 1986 

PS/MINISTER OF STATE cc Financial Secretary 
Economic Secretary 
Mr Scholar 
Miss Sinclair 
Mr Cropper 

PS/IR 
Mr Jefferson-Smith - C&E 
PS/C&E 

VAT: PARTIALLY EXEMPT BUSINESSES - LETTER FROM CBI 

The Chancellor has seen the letter from Mr Willingale, Chairman of 

the Taxation Committee of the CBI. 

2. 	The Chancellor would like to see the considered advice the 

Minister of State receives on this as soon as possible. He would 

also be grateful if the Minister would look especially at the small 

business angle. 

CATHY RYDING 
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CONSUMER CREDIT TAX AND PAYMENT CARD TAX 

I. 	INTRODUCTION 

At your meeting on 18 November you asked for a feasibility 

study to be done on a package which would include the eventual 

introduction of an across the board consumer credit tax; to be 

preceded by a separate tax on credit cards alone, which would try 

to combine two conflicting considerations: first, that revenue was 

received quickly; and second, that it followed similar principles 

to the eventual consumer credit tax into which it would be merged. 

Timing and implementation 

Our subsequent work has underlined the large number of 

uncertainties against which planning must proceed. 	Under 
conditions of Budget security, we have consulted the Office of Fair 

Trading (OFT), the Inland Revenue, the Department of Trade and 

Industry (DTI) and the Bank of England. But these are unlikely to 

be able to provide all the detailed facts and figures which will be 

required. In particular, we are unlikely to be able accurately to 

predict the total number of traders requiring to be controlled, 

their size or their working methods. 	As a result, it will be 

difficult to arrive at final decisions on a number of facets of the 

tax (de minimis limits; and control and collection methods). 	We 

shall therefore need to prepare legislation on the best assumptions 

available, in order for it to be published as part of a 

consultation exercise after the Budget announcement, in the light 

of which we shall need to be prepared to amend the legislation as 

the Finance Bill progresses through the House up to, and including, 

Report Stage. 	As the basis for this consultation exercise, we 

propose to: 

(a) include as many of the detailed provisions (on machinery, 

accounting etc) as possible in secondary legislation, 

following the VAT precedent. 	Even so, up to 20 pages of 

Finance Bill space could be needed. 
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(b) Publish draft secondary legislation at the same time as 

the 1987 Finance Bill, as the basis for consultations. 

3. 	We have little firm information on the time likely to be 

required by lenders to implement either tax. One of the reasons 

for delay present in 1984 - the additional heavy calls then placed 

on their computer resources by MIRAS - should no longer apply. 

Nevertheless, the advice we have received from the Bank of England 

and DTI officials suggests that: 

Card operators would require six months from the date at 

which the details of the tax were completely clear to 

implement any separate credit card tax that followed similar 

principles to the eventual broad-based tax. We take this to 

mean about six months from 1 July 1986. 

Lenders generally should be able Lo implement a 

broad-based tax, possibly by 1 April 1988, or, certainly from 

1 July 1988. 1 July 1988 would allow longer for consultation 

and implementation, and an opportunity to revise the primary 

legislation in the 1988 Finance Bill should this prove 

necessary. Because of the many uncertainties and complexities, 

we would prefer a 1 July 88 start, but this would lose three 

months yield. 

II. SEPARATE CARD TAX 

Case for a separate tax 

4. 	No matter what its scope (see paragraphs 8-10 below) basis or 

duration, any separate card tax is likely to produce additional 

distortions and hostilities, and some disruption of the card 

sector. DTI advise firmly against iL on these grounds; but in the 

Bank of England's view, these distortions could be lived with 

provided that  the tax was clearly  intended  to  be short-lived and 

applied only to "extended" credit. 	It would also complicate the 

legislative requirements. 	In practice, a card tax based on the 

same principles as we recommend for a broad-based tax but beginning 

on 1 January 1988 would not produce any revenue in 1987/88 and only 

£50 million additional revenue in 1988/89 as compared with a 1 
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April 1988 start or £100 million as compared with a 1 July 1988 

start. It would not therefore be possible both to obtain revenue 

from a separate card tax in 1987/88 and base it on similar 

principles to the eventual broad-based tax. A separate card tax 

for 1987/88 is feasibile only as a quick and simple revenue raiser: 

if you wish to proceed with it we suggest that a is justified on 

revenue grounds and as an earnest of your intention to extend the 

tax base in the consumer credit area. 

Form of a separate tax 

5. 	If immediate revenue is required, we think that this could be 

achieved best by imposing a once-for-all levy on card operators 

based on the number of cards in issue immediately prior to the 

Budget Announcement. A levy of £5 a card would produce up to £150 

million in 1987/88 (on the assumption that both charge and credit 

cards and retailers' in-house equivalents are included). A poll 

tax on these lines would be comparatively simple and certain, would 

impose low compliance costs and be capable of providing a full 

year's revenue in 1987/88. 	By basing it on the number of 

pre-Budget holdings, we would avoid any opportunites for the 

tax-base to be eroded by card holders surrendering their cards. 

Payment could be at any time after Royal Assent, but during the 

financial year. Delaying the payment until, say, 1 January 1988, 

would allow card operators reasonable time in which to pass on the 

levy to card holders in whichever way they chose to do so, before 

having to account for the tax. 

6. 	As against this, a poll LdX on these lines would bear little 

resemblance to the eventual broad-based tax except in respect of 

the types of cards covered; it could be represented as 

1(`). 	retrospective; and as unfairly burdensome on one sector of consumer 

credit. On the other hand, a yield of £150 million would amount to 

no more than three-quarters of that which would be obtained from a 

1% levy on total repayments under the broad-based tax; and Lbere is 

/i  considerable evidence that lenders have found the card sector to be 
V one of the most profitable forms of providing credit. 
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7. 	Depending on how the card operators chose to pass on a poll 

tax, it could be criticised also as bearing unfairly on; 

Holders of cards who make little use of them to obtain 

credit (This would be most marked in the case of Barclaycard, 

which in addition to providing a credit facility is also the 

only cheque guarantee card provided to Barclay current account 

holders; a proportion of Barclaycard holders, therefore, 

probably only use their cards as cheque guarantee cards, and 

could thus claim to be being unfairly penalised); 

Holders of multiple cards on a single account (for 

example where husband and wife have separate cards on the same 

account); and 

Businesses providing expense accounts for employees. 

The only case for which we could easily provide some mitigation 

would be in respect of multiple card accounts. 	It would be 

possible to charge the poll tax on the basis of accounts rather 

than cards, but this would reduce the yield from about £150 million 

to perhaps £110-120 million, and could merely exacerbate criticisms 

from other types of holders. Overall, we think that if a poll tax 

is preferred, it should be presented primarily as a revenue-raiser 

of as broad and simple a nature as possible. 

Card Tax : Coverage 

8. 	Whether or not there is to be a suparate tax, a decision will 

be needed on the scope of any tax on cards. The options are to 

draw the line so as to either: 

(a) tax all credit and chargc card (and retailer in-house 

equivalents) transactions which do not involve immediate 

payment; whilst excluding, for example, cash debit or cheque 

guarantee cards which involve an immediate debit; or 
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(b) tax only those credit-card transactions (and retailer 

in-house equivalents) which incur interest as "extended 

credit"; whilst excluding any transactions (for example charge 

cards) where the amount is paid off in full before interest is 

incurred. 

We recommend that any tax be levied on all credit and charge card 

transactions not involving immediate payment. 	The statistics 

available suggest that in practice there is considerable overlap 

between charge and credit cards. 	Although most charge cards 

require the account to be settled in full each month, operators are 

increasingly offering linked interest-bearing "extended credit" 

facilities. Bank of England figures suggest that 90% of additions 

to credit card balances are repaid within the interest free period, 

whilst DTI advise that at any one timo as many as 40-45% of credit 

cards are being used in effect as charge cards. Any narrower base, 

therefore, could give rise to distortions within the card sector, 

and allow considerable erosion of the tax base, and DTI advise 

sLrongly
o
against it on hrse grounds. 

R otVJ e 	
V 

Afil 
(- 	9. 	As against thi s, the Bank of England strongly support the 

exclusion of charge cards and "interest-free" balances of credit 

cards, on the grounds that these are essentially payment rather 

than credit transactions. In practice, however, it is hard to see 

the justification for deeming such transactions to be purely 

concerned with payment, when non-cash alternatives such as cheques 

are readily available, and the card holder obtains up to 6-7 weeks 

before payment; to public perception, this would clearly amount to 

"credit". 

10. Exclusion of "interest-free" card transactions might appear to 

be on all fours with our proposal to exclude certain other forms of 

"interest-free" credit provided by retailors (see pardyraph 26 

below). In practice, however, the latter normally recoup tho cost 

of providing such credit through increased prices - which will 

normally be subject to VAT. 	Charge card operators recoup their 

costs through charges to retailers and card holders which are 

exempt from VAT. 	To exclude them also from the loans tax, 

therefore, could be argued to unfairly increase their relative tax 

advantages over rival forms of credit. 
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III. BROAD-BASED TAX 

Basic Coverage 

We recommend that the legislative provisions should follow 

those for VAT by applying the tax to "all loans made by a 

registered lender in the UK, in the course or furtherance of any 

business carried on by him, unless either the loan or the lender is 

specifically exempted." The definition "loans made in the course 

or furtherance of business" will by itself exclude many loans (such 

as those between blood relatives, and many loans by charitable and 

public bodies). The extent of any further exemptions will need to 

be defined in detail, and will be the subject of a separate more 

detailed submission. In the interest of minimising the scope for 

avoidance, simplifying the tax structure, and maximising the 

revenue base, we recommend that the scope of any exemptions be kept 

to a minimum consistent with the main purposes of the tax. 

Paragraphs 12 to 26 below consider the main options on which 

decisions in principle are required. 

Definition of "in the UK"   

One of the areas which may give rise to substantial 

definitional and avoidance problems is territoriality. It will be 

necessary to ensure that the tax applies to: 

Credit provided by a UK-based buLiiness to a UK resident 

in respect of goods, property etc purchased in the UK. 

Credit provided by a UK-based business to a UK resident 

in respect of goods, property etc purchased outside the 

UK. 

(c) Credit provided by a UK business to a non-UK resident in 

circumstances similar to (a) above. 
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(d) Credit provided by a non-UK business to a UK resident in 

respect of purchases in the UK (eg a loan from a bank 

based in the Channel Islands for house purchase in the 

UK). 

In order to ensure that all these come within the leyal scope 01 

the tax, we would need to base the rules governing the "place of 

supply" initially on those in force for VAT (which relate to a 

supplier having a business establishment or his usual place of 

residence in the UK). 	This would not, however, catch off-shore 

suppliers of credit by post (including potentially many credit card 

companies and mail order houses). 	In order to catch these, we 

would need, additionally, to apply the tax to loans which are 

enforceable in the UK courts. 	It would be necessary to qualify 

such an "enforceability" borderline by special provisions covering, 

for example, instances where a loan's inherent enforceability in 

the UK may have been removed by the working of other UK leyislation 

(such as the Consumer Credit Act 1974), or where international 

agreements provide for mutual enforceability. 

A wide definition of this type would minimise the number of 

potential legal loopholes. In practice, also, it is questionable 

whether a low rate would provide a sufficient incentive for the 

establishment of large-scale artificial avoidance measures. 	But 

there could still be scope for considerable enforcement problems, 

and we will need to give further thought to the need for special 

powers (for example to act against UK associates of offending 

off-shore subsidiaries or companies). 

Loans for business purposes 

Whatever the eventual scope of the tax, it will be necessary 

to define and police an exemption for loans for business purposes. 

We see considerable potential for definitional and avoidance 

problems, particularly in respect of loans to the self employed and 

loans for cars and vans. There is a VAT precedent for treating all 

loans for cars and vans as consumer credit; but in practice, we 
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doubt whether it will be possible to wholly overcome these, except, 

for example, where business loans are clearly secured on the 

business. 

As in 1984, we envisage that it will he necessary to require 

some form of certificate or contractual declaration of the 

"business use" together with his VAT registration number (where 

appropriate) to be provided by the borrower to the lender as the 

basis for applying the exemption. Requirements in this area would 

be related as closely as possible to existing Inland Revenue 

definitions and practices. 	Special arrangements may be required 

for cars. 

An alternative would be to adopt DTI's proposals to amend the 

Consumer Credit Art (CCA) so as to exclude business loans as the 

legal basis for defining those loans which fall outside the tax's 

scope. But it is not at present clear whether time will be found 

for the necessary legislation to amend the CCA before the beginning 

of the tax, and a legal definition on these lines would not obviate 

the need for basic enforcement provisions. 

De minimis exemption 

We also consider that it will be necessary to impose some form 

of de minimis limit in order to reduce the number of potentially 

registrable traders and the staff resources required. There are 

few statistics available and it may not be possible to reach a firm 

conclusion on the optimum level in advance of the post-Budget 

consultation exercise. 	OFT advise that they have some 70,000 

traders registered under the CCA; even allowing for those 

registrations which are moribund or out of date, the potential 

trader population, for a broad-based tax is in the order of 50,000. 

