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10 DOWNING STREET
LOMNDON SWIA 2AA

From che Privaw Secrecary

19 March 1950

HATIONAL SAVINGS CHANGES

Tharnk yvou for your letter of 16 March
concerning the announcements the Chancellor

will be making tomorrow, which the Prime
Minister has seen and noted.

PAUL GEAY
Miss Gina Haskins,
Economic Becretary's Office,
H. M. Treasury

BUDGET CONFIDENTIAL
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Private Secretary to the
Prime Minister

10 Downing St fgﬁr
owning Street G lL{]

LONDON
SWl

s

HATTONAL SAVINGS CHARGES

16 March 1990

ot §

This i1s to confirm that; in the context of measures to stimulate
savings, the Chancellor will be announcing in his Pudget speech on
Tuesday increases of=1% in the intersst rates on NAtional Savings
Inoome syl Dépfsm { £xom ‘_1,5?'9_:'_:‘:_&:‘11: t2-13.5 per cent) and
the National Savings’ Investment Account (from 11.75 per cent to
12475 per cent).

The Income and Bond increase will take effect on 4 May (together
with a similar increase in the rate on Deposit Bonds which are neo
longer on sale, though many investors still hold them) since six
weeks' notice of a change 1s required by the prospectuses. The
Investment Account increase will take effect on 3 April.

These increases follow recent movements in banks' and building
societies' retail deposit rates and maintain the relative position
of the National Savings products in the market.

The Chancellor will also be announcing in his speech that the DNS
will be introducing later this year a new Series of the Capital
Bond, with simpler arrangements for paying tax on interest. The
new Bond cannot go on sale until the Finance Bill, which will
provide for the improved tax treatment, receives Royal Assent. As
| a result, we cannot announce now what the return on the new Bond
l'will be. But we intend that it should be more attractive in
relation to other ratesa than the current Series iz at presant,

GINA HASKINS
Private Secretary
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BAGEHOT J
Till the pips squeak?

T will Labour do ro raxes if it

wins the next election? Hines have

just come from the shadow chancellor, Mr

John Smich, praising a Fabian Sociery

booklet “The Reform of Direct Tax-

ation”. It was written by a team which in.
cluded several former Labour advisers.

The Fabian bookler recommends a
“social securicy tax” on investment in-
come and capital gains; slashing the an-
nual exemption for capital-gzins tax from
£3,000 1o £1,000; reimposing the tax at
death; and cutting the retirement reliefon
capital-gains tax by 80%. The current
40% rate for inheritance tax would be re-
placed either by a capital transfer tax of
up to 60%, or by a lifetime capital-receipts
tax, probably at income-tax rates.

Incentives for savers, such as the Dusi-
ness Expansion Scheme and the personal
equity plans, would be abolished. Tax ad-
vantages for the self-employed would be
removed. Mr Smith praises che paper as
demonstrating “that a fairer tax system
can be both rezlistic and desirabls”.
Hmmm. [f those propesals were to be-
come official Labour policy, the Tories
would have a field day.

There is, however, one Tory wheeze
which Labour secretly likes. It hankers af-
ter a tax which would give the govern-
ment a flexible way of taxing business;
which would redistribute from che rich
south ta the poorer north; and would be
biased in favour of manufacturers and
against retailers. [t already exists: it is, of
course, the Tories' new uniform business
ate, Labour policy is to abolish it: bur the
more senior Labour MPs gaze on this par-
ricular Tory tax, the more they love it.




HH THYSSEN-BORMEMISZA G578 CAETREMOLA (aoawsizi

=i

2lst September 1980
HTE/uk

The Rt.Hon Margaret Thatcher
10, Downing Street

London SW 1

Dear Prime Minister,

Thank you for your letter of 25th August. I appreciate
the points that you make in yvour letter. However, there
is no doubt that if the Inland Revenue is legally
correct in the approach which it has adopted the con-

Sequences which I have referred to are bound to foliow.
> a

Thank you again for the detailed response to my en-
quiry.