We estimate that We could require an additional 300-500 staff in 

order to control all these on a similar cost/revenue ratio as that 

for VAT. However, such statistics as are available suggest that a 

high proportion of the potential revenue will be paid by a 

relatively small proportion of the traders; possibly in the region 

of 90% being paid by under 10% of traders. Certainly the 50,000 

potential traders will include many occasional and small lenders, 

and we think that we could substantially reduce the control effort 
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by imposing a de minimis limit, without a proportional effect on 

the revenue yield. If, for example, the trader population could be 

reduced to 10,000, the additional staff resources required would 

probably be up to 200. In deciding on the actual level it would be 

necessary to balance such potential control savings against the 

possibilities for creating distortions, or new opportunities for 

avoidance. We consider, however, that avoidance can be 

successfully minimised by suitable anti-dis-aggregation rules. We 

seek approval in principle for planning to proceed on the basis of 

a de minimis limit, and authority to undertake more statisticd1 

work (if necessary in discussion with the Business Statistical 

Office). 

Treatment of existing fixed-rate loans   

There is also the question whether existing fixed-interest 

credit should be exempted at the start of the tax. This hinges on 

who is intended to bear the tax burden: the borrower or the lender. 

We assume that in the majority of cases where lenders are free to 

do so they would choose to pass on most of the costs of the duty to 

the borrower. But there will be a parLicular problem in respect of 

loan contracts entered into before the announcement of the new 

duty, at fixed rates of interest. At any one time these account 

for between one-quarter and two-thirds of consumer credit (other 

than mortgages). But the majority of contracts are short-term and 

would dwindle away over a three year period. 	In addition, DTI 

advise that in a proportion of cases the terms of so called 

variable contracts would not be sufficiently elastic to allow them 

to be changed so as to reflect a new tax (as opposed, for example, 

to a change in the MLR). 	Some of these contracts could be 

long-term. Similar problems could recur at the time of any change 

of rate, although it is likely that future contracts would be drawn 

up so as to accommodate changes. 

The options are: 

(a) Taxing all existing contracts, without any provision for 

relief. This would mean relying on the generally short-term 

nature of fixed-interest credit to minimise the cost which 

would actually have to be absorbed by lenders. 	It is 
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difficult to calculate how great this burden would be, but our 

best estimate is that with the starting date of 1 July 1988 

possibly in the order of one-quarter of the outstanding credit 

(excluding mortgages) at the start of the tax would have been 

taken out at a fixed rate before Budget Day 1987. 	This 

suggests that lenders would not have to absorb a severe burden 

if there were no exemption, with a 1 July 1988 starting date; 

but by the same token the cost of any exemption would be 

relatively small. 	However, the position could vary 

considerably between lenders and the lack of any relief could 

give rise to increased criticism, both from lenders and from 

borrowers with variable-rate contracts. 

Taxing all existing contracts, but providing in the 

legislation (on the lines of Section 42 of the VAT Act 1983) 

for lenders to adjust the interest charged under existing 

contracts so as to recover the new duty, should they so 

choose. This would avoid similar problems recurring whenever 

the rate is changed. 	But it could have presentational 

difficulties at the start of the tax, by appearing to place 

the burden squarely on the shoulders of the borrower, and it 

would almost certainly give rise to a number of individual 

hard cases where borrowers were unable to meet the new 

requirements. It would need to be presented as placing the 

onus on the commercial judgement of lenders in deciding how 

much of (what would be a relatively small additional burden) 

they choose to pass on. 

Providing for a specific relief for any contracts entered 

into before the Budget announcement which cannot be adjusted 

to take account of the tax. This would avoid either the lender 

or the borrower (or both) having the original basis of the 

deal undermined. 	In the absence of detailed information on 

the number of variable-term contracts potentially involved, it 

is not possible to provide a firm estimate of the likely 

revenue cost. But on the assumption that the problem will be 

largely confined to fixed-rate contracts, and that the tax 

would be introduced on 1 July 1988, the potential cost would 
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be £25-35 million in 1988-89, (assuming 50% of a full year 

yield), £35 million in 1989-90, dwindling to less than £15 

million in 1990-91. 

20. In the interest of providing a longer-term solution, we would 

recommend a Section 42 VAT Ant 1983 approach. (Option (b)). 

Other possible exemptions  

21. Detailed decisions on the scope of other possible exemptions 

will depend on whether in principle the tax is intended to fall: 

simply on "consumer credit" as narrowly defined; or 

more generally on loans other Lhdn for business purposes. 

In practice, many of the loans made by or to those bodies which 

might seek absolute exemption would be placed outside the scope of 

the tax by the operation of: 

the requiremenL that in order to be taxable loans must be 

"made in the course or furtherance of business", and 

any de minimis limit set at a reasonably high level. 

22. Any specific exemptions would inevitably increase liability 

and avoidance problems, and the level of staffing which would be 

required. 	In general they are likely to be intrinsically more 

distortionary and any individual concessions can be expected to 

lead to fresh pressure from other interests. 	As a general 

approach, therefore, we would recommend against more specific 

exemptions, even though this might entail including more than pure 

"consumer credit" in the tax base. In practice, provided the raLe 

of any broad-based tax is low, the additional burden on such bodies 

can be regarded as de minimis; any significantly higher rate would 

increase both pressure for specific exemptions, and the likelihood 

that such exemptions would be exploited for general avoidance. 
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23. VAT experience suggests that the pressure for other exemptions 

for specific types of borrowers and lenders, would be based on 

arguments such as: 

Their activities are on a par with business borrowers; 

the burden of the tax would otherwise fall on the public 

sector (and potentially on the PSBR); 

they are not in the "business" of lending; or 

they enjoy some form of relief under VAT or direct tax 

provisions. 

24. The 1984 proposals anticipated specific additiondl exemptions 

for: 

(i)0 	Loans made to or by public bodies (including local 

,17 	authorities) where these are not excluded by the 

"course or furtherance of business" test - similar 

to those provided for VAT. 

Loans to (but not by): Corporate bodies 

Charities 

Trade Unions 

Political, Religious or 

Philanthropic bodies 

Loans by employers to employees aL non-commercial 

rates; and 

Loans made by or to Credit Unions under the Credit 

Unions Act 1979. 

25. It will be necessary to give further thought to the detailed 

issues in this area. Our initial view, however, is that some form 
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of relief may well be needed for: 

loans to public bodies (in order to avoid imposing 

additional public sector costs); and 

loans by employers to employees (in order to avoiri both 

increasing the number of traders requiring to be registered 

and potential inconsistencies with the direct tax treatment of 

such loans). 	Any such relief would need to be carefully 

defined in order to minimise the potential for tax erosion. 

In general terms, we would expect that the tax would need to 

apply to all loans to employees except for those which are 

relieved from income tax. 

With the exception of loans by employers to employec3, we do not 

see any strong case in equity for excluding any loans by bodies 

listed in paragraph 24, which are "made in the course or 

furtherance of business". 	In certain cases, for example local 

authority mortgages, there are strong arguments in favour of loans 

by such bodies being taxable. The question of how far loans to 

such bodies (other than public bodies) should be excluded from the 

scope of the tax depends primarily on how far you wish to limit the 

coverage of the tax to pure "consumer credit". Any general relief 

on loans to charities and similar bodies could call into question 

their treatment under VAT, where there is no general relief by the 

status of the recipient. 

Treatment of "interest-free" credit 

26. As in 1984, we propose that in general the tax should not 

apply to "interest-free" arrangements where VAT is payable on a 

price which has been enhanced to allow for the cost of credit; or 

to any hire or rental agreements which already bear a VAT charge. 

Supplies under hire purchase, conditional purchase or credit sale 

agreements which are exempt from VAT would be subject to the loans 

tax. 



• 
Basis of the tax charge 

It will be necessary to decide on what basis the tax should be 

calculated. Previous proposals assumed that this would be on the 

basis of the amount of outstanding credit at particular points in 

the tax period. This would potentially provide the largest basis 

for computing the tax charge, and hence require the lowest rate to 

obtain sizeable revenue (a rate of half percent would produce El 

billion in a full year). 	It would, however, have a number of 

disadvantages. If passed on to the borrower, a uniform tax on the 

amount outstanding would have a non-uniform impact on different 

types of borrowing. In particular: 

(i) 	A 1% rate on the outstanding stock, if simply added to 

the interest rate on loans, equates to a highei Lax 

charge proportionate to the interest on loans carrying an 

interest rate of 12% (mortgages) - equivalent to a VAT 

rate of 8.3% - than to loans with an interest rate of 30% 

(credit cards) where it would be equivalent to a VAT rate 

of 3.3%. 

A recurring tax on outstanding capital could bear 

unfairly on endowment mortgages (where the amount of 

capital outstanding remains constant throughout the life 

of the loan), as compared with repayment mortgages (where 

the amount of outstanding capital gradually decreases). 

In addition, an outstanding credit basis would require relatively 

complicated tax rules concerning, for example, the treatment of bad 

debts, and the time of supply. 

We therefore propose that the tax should instead be calculated 

on the basis of payments received by the creditor during a tax 

period. DTI and the Bank of England both favour this. It has the 

advantages that: 

(a) It is closer to the VAT model. 
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On the assumption that any form of payments-based tax 

would include interest charges in the basis for computing the 

tax base, a payments basis would reduce the variations 

identified at (i) of paragraph 27. 	This would be most 

markedly the case if the tax was calculated on interest 

charges alone (as the Bank of England would prefer). However, 

including both capital and interest payments in the basis 

would make it possible to largely eliminate distortions of the 

type identified at (ii), whilst mitigating those identified at 

(i). 

it probably more readily accords with lenders' normal 

commercial records. 

It would avoid the need for a bad debt rlief, and, 

provided that capital payments were included in addition to 

interest in the basis for computation, it could require 

simpler tax rules on points such as valuation. 

29. As against this, the base for computing the tax charge would 

be smaller than for outstanding credit and the tax rate accordingly 

higher. The precise rate required would depend on precisely what 

payments are included. If repayments of both capital and intercst 

were to be included, a rate of 1% would be required to produce El 

billion in a full year. The scope of the payments charge will need 

to be the subject of a further detailed submission. 	The main 

points to be decided are likely to be: 

Whether repayments of capital (in addition to interest) 

should be included in the tax base. 

Whether any interest element in the repayments should 

include or exclude income tax; and 

whether any other elements should be included (for 

example, card operators' charges to retailers and card 

holders, and insurance premiums for endowment mortgages). 



Our initial view is that it will be necessary to draw the 

definition as widely as possible, in order to maximise the 

potential advantages. 

EC Obligations  

30. It has been suggested that doubts might be cast on whether a 

tax on either a repayments or an outstanding capital basis would be 

compatible with the UK's obligations under Article 33 of the EC 

Sixth VAT Directive against introducing new turnover taxes. The 

advice we have received to date is fairly optimistic that it will 

prove compatible, since, in the past, Article 33 has not been taken 

to preclude the possible introduction of, for example, a single 

stage local sales tax. The legal position is not entirely clear, 

however, and we are seeking urgent advice from the Law Officers. 

Machinery and Enforcement 

For any broad-based tax, we envisage similar machinery to the 

VAT model. 	The legislation would need to require traders to 

register (subject to any de minimis registration and de-registration 

limits), and to account for the tax at quarterly intervals, with 

one month to pay. As in the case of VAT, there would need to be 

special rules for the registration of partnerships, clubs and 

associated companies, anti dis-aggregation measures, change of duty 

rate provisions, and provisions to allow the use of commercial 

accounting periods. Traders could be divided into separate stagger 

groups on the VAT model, it the numbers require, but any such 

staggers would reduce the first-year yield. We would hope to be 

able to provide sufficient computer facilities for the central 

register and accounts from existing resources at the Betting Duty 

Computer Centre at Manchester; day-to-day control would be laid to 

local officers. 

As the figures in paragraph 17 above indicate, the amount of 

additional staff resources required to control a broad-based tax 

would depend crucially on how far the potential trader population 

could be reduced by a de minimis limit. Given a relatively high 

limit, our initial view is that we could operate the tax with 

perhaps 200 additional staff. We could need considerably higher 
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numbers (300-500), however, should the number of registered traders 

rise to significantly more than 10,000. 

33. As far as possible, we would wish to prescribe the detailed 

requirements for administering and collecting any broad-based tax 

by regulations. The primary legislation, however, would need to 

set out the necessary enforcement and offence provisions. These 

will necessarily be complex, and will need to be the subject of a 

separate detailed submission. In general terms, however, we would 

envisage following the post-Keith VAT model. This would involve 

greater reliance on civil rather than criminal sanctions, and in 

particular on some form of additional payment for late payments or 

underdeclarations. The main alternatives would be: 

TO try to model powers and penalties more on the excise 

duty model, pending decisions on how far these should be 

changed to met the Keith proposals. Legislation on Keith in 

the excise area, however, is unlikely before 1988 at the 

earliest. In any case, the new tax will be much closer to VAT 

than to the more traditional excise duties on goods. 

To declare loans made by persons who have failed to 

register or fully account for the tax unenforceable in the 

courts. This would probably require such traders to be shown 

on the register of the Director of Fair Trading. 	We are 

currently considering the potential usefulness of this with 

OFT. Our initial view, however, is that although 

"unenforceability" is likely to be of some use as a sanction, 

this is likely to be limited, and to involve some costs 

(including some additional staff for the OFT). 

34. In the event of a separate card tax being introduced, card 

operators would be required to register separately in advance of 

the main-registration exercise for the broad-based tax; the card 

tax register would then be subsumed within the main register. 