With sincerest regards,

Thyssen-Bornenemisza
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Froom the Privare Sperenar) 18 September 1989

oo Doee,

PRIVATE MEDICAL INSURANCE:
DAILY TELEGRAPH ARTICLE

Thank you for your letter af 14 September,
enclosing briefing on the Daily Telegraph
article. Th= Prime Minister has sean this
material which she has noted without comment.

5
:rr;:'-'—"'l
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Pt

Paul Gray

Duncan Sparkes, Esg.,
H.M. Treasury.
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FRIVATE MEDICAL THNSURAHCE: DAILY TELEGRAPH ARTICLE Qﬂ’l’ [: ""i!"éj'
i

You asked me yesterday to provide briefing on an article that
appeared in the Daily Telegraph alleging that the Inland Revenue

were standing in the way of granting tax relief on most private
meédical insurance policies.

I attach a submission by Mr Kuczys (Inland Revenue) which I trust
will be helpful.

jﬂ-ufi ]
{aUut.-ﬁﬂ.-ﬁ- .

DUNCAN SPAREES
Asgistant Private Secretary




Inland Revenue Savings and
Investrment Divesion
Somarse! House

From: A W EUCZYS
Date: 13 Saptembsr 1989

. - 1l
PR BE e e T

MR CORLETT
PSS /CHANCELLOR (Mr Sparkes)

PRIVATE MEDICAL INSURANCE: DAILY TELEGRAFH RRTICLE

=

) As requested, I attach a briefing note by Mr Walker and
Miss Lees on the article (attached) which appeared in this
morning's Daily Telegraph. If the Chancellor is content, this

could be passed on to No 1d,

2s The article, apparently inspired by Private Patients Plan
{PPP), gives a very distorted picture of the discussions we
have been having with the medical insurance industry
{including PPP). The main "problem® referred to - that
policies which pay a cash benefit where the insured individual
opts for MWHS instea&nEE_EEI;EEE-Ereatment - is not, of course,

e f
an "Inland Revenue ruling® at all. Rather, it was a

Ministerial decision, announced by the Financial Secretary in
'._.._-_- L]

the Summer., and (as the Telegraph article goes on to say) the

reason for it is guite clear: there would be absolutely no

advantage to the Govermnment in giving tax relief for inswance

which encouraged people not to have private treatment but to

use the NHSE instead.

PS/Chief Secretary Mr Isaac (o/r)
PS/Financial Secretary Mr Corlett
Mr Culpin Mr Eason
Mr Saunders Mr FKuczys
Mr O'Donnell Misg McFarlane
Mr Ritchie MmaMellor
Mr Tyrie Mr Walker
Miss Lees
PS/IR

Misc3l AWKL




. It may be true that many policies will need amending

tc comply with this and other rules. But the modifications
needed will be guite straightforward. The dindications from
the other insurers we have been talking to is that they will
have amended policies ready in time for the new tax relief to

S e ) i
get off to a good start next April - which was the purpose of

having the discussions.

I"H_L__Jlll:‘-—'
A W EKUCZYS




.[1}"13{_.'::' TELEGRAPH ARTICLE ON TAX RELIEF FOR PRIVATE MEDICAL INSURANCE

Main aleqatioas
-

- "Inland Revenue ruling® will prevent schemes which offer NHS
cash benefits from qualifying for tax relief.

Inland Revenue "threatening to withhold tax relief" for contracts
which cover treatment abroad or pay for air ambulance to UK,

Administrative complexity of scheme may prevent insurers
introducing relief by 1994.

Background

- Government anncunced tax relief for private medical insurance
premiums for those aged 60 and over in White Paper "Working for
Patients™ published 31 January 1989. Relief to take effert
from & April 1990,

Main legislation introducing relief in Finance Act 1989,
Regulation® on details of scheme to be laid before Parliament
in Autumn.