HM CUSTOMS AND EXCISE 

15 December 1986 
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TAXES ON CONSUMER CREDIT 

1. 	At your meeting on 18 November you commissioned further work on consumer 

credit taxes. The aim was to work on a package comprising a consumer credit tax 

constructed broadly on the lines of that designed in the exercise aborted in 

1984, and a temporary tax on credit cards. The latter was intended both to fill 

the revenue gap created by the unavoidable delay before the permanent tax could 

build up to its full yield and (by demonstrating a structural link with the 

permanent tax) to serve as an earnest of the Government's desire to take action 

on consumer credit. 

Internal distribution: CPS, Mr Jefferson Smith, Mr Wilmott, Mrs Boardman, 
Mrs Smith, Mr Maniachlan, Mr P V H Smith, 
Mr Butt, Mr Mier. 
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Our project team started work on 25 November, and have prodnned the 

attached paper summarising progress to date. That paper, together with this 

covering note, constitute in effect the "feasibility study" that you asked for. 

They outline the tax schemes as we expect them broadly to turn out and pick out 

the various issues which Ministers will wish to consider in reaching a decision 

whether or not to proceed to the next stage of development. This also provides 

a convenient point for Ministers to review the tax in the light of its original 

objectives (revenue raising, and the exertion of some downward pressure on the 

demand for consumer credit). 

In very broad terms, the taxes as outlined in our report could yield 

revenue of the following order: 

(£m) 

1987-88 1988-89 1989-90 

temporary 
card tax 	 150 

consumer 
credit tax 	 500* 	1000 

* assuming a 1 July start. 
	 LI) luALL  

(The size and robustness of the consumer credit tax yield depends crucially on 

the continued inclusion in the base of mortgage lending.) 

We expect lenders to pass both taxes on to borrowers, though the temporary tax 

is likely to be very much more perceptible than the permanent tax, which could 

be hidden in the interest charge. This has implications for the effents of the 

tax on consumer behaviour; since the yield is comparatively small in comparison 

with the volume of credit transactions, it is the perceptibility of the tax that 

may be of more effect in affecting demand. 

In our research so far we have experienced considerable difficulty in 

obtaining the facts and figures we need. We are continuing with our efforts, 

but it seems likely that under conditions of Budget security it will be 

impossible to obtain all the information necessary to be confident of our 

SECRET 
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proposals for the permanent tax. Particular problems have arisen in trying to 

establish the number of traders to be controlled, their size, and their working 

methods. This affects the design of the tax (de minimis limits; control methods 

and priorities; tax collection mechanisms, etc) and the assumptions we have to 

make about avoidance, evasion and enforcement. As a result, we think a 

twin-track approach is unavoidable (ie simultaneous legislation and consultation). 

We shall prepare primary legislation on the best assumptions avilable, and 

publish the draft clauses as part of a consultation exercise after the Budget 

announcement. As much detail as possible will go into secondary legislation, 

but will still need to be published in draft as early as possible. In the light 

of the response to the published proposals, we shall need to be prepared to 

amend the Bill and the draft Regulations as the Finance Bill progresses through 

the House (the latest opportunity for change being, of course, Report Stage). 

This risks being messy procedurally, and lays the tax open to perhaps more 

criticiw, special pleading and amendment than might otherwise be the case. 

If Ministers accept the disadvantages inherent in this way of proceeding 

and decide to move to the next stage, we require a decision on the form of the 

credit card tax. Our paper argues that the card companies could not have a 

simulacrum of the permanent tax up and running before January 1988, and that on 

revenue grounds at least a "quick and dirty" one-off tax in 1987-88 looks a 

better prospect. It could of course still be presented as a forerunner of the 

consumer credit tax, though the argument may be weaker than with a tax closer in 

structure to the full credit tax. 

Unless Ministers decide to abort the exercise at this stage, we shall also 

need very early guidance on a range of issues identified in the annompanying 

paper. They are as follows: 

a) 	Should planning proceed on the basis that the broad coverage of the tax 

will be as outlined in paragraphs 8 to 26 of the note? In particular: 

• 
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Should there be exclusions for extra-territorial loans and loans 

for business purposes as described in paragraphs 12 to 15? 

Should there be a de minimis limit designed to minimise the 

number of registered traders (paragraph 17)? 

(iii) 	Should the legislation include a provision on the lines of 

Section 42 of the VAT Act 1983 to allow lenders to vary the terms 

of fixed-interest loans? 

Should the borderline of the tax with "interest-free" credit be 

drawn as in paragraphs 8 to 10 and 26? 

Should other exemptions be kept to a minimum (paragraphs 21 to 

25)? 

b) 	Should planning proceed on the basis that the broad-based tax should be 

calculated on a payments received basis rather than an outstanding credit 

basis (paragraphs 27 to 29) and that any definition of "payments" should be 

widely drawn? 

n) 	Should the enforcement and machinery provisions broadly follow the VAT 

model (paragraphs 31 to 34)? 

Because of the tight planning schedule, we are already working on the assumption 

that the answer to all these questions is yes, and with the passage of time 

alternative options will inevitably (and rapidly) be closed off. Early 

decisions will therefore be essential if Ministers favour approaches that differ 

from our working plan. 

• 

B H KNOX 
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A POSSIBLE INSURANCE PREMIUM TAX (IPT) 

I have minuted out separately that the Chancellor does not think 

that a possible insurance premium tax (Mr Knox's minute to the 

Minister of State of 12 December) looks a sensible starter for the 

1987 Budget. However, the Chancellor thinks that this reinforces 

the attraction of the corporate side of the CGT package. 

C 
CATHY RYDING 
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DATE: 15 December 1986 

PS/MINISTER OF STATE cc Chief Secretary 
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Sir P Middleton 
Sir T Burns 
Mr Cassell 
Mr Scholar 
Mrs Lomax 
Miss Sinclair 
Mr Cropper 
Mr Tyrie 
Mr Ross Goobey 
Mr Spence - IR 
PS/IR 
Mr Knox - C&E 
PS/C&E 

A POSSIBLE INSURANCE PREMIUM TAX (IPT) 

The Chancellor has seen Mr Knox's minute to the Minister of State 

of 12 December. 

2. 	The Chancellor has commented that subject to the Minister of 

State's views, this does not look a sensible starter for the 1987 

Budget. 

C te_ 
CATHY RYDING 
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VAT : PARTIALLY EXEMPT BUSINESSES - LETTER FROM CBI 

The letter from Mr Willingale, Chairman of the CBI Taxation 

Committee, is undated but appears to have been written before he 

attended the meeting with the Chancellor on 9 December. He may feel 

better able to accept the timing of the proposed changes now that he 

knows the scale of the present avoidance problem. 

The proposed de minimis rules, combining generous monctary 

limits and selective exclusions, are intended to remove the vast 

majority of small businesses from the partial exemption net and 

enable other businesses to establish their position with relative 

ease. For those who will be partly exempt we will continue to 

operate the special method option in a sensible manner; with our 

limited control resources we too have a vested interest in sysLems 

which are economic to administer and verify. 

Internal circulation: 

CPS 	Mr Knox 	Mr Howard 	Mr Bazley 	Mr Michie 

234-11,4%6 



3. 	These points and others raised in the letter were covered in 

more detail in my submission to you of 11 December and if you decide 

to go ahead with an early announcement using the draft PQ answer 

followed by the suggested reply to the written question from Mr Jerry 

Wiggins then the answers to all of Mr Willingale's queries will all 

have a public airing before he gets your reply to this letter. We 

suggest the attached reply to Mr Willingale, to go at the same time 

as the announcement. 

P Jefferson Smith 



DRAFT 

A E Willingale Esq 
Chairman, Taxation Committee 
Confederation of British Industry 

Thank you for your letter on the subject of the proposed changes to 

the rules governing recovery of VAT input tax and in particular the 

potential compliance burdens on business. 

I was glad to note your acceptance that action is necessary to 

curtail the present scale of avoidance which you may recall was one 

of the topics discussed at the meeting with the Chancellor on 

9 December. We believe that the anti-avoidance measures which we now 

intend to introduce will result in increase of VAT revenue of 

£300 million in 1987-88 and £400 million in a full year. Avoidance 

of this magnitude demands a prompt response and that is why we intend 

to introduce the changes with effect from 1 April 1987. An 

announcement is being made today. 

The proposed new de minimis rules have been devised in order to be as 

generous and simple as possible while not open to manipulation and 

substantial revenue loss. There will be generous monetary limits for 

the benefit of small businesses and a list of certain exempt supplies 

which may be ignored by businesses will be readily able to establish 

whether or not they are eligible for de minimis treatment without 

having to make detailed calculations. 

Where partial exemption calculations have to be made, there will 

inevitably be compliance costs but the busincsses involved will for 

the most part be large, with well developed accounting systems. 

While the proposed new partial exemption rules lay down a standard 

method, as you correctly observe, many businesses will either 

continue to use or will opt for a special method. The criteria for 

these special methods will be that they are practical, accurate and 
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fair. Past experience is that in almost every case Customs and 

Excise have been able to agree, either with a trade association or 

individual business, a basis of calculation which utilises existing 

information systems and thereby minimises compliance costs. 

Given the need for early action to stem existing abuse and to give 

the maximum possible notice of our intentions to those businesses who 

will be affected and need to make their preparations there has not 

been time for a second round of discussions. Nevertheless Customs 

remain available to discuss any implementation problems and possible 

special method options put to them. 
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Date 16 DECEMBER 1986 

Board Room 
H M Customs and Excise 
King's Beam House 
Mark Lane London EC3R 7HE 

CASH ACCOUNTING FOR VAT 

Chancellor 
thief Secretary 
Financial Secretary 
Economic Secretary 
Mr Scholar 
Miss Sinclair/dik  
Mr Cropper 

Ms Ryding's note of 4 December recorded the Chancellor's views on 

Sir Angus Fraser's note of 3 December and asked about the costs of 

having limits between £100,000 and £500,000 for cash accounting. 

2. 	The figures in the attached annex update and expand those 

given in Mr Knox's minute of 22 August. The three turnover bands 

illustrated are the ones for which records are available, and are 

now based on 1985 figures, rather than those for 1984 on which the 

earlier estimates were based. The detailed calculations show the 

potential costs if all eligible traders were to take up the cash 

accounting option. 	Assuming a more realistic 50% take-up - 

broadly in line with the initial responses to the small trader 

questionnaire we issued in October - our best estimates are that 

the approximate costs would be:- 

Turnover limit 
Once-and-for-all 

cost  

(£ million) 

Continuing  
annual cost 

(£ million) 

 

	

£100,000 
	

40 
	

7 

	

£250,000 
	

75 
	

15 

	

£500,000 
	

110 
	

22 

Internal distribution: 

CPS 	 Mr Trevett 
	

Mr Goddard 
	

Mr Holloway 
Mr Knox 	 Mr Fryett 
	

Mr Hogg 	Mr Hewett 
Mr Jefferson Smith Mr Huband 
	

Mr Wilmott 



3. The arrangements to introduce cash accounting (and annual 

accounting) are well in hand and Parliamentary Counsel has been 

instructed to draft the necessary Finance Bill clauses on a 

contingency basis. At the present we are continuing to assume a 

threshold of £100,000, but this will be a matter for later 

decision by Treasury Ministers taking account of the following 

factors: 

the revenue cost as set out in this minute;; 

responses to the consultation paper, a full analysis of which 

will be provided in the New Year following discussion with 

the Enterprise and Deregulatiopn Unit; and 

the EC vires for a threshold higher than £100,000. On this Mr 

Trevett is to have an initial discussion with the Commission 

tomorrow (his note of 11 December). 

We shall provide considered advice in due course. 

D J HOWARD 

• 

2 



ANNEX 

COST OF INTRODUCING CASH ACCOUNTING FOR VAT 

Turnover not Exceeding (cumulative) 

Number of payment traders 

Potential market 

(after exclusion of those 

currently enjoying the equivalent 

of cash accounting for output tax) 

£100,000 £250,000 £500,000 

645,000 840,000 920,000 

235,000 305,000 340,000 

Estimate of revenue loss 

(once-for-all effect in all 

potential users opt) £75m £145m £225m 

Interest cost (annual) 

(assuming 	10%) £7.5m £14.5m £22.5m 

Increased evasion (annual) 

(assuming 5%) Elm £1.25m £2.25m 

Bad debt relief (annual) 

(excluding that currently allowed) £6m £12m £18m 

Total annual cost 

(100% take-up - rounded) £15m £30m £45m 

In arriving at our estimated costs we have made the following 

assumptions: 

a delay of six weeks in payments of bills, so delaying 1/8 of 

annual revenue from the target population, and 

as no accurate data is available for bad debt relief, 1 per 

cent on the revenue received has been used. 
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FROM: CATHY RYDING 

DATE: 16 December 1986 

cc Financial Secretary 
Economic Secretary 
Minister of State 
Mr Cropper 
Mr Ross Goobey 
Mr Tyrie 

TAXES ON CONSUMER CREDIT 

The Chancellor has seen Mr Knox's minute of 15 December. 

2. 	The Chancellor would be grateful for quick written reactions 

from Ministers and Advisers, copied to officials, prior to Friday's 

meeting. 

Q 
CATHY RYDING 



C;41EX 
IT.-Ng( 

FROM: P J CROPPER 	)--at 	12. 
DATE: 17 DECEMBER 1986 	 4, 4 

S 3215/15 
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CHANCELLOR cc Chief Secretary 
Financial Secretary 
Economic Secretary 
Minister of Secretary 
Sir P Middleton 
Sir T Burns 
Mr Cassell 
Mrs Lomax 
Mr Peretz 
Mr Scholar 
Miss Sinclair 
Mr Ilett 
Mr Knox 
Mr Ross Goobey 
Mr Tyrie 

You asked for a quick reaction to Mr Knox's minute of 15 

December on a Credit tax. 