Inland Revenue officials have held discussions with insurance
industry about details of scheme,

Ireasury Ministers have announced that:-

private medical insurance contracts offering cash benefits
where treatment received under NHE will not attract tax
raliaf,

treatment must normally take place in UK. No decision has
vet been taken about cover for incidental treatment abroad
and alr ambulance,

Comment

Treasury Ministers ruled out policies which offer cash benefits
while undergoing NHS treatment because they encourage people to
take their treatment free in the NHS rather than privately. As
most policies aimed at the retired are currently of this kind, the
tax relief would have been oT TIITtle use in relieving pressure on
the NHS if this feature remained. Removing this benefit from
policies should not be difficult for insurers: all contracts are
annual, and policy changes are frequently made at the annual
renewal point. Nor should thie change lead to increased premiums,

As for overseas treatment and repatriation by air ambulance,
Treasury Ministers have announced that the main thrust of policies
must be to offer treatment in the UK; but the possibility of
allowing incidental cover for treatment while abroad on holiday or
business, and for air ambulance services, has not been ruled out,
Inland Revenue officials are certainly not "threatening to withhold
tax relief" from policies which offer these benefits,

On complex administration, the insurance industry will have the new
task of giving tax relief at source; but the rules for this are
being kept very straightforward. No reason whatever why scheme
should not get off to a good start next April.

AJWT] BIWZ68
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Tax relief rejected on
most health policies

TAX RELIEF on private
health insurance premiums
for the aver-fDg, tn be intro-
duced by the Government in
April in what was beralded as
a major boost for private
medicine, will apply to only a
very lmmited oumber of h=alih
insurance policies, it was dis-
clused yedterday.

Stricter-than-sxpecied int=r
rl!'ltliﬂl:l of lhe mles by the

nland Revenwe means that the

most popular palicies afferad by
provident assoceafions and the
big inswrers will not gualily for
the expected savings of abowt
EX50 a yvear

Bupa, the biggest health
rsarer, has only one major pol-
iry which sill quuii.l'_\' P Lax
rehed and Private Patient Plan
the second biggest healih
insurer, has noneat all

Haoth associations complained
that dkscussions with the Inland
Bevenue are proving &6 pro-
lracted and the adminisiration
of fax refief so complexs that i1 1s
uncertain whether the schemse
cam be introduced by April

Thie problem has be=en cansed
by am [Inlard Reverge ruling
that policies will nat be eligible
for tax reliel of they provide a
cash benehl for palients treated
on the MHS.

This effectively ruoles oot
most leealth insurance policies
which typacally offer a £E30-a-day
cash payment to privately-
insured patienis who opt for
NHS reatment raiber thin go
ol a private hospital

By David Fleicher
Health Services
Correspondent

It will also hit the fncressingly
pupular aml growing aumber of
cist-prece palicies which provide
private care only f MHS trest
menl 1% mod avallable within six
werks

Inland Revenae officials
argye that the purpose of tax
relief i bo encourage the over-
Bl bo use private medicine and
sn eaee the hurden on the NHES.
Giving tax relief on policies
which give patients an incentive
tn wse the NHS would, they
argue, run counferin this alin.

They are also threatening to
withhiold tax relief fram policies
which offer treatment abinad or
which pay to fly a patient bazk
to Brilain in an air ambulence if
they are Laken ill ovarseas.

Mr Boy Clarke, managing
director of Bapa [asurance,
zaid. "Thess rules mean there
are very few policies on the mar
ket which will qualify for tax
relief withoul some changes,

T would mof say thatl Ras
relwd hax torned soar bt thers
iscerlainly a level of disappoint
ment over the way W i3 besng
operated.’”

He said consideration was
being given cither to the modifi.
cateom of evicling podicies for
the ower-Gils ar the iniroduciion
of mew policies tailor-made to
qualify for tax relisl

Mr Aoy Forman, managing
direcior af PPP, said thore

would be a2 substantial reduc
lion i cover affersd o privale
patients I companies had to
withidraw cash henefts, oease
nverseas cover and refuse [epa-
triation from abread in order o
offer palicies which qualified Tor
lax relel.