Although I was one of those who argued that the UK 

financial sector was under-taxed in comparison with that 

sector of the economy subject to VAT, I have to say that 

the proposals set out in Mr Knox's minute are most 

unappealing. 

I think a credit card tax would be as unpopular as 

a window tax. If anybody tried to charge me £5 per card 

(directly on indirectly) I would immediately give up my 

recently acquired TSB card and all but one of my Midland 

cards. Perhaps it would be just as well; too many cards 

and they become a nuisance. But some people make great 

use of them and I do not think they represent a very good 

taxable object. 

I have always thought that a transactions tax was 

more sensible than a crediL tax, and the present paper 

confirms that view. A transactions tax would be a closer 

parallel to VAT than would a credit tax. I prefer a very  

broadly based impost, at a very low rate, on an extremely 

wide range of transactions - and then only if it can be 



made to yield at least E2 billion a year, preferably 

£5 billion. A sum like that would help us to get the basic 

rate down quite significantly. 

5. At the level of detail, I see hideous problems in 

trying to discriminate between loans for private purposes 

and loans for business purposes, eg cars and vans. 

P J CROPPER 
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Excise 

TAXES ON CONSUMER CREDIT 

The Financial Secretary has had a quick look at Mr Knox's minute 

of 15 December and the attached paper, in advance of the 

Chancellor's meeting tomorrow. 

Provided that mortgages are included in the consumer credit 

tax, the Financial Secretary would support its introduction, 

although he believes that its detailed effects would inevitably 

be rather arbitrary at the margin. He agrees with Mr Cropper 

that it would be difficult in practice to discriminate between 

loans for private purposes and loans for business purposes. 

The Financial Secretary sees the main attraction of the broader 

tax as being its potential as a revenue-raiser in a relatively 

under-taxed sector. He would advise, however, that we would 

need to consider the consumer credit tax in the context of the 

other measures, currently under consideraton for inclusion in 
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Budget, which might also affect the financial sector. The 

Financial Secretary does not believe that the tax would have 

a perceptible effect on the demand for credit. 

4. Whilst generally supporting the broader credit tax, the 

Financial Secretary sees little attraction in a credit card tax. 

The latter would seem to him to do little to prepare the way 

for the former. It would not bring in, as proposed, substantial 

sums of money; it would doubtless be unpopular; and it would 

appear to suggest that the Government wanted to discourage an 

efficient method of transaction. To introduce for one-year an 

impost of this nature for no demonstrably sensible reason would 

appear to be ill-advised. 

JEREMY HEYWOOD 

Private Secretary 

I r  
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CREDIT TAX 

This is a very quick reaction to the Credit Card/Consumer Credit 

Tax latest paper. I have been a consistent protagonist of a tax on 

consumer credit, and the latest paper does nothing to deter me 

absolutely, though it offers a leper's squint at the complexity. 

If I have understood matters correctly and am being offered the 

option of a transactions tax at the initial credit card tax stage, 

I would much prefer that to a poll tax on cards. At the latter 

consumer credit stage, my answers to the questions asked are 

essentially "yes". It is the buoyancy of the tax that attracts me, 

plus certain Polonian tendencies. I am resigned to having to sign 

lots of letters. 

M001,14. 

4, PETER BROOKE 
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CONSUMER CREDIT TAX 

May I offer two brief comments, reflecting discussion with 

colleagues here, on the Customs' paper we will be discussing 

at your meeting tomorrow. 

First, the second stage - "broad-based" - tax outlined in the 

paper looks far more attractive than the proposals for the 

first stage "once-for-all levy" on cards 	A levy based on 

the number of cards in issue seems a very inefficient way of 

raising revenue, it would surely be much better, and fit in 

with what is envisaged for the second stage, to impose a tax 

on the interest charged by the operators to their customers. 

In very crude terms it looks as though there is about £3 billion 

outstanding on credit cards that is subject to interest (ie 

beyond the interest-free 

cent this would suggest 

10 per cent tax would 

period). At an interest rate of 25 per 

a tax base of about £750 million. 

therefore yield about £75 million 

a full year - not a vast amount, but a useful one. If you 

wish to pursue two-stage approach further, it would be worth 

examining the feasibility of levying the tax in this way. 

Probably only about 20 card operators would be involved. 



more expensive forms of credit. This 

   

 

seems attractive 

 

    

SECRET 

Second, if the second stage tax were also based on interest 

payments it would fall more lightly on mortgages than on the 

- not 

least in terms of its effects on the RPI. Again in very broad 

terms, a 10 per cent tax on interest payments might yield about 

£2 billion gross or say Elk billion net. Or a full year PSBR 

effect of El billion could be secured from a tax of around 

7 per cent (which would be equivalent to adding at most 

1 percentage point to the mortgage rate). 

This looks to many of us the most promising way of developing 

a credit tax. But obviously a lot of work will be needed by 

the Treasury, Customs and the Bank before we could be reasonably 

sure of its feasibility. 

F CASSELL 

2 
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CHANCELLOR 

TAXES ON CONSUMER CREDITS  

SECRET 

FROM: A ROSS GOOBEY 
DATE: 18 DECEMBER 1986 

cc Chief Secretary 
Financial Secretary 
Economic Secretary 
Minister of State 
Mr Cropper 
Mr Tyrie 

You asked for reactions to Mr Knox's minute of 15 December. 

2. 	There is no point in having a pro tern credit card tax as 

a precursor to a full consumer credit tax unless it raises revenue 

in 1987-88. This would suggest the £5 flat fee for all true credit 

cards (both extended credit and payment cards) on that one-off 

basis. 

The consumer credit tax would surely not attempt to cover 

capital repayments? (Para 28). 

The Economic Secretary's proposal that the tax would be levied 

on a percentage of interest debited to a borrower in a period 

(quarterly or yearly) seems to have been lost. This scheme is 

fairer than the flat rate and, I am certain, could be introduced 

without straining the systems of the lender; he has to declare 

his interest revenue in any case and adjustment to interest charges 

seem to be made with great facility by credit card, bank and mortgage 

lenders who should, therefore, be able to introduce such a tax 

very rapidly. 

Although interest-free credit would be caught by VAT on an 

associated supply of goods, other lending for unspecified purposes 

interest-free (for share investment for instance) would not. Take, 

for example, the Koranic system of "lending" where, to avoid the 

strictures against usury, the sum repaid is merely higher than 

that borrowed without a specific interest rate being mentioned. 

1 

SECRET 
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The legislation would therefore have to capture any associated 

commissions or premia. 

If there is any possibility of a Consumer Credit Tax being 

ready in 1987-88 (even for part of the year), which I am far from 

convinced is impossible, then I would resist the Credit Card Tax, 

which is perverse in some of its behavioural effects. 

I am not familiar with the relative workings of the Customs 

and Inland Revenue, but since the Revenue must pick up interest 

credits to lenders in their tax returns, is it necessary to dupli-

cate the information source? 

A ROSS GOOBEY 

SECRET 
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Treasury Chambers, Parliament Street, SW1P 3AG 

A E Willingale Esq 
Chairman 
Taxation Committee 
Confederation of British Industry 
Centre Point 
103 New Oxford Street 
LONDON WC1A 1DU 1? December 1986 

Akv  I".); 	, 

Thank you for your letter on the subject of the proposed changes 
to the rules governing recovery of VAT input tax and in particular 
the potential compliance burdens on business. 

I was glad to note your acceptance that action is necessary to 
curtail the present scale of avoidance which you may recall was 
one of the topics discussed at the meeting with the Chancellor 
on 9 December. We believe that the anti-avoidance measures which 
we now intend to introduce will result in an increase of VAT 
revenue of £300 million in 1987-88 and £400 million in a full 
year. Avoidance of this magnitude demands a prompt response 
and that is why we intend to introduce the changes with effect 
from 1 April 1987. An announcement is being made today. 

The proposed new de minimis rules have been devised in order 
to be as generous and simple as possible while not open to 
manipulation and substantial revenue loss. There will be generous 
monetary limits for the benefit of small businesses and a list 
of certain exempt supplies which may be ignored by businesses 
will be readily able to establish whether or not they are eligible 
for de minimis treatment without having to make detailed 
calculations. 

Where partial exemption calculations have to be made, there will 
inevitably be compliance costs but the businesses involved will 
for the most part be large, with well developed accounting systems. 
While the proposed new partial exemption rules lay down a standard 
method, as you correctly observe, many businesses will either 
continue to use or will opt for a special method. The criteria 
for these special methods will be that they are practical, accurate 



and fair. Past experience is that in almost every case Customs 
and Excise have been able to agree, either with a trade association 
or individual business, a basis of calculation which utilises 
existing information systems and thereby minimises compliance 
costs. 

Given the need for early action to stem existing abuse and to 
give the maximum possible notice of our intentions to those 
businesses who will be affected and need to make their 
preparations, there has not been time for a second round of 
discussions. Nevertheless Customs remain available to discuss 
any implementation problems and possible special method options 
put to them, and I would of course be happy to see you myself 
if that were thought relevant or useful. 
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Treasury Chambers, Parliament Street, SWIP 3,A,G 

Roger Moate Esq MP 
House of Commons 
LONDON SW1A OAA 11 December 1986 
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VAT: INPUT TAX: ORIGIN AND SCOPE OF THE RIGHT TO DEDUCT 

You wrote giving your views, and those of Bobby Neame of Shepherd 
Neame Limited, on the proposals set out in the Customs consultative 
document published on 7 August entitled "VAT: Input Tax: Origin 
and Scope of the Right to Deduct". In all, well over a hundred 
written responses were received and there have since been over 
twenty meetings between Customs and trade associations and 
professional bodies. 

These discussions have been invaluable in the process of refining 
the original set of options into what is now considered to be 
a set of workable proposals which will effectively block major 
avenues of tax avoidance without imposing an excessive compliance 
burden on business. I attach a copy of a Written Answer being 
given today which sets out what steps we propose to take. 

In responding to the consultation document, many organisations 
and individuals drew attention to the compliance costs of the 
proposals, particularly in relation to partial exemption. We 
have considered most carefully the points made, and the current 
proposals aim to strike a fair balance between prevention of 
serious tax loss and the reasonable interests of business. The 
proposed new de minimis rules have been devised to be as generous 
and simple as possible whilst not open to manipulation and 
substantial revenue loss. There will be generous monetary limits 
for the benefit of small businesses and a list of certain exempt 
supplies which may be ignored by businesses outside the financial 
sector. Where partial exemption calculations have to be made, 
rules lay down a standard method. But Customs and Excise will 
allow alternative methods, as they do now. The criteria for 
these alternative methods are simply that they should be practical, 
accurate and fair. Past experience is that in almost every case 



Customs and Excise have been able to agree either with a trade 
association or individual business a basis of calculation which 
utilises existing information systems and thereby minimises 
compliance costs. 

We received a number of representations about the effect of the 
proposals on brewers with income from tied-house rentals and 
I have written today to General Mangham of the Brewers' Society 
in specific response to the representations they made. 

I am afraid that it has not proved possible to allow special 
treatment for such rentals. But this does not close the door 
against working out arrangements with breweries which are 
consistent with the new rules and take account of any quantifiable 
and unique features of these rentals. I hope that discussions 
between brewers and Customs and Excise can continue on this basis, 
and I have indicated my own willingness at an appropriate stage 
to be involved in them. 

L -CArC. 
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Treasury Chambers, Parliament Street, SWIP 3AG 

Sir Geoffrey Finsberg MBE JP MP 
The Great Universal Stores PLC 
PO Box 1BZ 
Universal House 
251-256 Tottenham Court Road 
LONDON W1A 1BZ 
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VAT: INPUT TAX: ORIGIN AND SCOPE OF THE RIGHT TO DEDUCT 

You wrote giving your views on the proposals set out in the Customs 
consultative document published on 7 August entitled "VAT: Input 
Tax: Origin and Scope of the Right to Deduct". In all, well 
over a hundred written responses were received and there have 
since been over twenty meetings between Customs and trade 
associations and professional bodies 

These discussions have been invaluable in the process of refining 
the original set of options into what is now considered to be 
a set of workable proposals which will effectively block major 
avenues of tax avoidance without imposing an excessive compliance 
burden on business. I attach a copy of a Written Answer being 
given today which sets out what steps we propose to take. 

In responding to the consultation document, many organisations 
and individuals drew attention to the compliance costs of the 
proposals, particularly in relation to partial exemption. We 
have considered most carefully the points made, and the current 
proposals aim to strike a fair balance between prevention of 
serious tax loss and the reasonable interests of business. The 
proposed new de minimis rules have been devised to be as generous 
and simple as possible whilst not open to manipulation and 
substantial revenue loss. There will be generous monetary limits 
for the benefit of small businesses and a list of certain exempt 
supplies which may be ignored by businesses outside the financial 
sector. Where partial exemption calculations have to be made, 
rules lay down a standard method. But Customs and Excise will 
allow alternative methods, as they do now. The criteria for 



these alternative methods are simply that they should be practical, 
accurate and fair. Past experience is that in almost every case 
Customs and Excise have been able to agree either with a trade 
association or individual business a basis of calculation which 
utilises existing information systems and thereby minimises 
compliance costs. 

PETER BROOKE 



Treasury Chambers, Parliament Street, SWIP 3AG 

R C W Bardell Esq 
Chief Executive 
Association of British Insurers 
Aldermary House 
Queen Street 
LONDON EC4N 1TT 11 December 1986 

VAT: INPUT TAX: ORIGIN AND SCOPE OF THE RIGHT TO DEDUCT 

You wrote giving your views on the proposals set out in the Customs 
consultative document published on 7 August entitled "VAT: Input 
Tax: Origin and Scope of the Right to Deduct". In all, well 
over a hundred written responses were received and there have 
since been over twenty meetings between Customs and trade 
associations and professional bodies. 

These discussions have been invaluable in the process of refining 
the original set of options into what is now considered to be 
a set of workable proposals which will effectively block major 
avenues of tax avoidance without imposing an excessive compliance 
burden on business. I attach a copy of a Written Answer being 
given today which sets out what steps we propose to take. 

In responding to the consultation document, many organisations 
and individuals drew attention to the compliance costs of the 
proposals, particularly in relation to partial exemption. We 
have considered most carefully the points made, and the current 
proposals aim to strike a fair balance between prevention of 
serious tax loss and the reasonable interests of business. The 
proposed new de minimis rules have been devised to be as generous 
and simple as possible whilst not open to manipulation and 
substantial revenue loss. There will be generous monetary limits 
for the benefit of small businesses and a list of certain exempt 
supplies which may be ignored by businesses outside the financial 
sector. Where partial exemption calculations have to be made, 
rules lay down a standard method. But Customs and Excise will 
allow alternative methods, as they do now. The criteria for 



these alternative methods are simply that they should be practical, 
accurate and fair. Past experience is that in almost every case 
Customs and Excise have been able to agree either with a trade 
association or individual business a basis of calculation which 
utilises existing information systems and thereby minimises 
compliance costs. 
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Sandy Anson Esq 
Secretary 
Taxation Committee of 
Institute of Directors 
116 Pall Mall 
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VAT: INPUT TAX: ORIGIN AND SCOPE OF THE RIGHT TO DEDUCT 

You wrote giving your views on the proposals set out in the Customs 
consultative document published on 7 August entitled "VAT: Input 
Tax: Origin and Scope of the Right to Deduct". In all, well 
over a hundred written responses were received and there have 
since been over twenty meetings between Customs and trade 
associations and professional bodies. 

These discussions have been invaluable in the process of refining 
the original set of options into what is now considered to be 
a set of workable proposals which will effectively block major 
avenues of tax avoidance without imposing an excessive compliance 
burden on business. I attach a copy of a Written Answer being 
given today which sets out what steps we propose to take. 

In responding to the consultation document, many organisations 
and individuals drew attention to the compliance costs of the 
proposals, particularly in relation to partial exemption. We 
have considered most carefully the points made, and the current 
proposals aim to strike a fair balance between prevention of 
serious tax loss and the reasonable interests of business. The 
proposed new de minimis rules have been devised to be as generous 
and simple as possible whilst not open to manipulation and 
substantial revenue loss. There will be generous monetary limits 
for the benefit of small businesses and a list of certain exempt 
supplies which may be ignored by businesses outside the financial 
sector. Where partial exemption calculations have to be made, 
rules lay down a standard method. But Customs and Excise will 
allow alternative methods, as they do now. The criteria for 



these alternative methods are simply that they should be practical, 
accurate and fair. Past experience is that in almost every case 
Customs and Excise have been able to agree .either with a trade 
association or individual business a basis of calculation which 
utilises existing information systems and thereby minimises 
compliance costs. 
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Treasury Chambers, Parliament Street, SW1P 3AG 

T G Abell Esq 
Chairman 
The Association of Investment 

Trust Companies 
Park House (6th Floor) 
16 Finsbury Circus 
LONDON EC2M 7JJ t7 December 1986 
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VAT: INPUT TAX: ORIGIN AND SCOPE OF THE RIGHT TO DEDUCT 

You wrote giving your views on the proposals set out in the Customs 
consultative document published on 7 August entitled "VAT: Input 
Tax: Origin and Scope of the Right to Deduct". In all, well 
over a hundred written responses were received and there have 
since been over twenty meetings between Customs and trade 
associations and professional bodies. 

These discussions have been invaluable in the process of refining 
the original set of options into what is now considered to be 
a set of workable proposals which will effectively block major 
avenues of tax avoidance without imposing an excessive compliance 
burden on business. I attach a copy of a Written Answer being 
given today which sets out what steps we propose to take. 

In responding to the consultation document, many organisations 
and individuals drew attention to the compliance costs of the 
proposals, particularly in relation to partial exemption. We 
have considered most carefully the points made, and the current 
proposals aim to strike a fair balance between prevention of 
serious tax loss and the reasonable interests of business. The 
proposed new de minimis rules have been devised to be as generous 
and simple as possible whilst not open to manipulation and 
substantial revenue loss. There will be generous monetary limits 
for the benefit of small businesses and a list of certain exempt 
supplies which may be ignored by businesses outside the financial 
sector. Where partial exemption calculations have to be made, 
rules lay down a standard method. But Customs and Excise will 



allow alternative methods, as they do now. The criteria for 
these alternative methods are simply that they should be practical, 
accurate and fair. Past experience is that in almost every case 
Customs and Excise have been able to agree either with a trade 
association or individual business a basis of calculation which 
utilises existing information systems and thereby minimises 
compliance costs. 
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PETER BROOKE 



• 

Treasury Chambers, Parliament Street. SW1P 3AG 

Sir Dudley Smith MP 
House of Commons 
LONDON SW1A OAA 

Thank you for your letter of 15 December on the subject of VAT 
input tax recovery, and Michael Stern has kept me apprised of 
his conversation with you. 

I was left in no doubt by the Brewers' Society that the industry 
feels that it merits some form of special treatment in respect 
of its tied-house rentals but as I explained to them when I met 
a delegation on 4 December the scale of tax avoidance more 
generally under the present rules is such that the rules must 
be fundamentally recast. I am sorry that one consequence is 
that the special arrangement the brewers have enjoyed in respect 
of tied-house rentals would no longer apply. 

I am aware that this seems harsh, but I do not feel able to agree 
to maintaining a special position for the brewers which would 
be at odds with that allowed to everyone else. More helpfully 
it does not follow that the tax impact has to be as severe as 
some have predicted. A promising avenue which has already begun 
to be discussed with Customs would be agreement of a special 
method of input tax calculation which, while consistent with 
the new rules, would take into account the quantifiable and unique 
features of tied-house rental agreements. 

The Chancellor has now made an announcement giving details of 
the proposed changes to primary and secondary legislation and 
I enclose a copy. This leaves entirely open further discussion 
of the appropriate treatment of tied-houses, and I hope such 
discussion can continue. I would certainly be happy to discuss 
this with you and any others you would like to bring with you 
in early January. My office will be in touch shortly to agree 
a date. 

pi  December 1986 



Treasury Chambers. Parliament Street, SW1P 3AG 

Sir Derrick Holden-Brown 
Chairman & Chief Executive 
Allied Lyons PLC 
Allied House 
156 St John Street 
LONDON ECIP lAR 141 December 1986 

VAT: INPUT TAX: ORIGIN AND SCOPE OF THE RIGHT TO DEDUCT 

You wrote giving your views on the proposals set out in the Customs 
consultative document published on 7 August entitled "VAT: Input 
Tax: Origin and Scope of the Right to Deduct". In all, well 
over a hundred written responses were received and there have 
since been over twenty meetings between Customs and trade 
associations and professional bodies. 

These discussions have been invaluable in the process of refining 
the original set of options into what is now considered to be 
a set of workable proposals which will effectively block major 
avenues of tax avoidance without imposing an excessive compliance 
burden on business. I attach a copy of a Written Answer being 
given today which sets out what steps we propose to take. 

In responding to the consultation document, many organisations 
and individuals drew attention to the compliance costs of the 
proposals, particularly in relation to partial exemption. We 
have considered most carefully the points made, and the current 
proposals aim to strike a fair balance between prevention of 
serious tax loss and the reasonable interests of business. The 
proposed new de minimis rules have been devised to be as generous 
and simple as possible whilst not open to manipulation and 
substantial revenue loss. There will be generous monetary limits 
for the benefit of small businesses and a list of certain exempt 
supplies which may be ignored by businesses outside the financial 
sector. Where partial exemption calculations have to be made, 
rules lay down a standard method. But Customs and Excise will 
allow alternative methods, as they do now. The criteria for 



these alternative methods are simply that they should be practical, 
accurate and fair. Past experience is that in almost every case 
Customs and Excise have been able to agree either with a trade 
association or individual business a basis of calculation which 
utilises existing information systems and thereby minimises 

compliance costs. 

We received a number of representations about the effect of the 
proposals on brewers with income from tied-house rentals and 
I have written today to General Mangham of the Brewers' Society 
in specific response to the representations they made. 

I am afraid that it has not proved possible to allow special 
treatment for such rentals. But this does not close the door 
against working out arrangements with breweries which are 
consistent with the new rules and take account of any quantifiable 
and unique features of these rentals. I hope that discussions 
between brewers and Customs and Excise can continue on this basis, 
and I have indicated my own willingness at an appropriate stage 
to be involved in them. 

PETER BROOKE 

ii 
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Sir Derek Palmar 
Bass PLC 
30 Portland Place 
LONDON W1N 3DF 141 December 1986 
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VAT: INPUT TAX: ORIGIN AND SCOPE OF THE RIGHT TO DEDUCT 

You wrote giving your views on the proposals set out in the Customs 
consultative document published on 7 August entitled "VAT: Input 
Tax: Origin and Scope of the Right to Deduct". In all, well 
over a hundred written responses were received and there have 
since been over twenty meetings between Customs and trade 
associations and professional bodies. 

These discussions have been invaluable in the process of refining 
the original set of options into what is now considered to be 
a set of workable proposals which will effectively block major 
avenues of tax avoidance without imposing an excessive compliance 
burden on business. I attach a copy of a Written Answer being 
given today which sets out what steps we propose to take. 

In responding to the consultation document, many organisations 
and individuals drew attention to the compliance costs of the 
proposals, particularly in relation to partial exemption. We 
have considered most carefully the points made, and the current 
proposals aim to strike a fair balance between prevention of 
serious tax loss and the reasonable interests of business. The 
proposed new de minimis rules have been devised to be as generous 
and simple as possible whilst not open to manipulation and 
substantial revenue loss. There will be generous monetary limits 
for the benefit of small businesses and a list of certain exempt 
supplies which may be ignored by businesses outside the financial 
sector. Where partial exemption calculations have to be made, 
rules lay down a standard method. But Customs and Excise will 
allow alternative methods, as they do now. The criteria for 
these alternative methods are simply that they should be practical, 
accurate and fair. Past experience is that in almost every case 

• 



Customs and Excise have been able to agree either with a trade 
association or individual business a basis of calculation which 
utilises existing information systems and thereby minimises 
compliance costs. 

We received a number of representations about the effect of the 
proposals on brewers with income from tied-house rentals and 
I have written today to General Mangham of the Brewers' Society 
in specific response to the representations they made. 

I am afraid that it has not proved possible to allow special 
treatment for such rentals. But this does not close the door 
against working out arrangements with breweries which are 
consistent with the new rules and take account of any quantifiable 
and unique features of these rentals. I hope that discussions 
between brewers and Customs and Excise can continue on this basis, 
and I have indicated my own willingness at an appropriate stage 
to be involved in them. 

PETER BROOKE 



Treasury Chambers, Parliament Street, SW1P 3AG 

Richard Weir Esq 
Acting Director 
British Retailers Association 
Commonwealth House 
1-19 New Oxford Street 
LONDON WC1A 1PA ti December 1986 
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VAT: INPUT TAX: ORIGIN AND SCOPE OF THE RIGHT TO DEDUCT 

You wrote giving your views on the proposals set out in the Customs 
consultative document published on 7 August entitled "VAT: Input 
Tax: Origin and Scope of the Right to Deduct". In all, well 
over a hundred written responses were received and there have 
since been over twenty meetings between Customs and trade 
associations and professional bodies. 

These discussions have been invaluable in the process of refining 
the original set of options into what is now considered to be 
a set of workable proposals which will effectively block major 
avenues of tax avoidance without imposing an excessive compliance 
burden on business. I attach a copy of a Written Answer being 
given today which sets out what steps we propose to take. 

In responding to the consultation document, many organisations 
and individuals drew attention to the compliance costs of the 
proposals, particularly in relation to partial exemption. We 
have considered most carefully the points made, and the current 
proposals aim to strike a fair balance between prevention of 
serious tax loss and the reasonable interests of business. The 
proposed new de minimis rules have been devised to be as generous 
and simple as possible whilst not open to manipulation and 
substantial revenue loss. There will be generous monetary limits 
for the benefit of small businesses and a list of certain exempt 
supplies which may be ignored by businesses outside the financial 
sector. Where partial exemption calculations have to be made, 
rules lay down a standard method. But Customs and Excise will 
allow alternative methods, as they do now. The criteria for 

I,  



these alternative methods are simply that they should be practical, 
accurate and fair. Past experience is that in almost every case 
Customs and Excise have been able to agree either with a trade 
association or individual business a basis of calculation which 
utilises existing information systems and thereby minimises 
compliance costs. 