There was alwo a danger thal
premiums far the ever-G0s
waukd rize i devising policies
for them which would qualify
or Lax redesl

MIvis a mach over-simplified
view Lo thiok introduction of tax
relief for the over-60s means a
cut in premivms of 25490 per
cent,'” sald Mr Forman.
"Administration of the scheme
is proving o complex there i
very real doobt whether the
April deadline cin be m=t. "

Grant withdrawn

Derby's Labour-contralled
county coencil yedterday with-
drew an annual £L4, 000 grant 1o
the County Cricket Club, for
schoal coaching, Dbecauce the
captain, Kim Barnetl, is jolning
the South Africa winter tour
The councik will se1 wp ity own
coaching scheme.

£1-1m soap order

The British Soap Company, of
Broasier. Deon. 13 1o shop 14 mel-
tiom bars of soap weighing 2,000
tons 1o RAupdsia, The order 13
worth £1-1 million,

‘Less choice’
for pregnant
women under
NHS reforms

By Onir Healih Serviens
Carrespoodend

WOREN will bave less chrioe
al where 16 have a hahy,
where ‘o ohtain gyvnaccology
services orwhere to get family
planning advice under the
Govemment’™s proposed NHS
reforms, the Labour party
claimed vesterday.

Miss Harrlet Harman, Labowr
shadow Heafth Minister, said in
a report that under the presind
MHS system a womanm oauid
choose whether 1o have her |
baby in a local hospital or at a
hospital v @ different disirict
whirh provided the sort of care
shee wanted, =

She zaid that choice woiild be
withdrawn under the NIE
relorms. A woman rr;i.-ur_rtlj'
with @ GPF practice which held

| its awn bodget would have to

hawe ber baby jn the hospital

with which Lhe practice kad a
coniract.

IF beer GF was niol b a bodget.
holding practice, she would
have ta have her baby i the
haspital with which the disirict
braalth authority had a contrac)

“Im both cis=s the decision
will have bren made at the stan
ol the financial vear without any
roference 1o the individual
woman's prefereaces

Mr David Meallar, the Tlealth
Minister, savd last nlght *'Dur
proposaly will, in fact, provide
miore chabce for patients and be
mire respansive to their
Wi,

Did Alan Bennall think

ey e







10 DOWNING STREET
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THE PEIME MINISTER 25 August L9E9
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Thank you for your letter of 28 July about the tax
treatment of people who are resident but not domiciled in the

United Kingdom.

I entirely agree with your general point that those who
come to this country from overseas to carry on business and
other activities here often make an important contribution,
both economically and socially. We certainly have no wish to
gee them leave. And the tax reforms this Government has
introduced, in particular by greatly reducing rates of
personal tax have, I am sure, reinforced the attractions of

living and working in the United Kingdom.

¥You mention the situation where people who are resident
in the United Kingdom for tax purposes but do not have a
United Kingdom domicile hold perscnal wealth through non=
resident companies. By doing so they shift overseas the
value of their house or other property in the United Kingdom

s0 that there is no petential liability to Inheritance Tax.

Az you say it hes not always been appreciated by some who
have made arrangements of this kind that a liability to
income Lax can arise on the annual value of the accommodation

provided for the individual by the company.

Inevitably in arrangements of this nature involving
guite technical tax issues there are often differing

interpretations of the ralevant tax law and I understand that




game commentators have guesticorned the Inland Revenue's wview
of how it applies in the circumstances I have outlined. T am
gure you will understand that in applying the law the Revenue
has to follow the lagal advice 1t recelves. It 1s5; of
course, open to anyone assessed bo tax in circumstances like
this to take the matter to appoal before the independent

Appeal Commisslioners and the Courts.

Meanwhile,; I can assure you that the Revenue has EKept
Treasury Ministers fully informed of these developments and,
in particular, with their knowledge and approval has been at
pains to be fair, and to be seen to be fair, in its handling

of parhaps unexpected liabilities for past years.

,':lr.—-.._,..h ﬂr. A G clor

!