PETER BROOKE 
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Chairman & Group Chief Executive 
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VAT: INPUT TAX: ORIGIN AND SCOPE OF THE RIGHT TO DEDUCT 

You wrote giving your views on the proposals set out in the Customs 
consultative document published on 7 August entitled "VAT: Input 
Tax: Origin and Scope of the Right to Deduct". In all, well 
over a hundred written responses were received and there have 
since been over twenty meetings between Customs and trade 
associations and professional bodies. 

These discussions have been invaluable in the process of refining 
the original set of options into what is now considered to be 
a set of workable proposals which will effectively block major 
avenues of tax avoidance without imposing an excessive compliance 
burden on business. I attach a copy of a Written Answer being 
given today which sets out what steps we propose to take. 

In responding to the consultation document, many organisations 
and individuals drew attention to the compliance costs of the 
proposals, particularly in relation to partial exemption. We 
have considered most carefully the points made, and the current 
proposals aim to strike a fair balance between prevention of 
serious tax loss and the reasonable interests of business. The 
proposed new de minimis rules have been devised to be as generous 
and simple as possible whilst not open to manipulation and 
substantial revenue loss. There will be generous monetary limits 
for the benefit of small businesses and a list of certain exempt 
supplies which may be ignored by businesses outside the financial 
sector. Where partial exemption calculations have to be made, 
rules lay down a standard method. But Customs and Excise will 
allow alternative methods, as they do now. The criteria for 
these alternative methods are simply that they should be practical, 
accurate and fair. Past experience is that in almost every case 

/ December 1986 



Customs and Excise have been able to agree either with a 
trade association or individual business a basis of calcualtion 
which utilises existing information systems and thereby 
minimises compliance costs. 

We received a number of representations about the effect 
of the proposals on brewers with income from tied house rentals 
and I have written today to General Mangham of the Brewers' 
Society in specific response to the representations they 
made. 

I am afraid that it has not proved possible to allow special 
treatment for such rentals. But this does not close the 
door against working out arrangements with breweries which 
are consistent with the new rules and take account of any 
quantifiable and unique features of these rentals. I hope 
that discussions between brewers and Customs and Excise can 
continue on this basis, and I have indicated my own willingness 
at an appropriate stage to be involved in them. 
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Major-General W D Mangham CB 
Director 
The Brewers' Society 
42 Portman Square 
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I much enjoyed seeing you again on 4 December, and as you 
know was sorry for an atypical interruption. Thank you now 
for your letter of 5 December, which thoughtfully confirmed 
and expanded on the points you had made at our meeting on 
the previous day. I said then that an early announcement 
would be likely, in order to give proper lead time for the 
introduction of the new measures. 

I of course reported fully to the Chancellor: having considered 
the outcome of the consultation exercise as a whole, the 
Chancellor has now made an announcement giving details of 
the proposed changes to primary and secondary legislation, 
to give effect to the new rules for VAT input tax recovery. 
I enclose a copy. 

As foreshadowed at our meeting, I am sorry that it has not 
been possible to find any way of retaining the existing special 
concession for tied-house rentals under Regulation 32(i) 
nor to agree that these rents should be treated as taxable. 
As we explored at the meeting, however, Customs are very 
prepared to discuss the possibility of agreeing a special 
method of calculating input tax entitlement which, while 
consistent with the new rules, does take account of any 
quantifiable and unique features of these rentals. I hope 
that these discussions can continue: just as Allied-Lyons 
were anxious to see me earlier, so now I gather Bass might 
wish to, and I would of course be entirely content, if 
agreeable to BASS, for the Society to be likewise involved 
again. 

PETER BROOKE 

• 
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SECRET • 
MINUTES OF A MEETING IN THE CHANCELLOR'S ROOM, 

HM TREASURY AT 10.30AM ON FRIDAY, 19 DECEMBER 

Those present 

Chancellor 
Financial Secretary 
Minister of State 
Sir P Middleton 
Sir T Burns 
Mr Cassell 
Mrs Lomax 
Mr Peretz 
Mr Scholar 
Mr Cropper 
Mr Ross Goobey 
Mr Tyrie 

Mr Knox - C&E 
Mr Jefferson Smith - C&E 
Mrs F Boardman - C&E 
Mr Wilmott - C&E 

CONSUMER CREDIT TAX 

Sir P Middleton said that he thought this was rather daunting 

as a starter. He had always been strongly in favour of doing 

something in the financial sector if we could. But his main single 

feeling on reading Mr Knox's paper was how risky it was to take 

a flier in the Budget. But he saw some attractions in raising 

revenue quickly via a credit card tax. 

Sir T Burns said he continued to favour a widely based tax 

on all credit including mortgages. But he thought the proposals 

for a lump sum credit card 

Economic Secretary agreed. 

tax were not at all attractive. The 

The more he looked at the papers, 

    

the less he was attracted to stage 1. 

The Chancellor noted that credit advanced on bank credit 

cards was the most rapidly growing proportion of consumer credit. 

It had grown consistently by 30 per cent per annum over the last 

10 years. There did thereford seem a strong case to take action 

on that front first, since it was both the most buoyant sector 

and also the one where the revenue could be received earliest. 

1 
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• 
He asked for views on whether there was a better alternative to 

a lump sum tax. 

Mr Ross Goobey felt it was surely possible to get a full 

tax on interest charges in place in 1987-88. The banks were swift 

to adjust interest rates, and could presumably make similar 

arrangements for a new tax. Mr Jefferson Smith said it was very 

hard to be certain of this without going out to consultation. 

The Economic Secretary felt that a tax on interest payments was 

much more logical than a lump sum tax on credit cards. 

Mr Cassell also agreed. His minute had showed - on crude 

calculations - that a 10 per cent tax on interest charges on credit 

cards should bring in a yield of £75 million. 

Mrs Lomax was concerned that a tax on interest on credit 

cards alone would not be tenable. It would simply lead to a rapid 

movement to debit cards with associated overdrafts: no inLerest 

would be paid on the credit card itself. 

The Chancellor said this point certainly needed further 

examination. But it made sense to press ahead with this as a 

short-term revenue raiser and as a forerunner of a wider tax. 

The main issue was how we handled the extension to the more broadly 

based tax. If we announced a credit card tax but said nothing 

about any extension (and simply continued to plan) we might get 

independent pressure to extend the base. 	The Minister of State  

felt that if we came out with a credit card tax alone there was 

a considerable risk that we would look foolish. If our eventual 

plan was to have a broader tax - and he hoped it was - he would 

much prefer it if we made our intentions clear. 

Mr Cropper said he favoured a broadly based tax in principle, 

but was very doubtful whether it would be possible to impose the 

tax on mortgages. Without mortgages, the yield came down to 

£1/2  billion and the tax would introduce new distortions. 	The 

Chancellor acknowledged the difficulties. It would be much better 

2 
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to include mortgages, but he saw little scope for doing this 

in 1987. If we announced plans in the Budget to tax all credit 

except mortgages, we would be questioned closely about whether 

we had any plans to extend the coverage later. There was a danger 

that we might be forced to give a commitment that we would not. 

This seemed to imply that the options for 1987 were either (i) 

a credit card tax alone - and he acknowledged the Minister of 

State's powerful arguments against this - or (ii) a credit card 

tax plus an announced plan to tax other non-mortgage credit, with 

an acceptance that we might well be forced to give a pledge to 

exclude mortgages for all time. 

9. The Chancellor said he would be grateful if Customs caiald 

carry out further planning for an ad valorum tax on interest on 

consumer credit. This work should cover three areas separately: 

credit cards; mortgages; and other credit. Further discussion 

would be needed about the tactics of how these three stages might 

be announced and implemented, if a decision was taken to go ahead. 

A C S ALLAN 

19 December 1986 

Distribution 

Chief Secretary 
Miss Sinclair 
Mr Ilett 
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FROM: CATHY RYDING 

DATE: 22 December 1986 

PS/MINISTER OF STATE cc Chief Secretary 
Financial Secretary 
Economic Secretary 
Mr Scholar 
Miss Sinclair 
Mr Cropper 

Mr Howard - C&E 
PS - C&E 

CASH ACCOUNTING FOR VAT 

The Chancellor has seen Mr Howard's minute to the Minister of State 

of 16 December. 

2. 	The Chancellor wonders if there is any reason why the turnover 

limit should not start at £100,000, and be raised by £100,000 a 

year to £500,000 in year 5, thus spreading the once-for-all cost. 

Cl?  
CATHY RYDING 
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MR D J HOWARD - C&E 

FROM: M W NORGROVE 

DATE: 23 December 1986 

cc PS/Chancellor 
PS/Chief Secretary 
PS/Financial Secretary 
PS/Economic Secretary 
Mr Scholar 
Miss Sinclair 
Mr Cropper 
PS/C&E 

CASH ACCOUNTING FOR VAT 

The Minister of State was grateful for your minute of 16 December 

and has seen Mrs Ryding's of 22 December, It-NC. will be interested 

to hear Mr Trevett's news on his discussion with the Commission. 

M W NORGROVE 
Private Secretary 



BUDGET CONFIDENTIAL 

ANNEX C 

CASH ACCOUNTING. FRAUD RISKS AND REVENUE CONTROL CONSIDERATIONS 

Introduction 

Our original recommendation for a turnover limit for cash 

accounting of £100,000 was influenced by the case for consistency 

with the draft SME's Directive; revenue cost; and the need to 

minimise the risks of fraud and abuse. 	Any turnover limit 

significantly above this level will have a proportionately greater 

impact on our revenue control of traders. This note supplements Mr 

Howard's note of 6 February which explained the potential market 

for cash accounting and the revenue at risk for turnover limits of 

£100,000; £250,000 and £500,000 and sets out some of the main fraud 

and control considerations. 

Fraud/Evasion 

There are a number of potential opportunities for deliberate 

fraud and evasion of tax through the introduction of cash 

accounting. The main areas of risk are:- 

understatement of actual or potential turnover in order 

to secure membership or stay in the scheme; 

the writing-off of book balances; 

payments to and by third parties; 

deliberate loss of audit trails; 

suppression of receipts and alleged part payments; 

the manipulation of VAT between associated businesses; 
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the mixture of private and business bank/building society 

accounts; and 

increased use of the "phoenix" syndrome (contrived 

insolvencies). 

3. 	The opportunities and temptations for fraud and evasion would 

increase with higher turnover limits, where the amount of tax at 

risk would be greater. They would also be particularly rife if 

cash accounting were allowed for output tax only (with the current 

system of allowing input tax to be reclaimed on the basis of a tax 

invoice being retained). 	In the latter case, apart from the 

problem of revenue cost to which we have referred in paragraph 9 of 

the main submission, there would be: 

still greater incentives to the use of the phoenix 

syndrome; and 

even greater opportunity for manipulation between asso-

ciated businesses, eg exchange of invoices between 

businesses for spurious transactions, particularly in the 

service sector. 

Control 

The main problem for our VAT control staff will be that cash 

flow does not easily relate to the picture presented by an 

invoice-based system. Payments can be delayed, staged or related 

to a mixture of standard and zero-rated supplies. Within the cash 

flow, transactions will relate to non-deductible expenditure (cars 

and business entertainment) exempt payments (rent) and amounts 

outside the scope of VAT (wages etc). A carefully compiled VAT 

element of all cash transactions will therefore be necessary. 

As we have explained in Annex Bl, item 3, we shall be 

encouraging businesses to structure their records to provide a 

clear audit trail, but of necessity this will have to stop short of 

imposing a set system. Our control staff will need to recognise, 

quickly, inadequate accounting systems which will lead to errors in 

the trader's VAT account, and they will have to familiarise 

-2- 
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themselves with cash systems in the context of the traders' other 

business procedures. Control techniques will have to be developed 

to test and evaluate cash systems to ensure that they will not be 

manipulated to evade VAT. 

The essence of these problems will arise with almost every 

trader using cash accounting. 	However, as already noted in 

relation to deliberate fraud, they increase in significance as the 

turnover limit, and the amount of tax at risk through cash 

accounting rises. As explained in Mr Howard's note of 6 February 

(which was based on further, more precise numerical work following 

the discussion with you the previous morning), in broad terms the 

total tax at risk for our best estimate of 66% take-up of cash 

accounting rises in almost equal proportions from £400 million for 

a turnover limit of £100,000 to £800 million for one of £250,000 

and £1,200 million for £500,000. 	We have concluded, therefore, 

that any increase above the £100,000 level will involve additional 

control effort to safeguard the revenue; and that this would be 

particularly significant for a limit of £500,000. 

Further work 

To carry forward this analysis we are examining urgently two 

further aspects:- 

how the regime of "Keith" penalties introduced by the 

Finance Act 1985 would apply to abuses of the cash accounting 

system; and 

ii the detailed resource implications of cash accounting, 

covering both 

the increased control effort resulting from a higher 

turnover limit; and 

the upfront administrative costs of vetting and 

otherwise handling applications for the scheme, 
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particularly now that we are working to an operative 

date of 1 October 1987 which excludes any 

possibility of a computer solution. 

We shall let you have further notes shortly. 



ANNEX A 1 

CASH ACCOUNTING 

Confederation of 
	

Propsal supported: should be available to those with 

British Industry 
	turnover up to £1m. In longer term question need for a 

limit at all and whether invoice basis need be the 

norm. 

Inst. of 
	 Proposal supported: should be available to all in due 

Directors 
	 course. Simplicity should not be lost in a welter 

of complex anti-avoidance rules and excessive accounting 

requirements. 

Association of 
	 Proposal supported: should be available to those with 

British Chambers 
	turnover up to £500,000. A number of detailed questions 

of Commerce 
	 posed. 

National Chamber 
	Proposal supported: the two year period for membership 

of Trade 
	 should be reduced to one; transitional arrangements 

should be simple. 

British Retailers 
	

No comment. 

Assoc_ 

Mail Order Traders 
	No comment. 

Assoc. 

National Farmers 
	Proposal supported: should be allowed to remain 

Union 
	 in scheme for 2 years after tolerance turnover 

limit exceeded. 

National Fed. of 
	Proposal supported: a positive and long overdue 

Self Employed & 
	reform, but should be available to all without 

Small Businesses 
	turnover limit. 

Alliance of Small 
	Proposal supported: should be available to all in 

Firm St Self 
	 stages. Customs should not be able to vet applicants. 

Employed People 

Association of 
	

Proposal supported: should be available to all in the 

Independent 
	

long term, but immediately if turnover below £2m. 

Businesses 

4 
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Small Business 	 Proposal supported: should be available to those with 

Bureau 	 turnover up to £500,000. 

Forum of Private 	Proposal welcomed as an optional scheme. 

Business 

Development 	 Proposal welcomed: particularly in giving bad debt 

Commission 	 relief. Implied regret that shopkeepers would be 

and COSIRA 	 excluded because of turnover limit. 

Inst. of Chartered 	Proposal welcomed: many small businesses operate 

Accountants (E&W) 	from bank and cash records. A number of detailed 

proposals made on operation; concern about arrangement 

for leaving. 

Inst. of Chartered 
	Proposal strongly favoured: complexity in new legis- 

Accountants 
	 lation should be avoided. 

(Scotland) 

Chartered Assoc. 	Proposal welcomed: would help cash flow and give bad 

of Certified 
	 debt relief. Transitional move to normal accounting 

accountants 
	 would be complicated. 

Chartered Inst. 
	Will not achieve very much, threshold too low. 

of Management 

Accountants 

Law Society 
	 Implied support, but urges higher limit and bad debt 

relief for all. The problems in changing between 

the two regimes could deter traders from joining. 

Law Society 
	 Welcomed positive nature of the action proposed in 

(Scotland) 
	 reducing the burden of administration. Comment covered 

all proposals. 

VAT Practitioners 	Proposal welcomed: simplicity essential. Threshold too 

Group 
	 low. A number of detailed proposals made including 

suggestions for accounting adjustments on entering and 

leaving the scheme. 

• 

Inst. of Taxation 	Proposal welcomed. Three technical points raised. 
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ANNUAL ACCOUNTING 

Confederation of 
	

Proposal welcomed: 12 payments suggested to fit in 

British Industry 	with normal monthly cycle. Scheme should be available 

in first year of trading. 

Institute of 
	

Proposal welcomed (not as important as cash accounting). 

Directors 
	 'Health warning' to ensure that payments based on 

previous •year's turnover do not exacerbate cashflow 

problems in business downturn. 

Assoc. of British 
	

Proposal welcomed: should be available to those with 

Chambers of 
	

turnover up to £500,000. Scheme should be available 

Commerce 
	 in first year of trading. A number of detailed 

questions posed. 

National Chamber 
	

Proposal supported. 

of Trade 

British Retailers 
	

No comment 

Assoc. 

Mail Order Traders 
	

No comment 

Assoc. 

National Farmers 
	Proposal supported: should be available to payment 

Union 
	 traders. 

National Fed. of 
	

Proposal supported in principle but should be 

Self Employed & 
	available to all. Foresee wrangles on fixing Small 

Businesses 
	 the annual assessment; must be simple and fair. 

Alliance of Small 
	

Lukewarm support: doubt demand for facility. Final 

Firms' Self 
	 payment should be tied to firm's accounting 

Employed People 
	year. 

Assoc. of 
	

Opposes proposal: discipline to maintain financial 

Independent 
	 control and administrative efficiency would be lost. 

Businesses 

Small Business 	 Lukewarm support: direct debt payments may not be 

Bureau 
	 welcomed. 

• 
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Forum of Private 
	Opposes proposal even as an option. 75% of Forum 

Businesses 
	 members do not want it. High administrative costs for 

effective operation. 

Development 
	

Proposal supported: the annual assessment should be 

Commission/COSIRA 
	negotiable and subject to appeal. 

Inst. of Chartered 
	

Proposal supported: annual return should be linked to 

Accountants (E&W) 
	

the accounting year; scheme should be available in 

first year of trading and a number of other detailed 

proposals. 

Inst. of Chartered 
	

Proposal supported: year should co-incide with trader's 

Accountants 
	 accounting year. 

(Scotland) 

Chartered Assoc. 	Not opposed to optional scheme, but sceptical about 

of Certified 
	 advantages. The annual assessment should be negotiable. 

Accountants 

Chartered Inst. of 	Benefits reduced by requirement to make monthly 

Management 
	 payment. Two years too long a period for compulsory 

Accountants 
	 membership; there could be cash flow problems on 

final payment. 

Law Society 
	 Implied support: a number of detailed questions asked. 

Law Society 
	 (See general comment under cash accounting) 

(Scotland) 

VAT Practitioners 
	Potentially beneficial but a number of disadvantges 

Group 
	 outlined eg reduced discipline in record-keeping. 

Threshold too low. Availability of the facility in 

first trding year would be useful. 

Inst. of Taxation 	Implied support: several detailed point raised. 
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RECORDS AND ACCOUNTS 

Confederation of 	Implied support. Would like to put views forward to 

British Industry 
	consultant. 6 year preservation period too long. 

Publicity to continue re-authorisation of early 

destruction. Following satisfactory inspection records 

over 3 years old to be scrapped. 

Inst. of Directors 	Independent study welcomed. Report should be published. 

Opposed to 6 year retention period. 

Assoc. of British 
	

Independent study supported, by inference. Clari- 

British Chambers 
	fication of terms of reference sought. Opposed to 

of Commerce 
	

6 years retention period. 

National Chamber 	Independent study welcomed. 

of Trade 

British Retailers 	No comment. 

Assoc. 

Mail Order Traders 	No comment. 

Assoc. 

National Farmers 
	Independent study welcomed, 6 year preservation period 

Union 
	 should be reduced if arrangements working 

satisfactorily. 

National Fed of 
	

Independent study supported, by inference. 

Self Employed & 

Small Businesses 

Alliance of Small 
	

No comment on appointment of consultants; book-keeping 

Firms' Self 
	 necessary for present structure is the true burden 

Employed People 
	on business. 

Assoc. of 
	

Support of independent study implied: the 3 year period 

Independent 
	 for the retention of records should be reinstated. 

Businesses 

Small Business 	 No comment 

Bureau 

• 
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Forum of Private 
	No comment 

Businesses 

Development 
	 No comment on the appointment of consultants. Specimen 

Commission/COSIRA 
	samples of financial records should be published. 

Inst. of Chartered 	Independent study welcomed, terms of reference con- 

Accountants (E&W) 	sidered to be too narrow. 

Inst. of Chartered 
	

Independent study welcomed: terms of reference to be 

Accountants 
	 clarified. 

(Scotland) 

Chartered Assoc. 	Independent study welcomed. 

of Certified 

Accountants 

Chartered Inst. of 	Independent study welcomed: terms of reference con- 

Management 	 sidered to be too narrow. 

Law Society 	 No comment 

Law Society 
	 (See general comment under cash accounting.) 

(Scotland) 

VAT Practitioners 	Independent study welcomed. 

Group 

Inst. of Taxation 	No comment 

• 
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REGISTRATION/DEREGISTRATION 

Confederation of 
	

Strongly opposed to compulsory deregistration. 

British Industry 

Inst. of Directors 
	Supports the detailed proposals. Strongly opposed to 

compulsory deregistration. Threshold should be 

increased. 

Assoc. of British 
	

Supports the detailed proposals, but looks for a 

Chambers of 
	 longer period to notify liability to register. Strongly 

Commerce 
	 opposed to compulsory deregistration. Threshold should 

be £50,000. 

National Chamber 
	Strongly opposed to compulsory deregistration. 

of Trade 

British Retailers 
	No comment. 

Assoc. 

Mail Order Traders' 
	

No comment. 

Assoc. 

National Farmers 
	Supports increased time for notifying liability to 

Union 
	 register. Opposed to compulsory deregistration which 

would discriminate harshly against many farmers. 

National Fed. of 
	Supports the detailed proposals. Totally opposed to 

Self Employed & 
	compulsory deregistration (or refusal to allow voluntary 

Small Businesses 
	registration). 

Alliance of Small 
	Opposed to compulsory deregistration (and to disallowing 

Firms' Self 
	 voluntary registration) which would be very damaging 

Employed People 
	to many small firms. 

Assoc. of 
	 Supports increased time for notifying liability to 

Independent 
	 register. Opposed to compulsory deregistration. 

Businesses 
	 Threshold should be increased to£50,000; later £100,000. 

• 

Small Business 
	 Strongly opposed to compulsory deregistration which 

Burea 
	 would impose considerable burdens on businesses which 

are on the margin. Threshold should be at least £50,000. 
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Forum of Private 
	

Supports the detailed proposals. Opposed to compulsory 

Businesses 
	

deregistration. 

Development 
	

Supports the detailed proposals. Opposed to compulsory 

Commission/COSIRA 
	

deregistration: exporters and new businesses would be 

hit. 

Inst. of Chartered 
	

Supports increased time for notifying liability to 

Accountants (E&W) 
	

register and deregister. Opposed to compulsory deregis- 

tration, cites examples of traders who would lose. 

Inst. of Chartered 
	

Supports the detailed proposals. Strongly opposed to 

Accountants 	 compulsory deregistration. Threshold should be increased 

(Scotland) 
	

to £50,000. 

Chartered Assoc. 	Supports the detailed proposals. Opposed to abolition 

of Certified 
	

of right of voluntary registration and, by assumption, 

Accountants 	 compulsory deregistration. 

Chartered Inst. 	Opposed to compulsory deregistration. Threshold should 

of Management 
	

be £100,000. 

Accountants 

Law Society 
	

Supports the detailed proposals although some time 

limits could be greater. Opposed to compulsory 

deregistration. 

Law Society 
	

(See general comment under cash accounting). 

(Scotland) 

VAT Practitioners 
	

Support time limit proposals. Opposed to compulsory 

Group 
	

deregistration. 

Inst. of Taxation. 	Welcomes extension of time limit, but seeks longer 

period to notify liability to register. Opposed to 

compulsory deregistration. 

• 



ANNEX A 5 

RETAIL SCHEMES 

Confederation of 	Objects to limitation on use of retail schemes and 

British Industry 	withdrawal of standard method of reckoning gross takings. 

Clarification necessary on mixture of retail schemes 

proposal. 

Inst. of Directors 	Objects to the withdrawal of the standard method of 

reckoning gross takings. 

Assoc. of British 
	

Strongly objects to the withdrawal of the standard 

Chambers of 
	 method of reckoning gross takings, and cannot support 

Commerce 
	 the limitation on use of retail schemes. 

National Chamber 	Accepts need for detailed changes, proposals should 

of Trade 
	 be subject to discussion with appropriate trade 

associations. 

British Retailers 	Objects to withdrawal of standard method of reckoning 

Assoc. 	 gross takings: would have major implications for cash 

flow and profitability for those providing self-

financed credit. 

Mail Order Traders 
	Objects to withdrawal of standard method of reckoning 

Assoc. 	 gross takings: would add very significantly to members' 

costs, asked for meeting at highest level. 

National Farmers 	No comment. 

Union 

National Fed. of 
	

Not yet ready to comment. 

Self Employed & 

Small Businesses 

Alliance of Small 
	

No comment 

Firms' Self 

Employed People 

• 
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Assoc. of 
	

No comment 

Independent 

Businesses 

Small Business 	 No comment 

Bureau 

Forum of Private 	Welcomes retail scheme proposals. 

Business 

Development 
	 Broadly content with detailed proposals; some figures 

Commission/COSIRA 
	questioned. 

Inst. of Chartered 	Standard method of calculating gross takings should 

Accountants (E&W) 	be retained, at least for small businesses. 

Inst. of Chartered 	Broadly content with detailed proposals, they should 

Accountants 	 however be subject to detailed consultation. 

(ScoLland) 

Chartered Assoc 
	No comment 

of Certified 

Accountants 

Chartered Inst. of 	No comment. 

Management 

Accountants 

Law Society 	 Objects to the withdrawal of retail schemes from non- 

retailers. Members have legitimate expectations for use 
of these facilities. 

Law Society 
	 (See general comment under cash accounting.) 

(Scotland) 

VAT Practitioncro 	Broadly content with retail scheme simplification and 

Group 	 operation proposals. Preference for actual rather than 

fixed mark-ups. Opposes withdrawal of standard method 

for calculating gross takings; supports restriction on 

use of schemes. 

Inst. of Taxation. 	No comment. 

• 



ANNEX A 6 

ABOLITION OF VAT ON TRANSACTIONS BETWEEN REGISTERED TRADERS 

Confederation of 	No comment. 

British Industry 

Inst. of Directors 	No comment 

Assoc. of British 
	

No comment 

Chambers of 

Commerce 

National Chamber 	Prefers present system 

of Trade 

British Retailers 	No comment 

Assoc. 

Mail Order Traders' 	No comment 

Assoc. 

National Farmers 	No comment 

Union 

National Fed. of 
	

A lengthy paper from Mr Holland argues against the 

Self Employed & 
	points in the Annex to the consultation document. Customs 

Small Businesses 
	is said to have exerted its influence to prevent 

simplification 

Alliance of Small 
	

Tacit support for change: some form of final sales 

Firms' Self 
	

tax would be preferable. 