Baron H. H. Thyesen Bornemlisza de Kaszon
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Treasury Chambers. Parliament HHPIL.HHWIJ&KU
O1-270 J00

21 August 1989

Dominic Morris Esq
PS5/Prime Minister
10 Downing Street
LONDON SWl

,ﬂ’far fs?“m(r

LETTER OF 28 JULY FROM BARON THYSSEN BORMNEMISZA DE KASZON

I attach a draft reply for the Prime Minister to send o
Baron Thyssen.

Baron Thyssen's letter stems from the view of the Board of Inland
Revenue, acting on legal advice and with Treasury Ministers'
approval, that the legislation on the taxation of the benefit of
employer-provided living accommodation can apply to non-domiciled
but UK resident individuals who own homes through the medium of a
noen-resident company.

A relatively sophisticated tax planning arrangement can be
involved in which the individual places his house in the ownership
of a company resident off-shore. He thus ceases to own the home
'EEH‘EEEEEEE_?EE_E;EE?_ETHEEEfEE'In the non-resident company. In
effect he shifts the value of the assets off-shore. If he is

non-domiciled - and therefore liable to UK tax only on his
UE asssts - he escapes Inheritance Tax.

But because in this sort of arrangement he usually retains full
control of the company which owns the house he comes within the
definition of a director of the company for tax purposes. The
Revenue's legal advice is that the better view of the law, which
they would be justified in arguing before the Courts if necessary,
is that a taxable banefit can arise in these circumstances. The
income tax charge arises, where it does so, on a fairly technical
point. Given the circumstances however - an egually technical
artificial device to avoid Inheritance Tax on property situated in
this country - Treasury Ministers have seen no good grounds for
changing the law.

As it 4is a point which taxpayers, even with professicnal help,
might well have overlooked however, the Revenue decided, again




CONFIDENTIAL

with Ministers' approval, to phase in the liablility for past years
where it had not previously made it views of the law known to a
particular taxpayer. This will considerably temper the impact in
some cases and is perhaps itself the best indication that there is
no desire to apply the change with excessive zeal.

It was recognised that the Revenue's view of the law was quite
likely to be questioned, perhaps on appeal to the Courts, and that
some particularly wealthy and influential people would ba
affected. The broader background is; &as the Baron says, that
there are indeed a number of ways in which the tax law as it
stands favours the non-domiciled UK resident. Among these is the
exemption from inheritance tax of land and property in this
country, 1f owned through the channel of 8 non-resident company.
But there is no special exemption for the income tax liability
which can follow in this (often rather artificial) kind of case;
and in all the circumstances Treasury Ministers were not persuaded
that there is a case for legislating to grant an exemption.
Baron Thyssen has not asked the Prime Minister to take up his
particular casea, which is still wunder consideration 1in the
Revenue. The ERevenue have however confirmed that they have seen
no evidence that it, or similar cases, is being pursued with undue

gaal.
Y

() I

<, ,;ﬁ?;ﬂ'x.',.,.l. £

J M G TAYLOR
Private Secretdry
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Baron Thyssen Bornemisza De Kaszon
Villa Favorita

6376 Castagnola

Switzerland

Thank you for your letter of 28/July about the tax
treatment of people who are resident but not domiciled

in the UE.

I entirely agree with your general point that those who
come to this country from overseas to carry on business
and other activities here often make an important
contribution, both economically and socially. Wa
certainly have no wieh to see them leave. And the tax
reforms this Government has introduced, in particular by
greatly reducing rates of personal tax,—in—partieular
the—higher—ratesy have, I am sure, reinforced the

attractions of living and working in the UK.