Employed Peoplc 

Assoc. of 
	

Proposes a new study. 

Independent 

Businesses 

Small Business 	 No comment. 

Bureau 

Forum of Private 	No comment. 

Businesses 

Development 
	

No comment. 

Commission/COSIRA 

• 
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Inst. of Chartered 	No comment. 

Accountants (E&W) 

Inst. of Chartered 
	

No comment 

Accountants 

(Scotland) 

Chartered Assoc. 	No comment 

of Certified 

Accountants 

Chartered Inst. 	Debate should be re-opened: it should be established 

of Management 	 whether EC law would allow the facility. 

Accountants 	 No comment. 

Law Society 

Law Society 
	

No Comment. 

(Scotland) 

VAT Practitioners 	No comment. 

Group 

Inst. of Taxation 	No comment. 
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National Trade 
Associations & 
Professional 
Bodies 	 47 34 2 11 32 5 10 22 1 24 25 0 22 

-1 

1 34 12 10 1 36 8 9 30 5 3' 39' 

Other 
Representative 
Organisations 	26 25 0 1 17 4 5 9 5 12 18 0 8 1 14 11 4 2 20 4 2 20 3 1 22 

Individual 
Traders (Incl. 
Local Accnts) 	110 63 8 39 29 24 57 17 4 89 19 1 90 7 55 48 3 2 105 3 8 99 5 2 103 

Respondents to 
Questionnaire 	.1256 

(1) 
588 591 77 281 938 37 0 0 

(2) 
1256 1002 116' 138 338' 797 121 48 12 1196 

( 
40 

3 
26 

) 
1190 0' 0' 

(2) 
1256' 

Notes: 

110 

 
 
 

Including 37 individuals who were not part of the random sample. 
The questions were not posed, but no comments were received. , 
Businesses were not asked for a view on the withdrawal of the 'standard' method of calculating gross takings. 
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ANNEX B1 

CASH ACCOUNTING 

Unease with proposals for 
leaving the scheme. 

Concern over record-keeping 
requirements; the benefits 
could be lost through the 
additional burdens. 

Purchases should not require 
a receipted tax invoice 
before input tax credit can 
be taken. 

CUSTOMS RECOMMENDATION 

There are EC, cost and control impli-
cations for a higher turnover limit. 
The nature and extent of EC con-
straints are currently being explored 
with the Commission and with the Law 
Officers. Control considerations and 
the increased scope for evasion also 
argue against too high an initial 
level of threshold, while the once-and-
for-all revenue cost would militate 
very strongly against some of the more 
extreme suggestions. To increase the 
level of the threshold to £1 million 
or £2 million (or to have no limit at 
all) as some have suggested would be 
prohibitively costly. Our recommen-
dations are contained in pargraphs 
9-10 of the main submission. 

Accept. A business moving back to 
normal record-keeping will be allowed 
to account for VAT on cash received 
and paid basis for all supplies made 
while a member of the ring. However, 
the original proposals will remain for 
those businesses who cease to trade. 

We will naturally require a clear 
audit trail through a business's 
records, but we have stopped short of 
telling a trader exactly how those 
records should be set-up. Some will 
adapt day books. Others will have cash 
books, a few will have more sophis-
ticated systems. On the other hand, 
some consider that there will be a 
loss of record-keeping discipline. 

Accept. A receipted tax invoice will 
only be required for a cash (as 
opposed to cheque etc.) purchase. 

COMMENTS RECEIVED 

The turnover for membership 
is too low. 
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Business should only be 
required to remain in the 
scheme for one year. 

The 25 per cent tolerance 
in turnover for remaining in 
the scheme should be more 
flexible. 

This requirement will be reviewed in 
the light of experience. However, in 
view of the work in admission, we 
would wish to retain the two year 
period at the outset. 

Again, we would wish to keep the limit 
under review. However, there is no 
provision for any tolerance in the 
draft EC Directive. 

• 

No other proposal was supported by more than one trade association or by more 
than one individual business. These points covered the need to define turnover 
(it will be the same as used to determine liability for registration); turnover 
should exclude sales of assets (as it will); the different turnover for supplies 
of goods and services (this would add to the complexity of the scheme at the 
outset); the need for an official cash accounting book (such stamps of approval 
have been resisted in the past); input tax should be claimed as at present 
(which would be the best of both worlds) or, at least, for assets (the same 
argument, and would add complexity to the scheme). 
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ANNEX B2 

ANNUAL ACCOUNTING 

COMMENTS RECEIVED 

The turnover for membership 
is too low. It should be 
increased in line with that 
proposed by trade associations 
for cash accounting. 

The scheme should be avail-
able in the first year of 
registration. 

Businesses claiming repayments 
should be allowed to join. 

Businesses should be allowed 
to make separate claims for 
capital purchases. 

Estimating instalments based 
on past year's trading would 
be too inflexible, particu-
larly in downturns of business. 

Payments should be made on a 
monthly basis over the whole 
year. 

CUSTOMS RECOMMENDATION  

Agree that the turnover limit should 
follow cash accounting. There are no 
legal or revenue cost problems with 
annual accounting, but it would be 
sensible and consistent to have the 
same turnover limit. 

Reject. Two problems are foreseen. 
First, it would be difficult to esti-
mate the size of monthly payments, 
with no previous trading pattern to 
draw on, and secondly, our experience 
is that in its first year a new 
business would be more likely to be 
reclaiming VAT on its capital and 
stock purchases and so would not there-
fore benefit. 

Reject. We have explained to the 
National Farmers' Union, who made the 
suggestion, that it would be imprudent 
to make regular repayment of revenue 
before vouched claims were submitted. 

Reject. We are not in favour because 
of the resource implications and the 
further complication of processing 
returns. 

Accept. The system will allow a busi-
ness to vary the instalment in the 
event of a genuine downturn, either 
before joining the scheme or sub-
sequently. 

Reject. The proposed system is more 
favourable to small businesses and 
allows two months for the final 
payment. 
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ANNEX B3 

RECORDS AND ACCOUNTS 

COMMENTS RECEIVED 	 CUSTOMS COMMENTS (subject to the  
Consultant's report.)  

Preservation period should 	 The increase to six years was intro- 
be reduced. 	 duced as a result of the recom- 

mendations of the Keith Committee, in 
the Finance Act 1985. The detailed 
arguments are in the consultation 
document - Chapter 3. 

Routine earlier disposal of 
	

See consultation document - Chapter 
ancillary records. 	 3.3; but consultant may wish to 

comment. 

There should be a dispensation 	We take the view, supported by 
to destroy records after a 	 Ministers, that a control visit is not 
'satisfactory' control visit, 	an audit, and cannot possibly cover 

all aspects of a business's VAT 
affairs. 

I. 	Customs to advise more 	 Our view has been that we would wish 
positively on the form and 	 to impose the minimum on businesses, 
type of records required. 	 and work from their normal commercial 

records. Consultant may wish to make 
recommendations. 

5 	Customs to assist with 
	

It is not normal practice to directly 
preservation and costs. 	 reward businesses for handling tax 

matters according to responsibilities 
imposed by Parliament. 

6. 	No changes needed and the 	 We considered that, in view of rep- 
consultant's brief was a waste 	resentations received, an independent 
of public money. 	 review was essential. 

On the whole, respondents reserved comment pending the outcome of the review. 

• 
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ANNEX BI 

REGISTRATION/DEREGISTRATION 

COMMENTS RECEIVED 

Acceptable, but some trade 
bodies have requested 
extended time limits 
ranging between six 
weeks and one year. 

One trade body proposed 
an extended time of three 
months. 

Although some favourable 
responses received, mainly 
via the questionnaire, 
the vast weight of opinion 
was strongly opposed. 

CUSTOMS RECOMMENDATION  

Reject. Any extension 
beyond one month would 
result in an unacceptable 
loss of revenue (in the 
order of £65m for every 
month's extension). We 
could be exposed to accu-
sations of unjustified dis-
tortion of commercial com-
petition from established 
businesses which have no 
interest in longer time 
limits. 

Reject. This would not 
allow a cost effective 
management of the VAT 
register. 

Accept. Despite the re-
duced burden, in the light 
of small business opinion 
covering a variety of argu-
ments, the Government will 
be recommended against pro-
ceeding with this proposal 

PROPOSAL  

Extend time limit 
for notifying lia-
bility to be regis-
tererd. 

Extend time limit 
for notifying 
cessation of trade 
to one month. 

Compulsory deregis-
tration of all busi-
nesses below the 
threshold 

Abolish deregistration 
test based on past 
turnover. 

) 
) 
) 

Exclude output tax from ) 
deregistration calculation) 

Ignore pre-deregistration 
turnover when determining 
further liability to be 
registered. 

Introduce time limit of 
one month for notifying 
material changes. 

Very few rcsponses 
received, virtually 
all in favour. 
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ANNEX B5 

RETAIL SCHEMES 

(Detailed) 

Introduce a replace-
ment/alternative to 
Scheme B. 

Amend 'Adoption 1' 
to provide for 
varied fixed mark-
ups based on type 
of goods. Increase 
turnover limit to 
£500,000. 

Revise Scheme C 
fixed mark-up 
levels. 

Review level of 
the Scheme G 1/8th 
uplift. 

All comments were in 
favour of introducing 
an alternative rather 
that a replacement, this 
being mainly due to the 
annual stock adjustment 
factor. 

Varied reaction to fixed 
mark-up percentages. All 
comments in favour of 
increase in turnover. 

As above. Strong oppo-
sition to proposed mark-
up for health foods. 

Considered to be puni-
tive, a lower uplift 
should be considered. 

Accept. The proposal will 
be an alternative rather 
than a replacement. 

Accept. Proceed with 
scheme, with further 
consideration to be given 
to mark-ups. 

Accept. Proceed with the 
principle, but the health 
foods mark-up is likely to 
be substantially reduced. 

Review. Further represen-
tations will be considered 

Increase Scheme C 	) 
turnover limit to £90,000 ) 

) Favourably received 
Increase Scheme D 	) 
turnover limit to £500,000) 

Abolish Scheme G minimum 
turnover limit 

Incorporate the working 
methods of the available 
Scheme J adoptions within 
the pamphlet for the 
scheme 

(General) 

No specific comments 

    

Withdraw the stan-
dard method of 
reckoning gross 
takings. 

Very strong and concerted 
opposition received from 
large retailers, in par-
ticular the mail order 
houses who operate self-
financed credit. 

Defer for this year. We 
wish to give further con-
sideration to the represen-
tations in the light of 
a wider review of the need 
for retail schemes by 
larger businesses and 
their revenue costs. 
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• 

Withdraw these 
from non-retailers. 

Potentially disadvan-
wholesale businesses such 
as 'cash and carry'. 

Opposition from particular 
groups in particular the 
Law Society. Also some 
support on grounds of 
equity and logic. 

Reject. In principle 
we would wish to proceed 
with the proposal while 
at the same time giving 
particular attention 
to the needs of any 
special groups who may 
be aversely affected. 

Withdraw use of schemes 	) 
in respect of non-retail 	) 
supplies 	 ) 

) 
Clarify eligibility for 	) 
use of mixture of schemes. ) 

) No specific comments 
Clarify meaning of separte ) 
parts of a business. 	) 

) 
Amend the law to clarify ) 
the Commissioners' powers ) 
to refuse the use of retail) 
schemes. 	 ) 
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ANNEX B6 

OTHER MATTERS 

COMMENTS RECEIVED 

Keith penalties should be reformed. 
Unfair; power of mitigation should be 
given to Customs or VAT Tribunals. 

Extension of time should be given 
for rendering VAT returns. 

Businesses should be paid for 
collecting VAT. 

Across the board bad debt relief. 

VAT should be based on profits 
rather than supplies and there 
should be a merger of the 
requirements of the two revenue 
departments. 

CUSTOMS RECOMMENDATION  

Accept to the extent that a review 
will be held of these penalties before 
the 1988 Finance Bill. These comments 
should be added to the representations 
By that time there will have been the 
opportunity to view default surcharge 
in the light of a year's experience, 
in addition to over two years of late 
registration penalties. 

Reject. Although there would be less 
upheaval to the VAT system than cash 
accounting, it would not be easy to 
restrict the facility to small busi-
nesses while an extension to all 
businesses would be prohibitively expe-
nsive (in the order of £80m for every 
day's extension). Moreover, the con-
cern over bad debt relief would re-
main. 

Reject. It has been the policy of 
successive Governments that a pre-
cedent of this kind should not be 
created; or there would inevitably be 
claims for similar reliefs elsewhere. 
Overall there would be a substantial 
loss of revenue which would have to be 
made up elsewhere. 

Reject. Again, costs rule out such a 
line, and we recommend that experience 
be of the current proposals before any 
further extension be considered. 

Reject. Corporation tax, for example, 
is based on profitability whereas VAT 
is a tax on consumer spending which is 
collected by businesses. Even so, 
there is a move towards joint visits 
to businesses and progress on this 
aspect is being carefully monitored. 
The taxpayers charter is a further 
valuable safeguard for the small busi-
ness in this area. 
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* 
Further consideration should be 
given to the flat rate scheme. 
(Suggested by one trade association). 

Reject. We explained in the consul-
tation document that a scheme, an 
option under the draft SME Directive, 
is more suited to multi-rate systems 
of VAT and that computations would 
increase burdens for businesses and 
ourselves. 