You mention the situation where people who are resident
in the UK for tax purposes but do not have a UK domicile
hold personal wealth through non-resident companies. By
doing so they shift overseas the value of their house or
other property in the UK so that there i no potential
liability to Inheritance Tax. As you say it has not
always been appreciated by some who  have made
arrangements of this mind that a liability to income tax
can arise on the annual wvalue of the accommodation

provided for the individual by the company.
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Inevitably in arrangemants of this nature involving
guita technical tax issgues thera ara often diffearing
interpretations of the relevant tax law and I understand
that some commentators have questioned the Inland

Revenue's wview cf how it applies in the circumstances I

have outlined. PWt I am sure you will understand that

in applying the law the Revenue has to follow the legal
advice in receives. It is, of course, open to anyone
asgessed to tax in circumstances like this to take the
matter to appeal before the independent Appeal

Commissioners and the Courts.

Meanwhile, I can assure you that the Revenuea has kept
Treasury Ministers fully informed of these developments
and, in particular, with their knowledge and approval
has been at pains to be fair, and to be seen to be fair,

in {its handling of perhaps unexpected liabilities for

past years.




1O DOWNING STREET
LONDON SWIA 2AA

4 August 1989

Froam Tite Private Secratary

I attach a copy of ‘a letktar which
the Prime Minister has received from
Baron Thyvssen Borpemisza de Kaszon.

[ should be grateful if you could
provide a draft reply, for the Prime
Minigter's signature, to reach me by
1B Augu=st.

PAUL GRAY

Duncan Sparkes; Esg..
H M Treasury
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July 28th, 1589.

The Rt.Bon. Margaret Thatcher
Prime Minister

19, Downing Street

GE - London SW1

1.5__.!':'-4’]"‘1 !
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I am writing to vou upon a matter which may have far-rea-
ching consequences for the United Kingdom in general and for
London in particular.

As you are no doubt aware, the United EKingdom tax system of-
ferse considerable benefits to non-domiciled residents of

this country: the benefits attract - and are no doubt intend-
ed to attract - many foreign peocple to London.

Accordingly these benefits at least contribute to, and may
be the cause of, London's roles as a global financial
centre, as the world's greatest art market and as a shipping
market: they assist in underpinning the London property mar-
ket: they help to bring foreign investment and economic
growth to thilis country.

For a number of reasons non-domiciled individuals tend to
hold thelr wealth through companies from which they derive
benefits: the source of these benefits is the ownership of
assets and i1s not in any way related to an employment.

Honetheless, the Inland Revenuea has recently begun to claim
that the provision of these benefits gives rise to employ-
ment=related charges to 1ncome taxX: the tax being sought is
very substantial and bears no relationship to the links which
many non=-domiciled individuals have with this country.

I should mention, so as to make full disclosure, that I have
had claims of this =ort made against me.

That, however, is not why I am writing to you: indeed I am
adviged - and I believe my advisers are correct = that claims
of this sort are wrong in law.




Rather I am writing to you because I believe that this sort
of claim against non-domiciled people is becoming more wide-
spread, and the matter may =soon give cause for concern in
the whole non-domiciled community: after all foreign people
Wwho have been attracted here by a tax =ystem designed for
that purpose understandably find it unattractive to be
pressed, occasionally with excessive zeal, with claims which
are not logical and which thevy are told by thelr advisers
are wrong in law.

My concern is that if these unattractive claims are pressed
too often, much of the United Kingdom's attraction to non-
demiciliaries will be lost and they will leave in great num-
bers.

I hope vou will not mind that I have written to vou on the
point: I believe that the Inland Revenue's current attitude
could well provoke an exodus of non-domiciled individuals
which would cause very great damage to the interest of the
United Kingdom; I thought it right to bring the matter to
YOour personal attentlon.

With =sincerest regards,

il

ﬁ' —_4—'—'_'_'__-._'_; -y
I -___'_'_,_,-- 7

Thyssen-Bornemisza




FRIME MINISTER

ABOLITION OF CLOSE COMPANY AFPPORTIONMENT

You should be aware that we have been getting an increasing

number of letters about the Budget and Finance Bill proposals

e e oy

to abolish close company apportionment. I gather from John

Whittingdale this has also been causing some concern on the
Party front.

But Norman Lamont has now decided to modify the proposals and,

e —

as far as I can gather, this should meet the principle concerns
that have been expressed. You may like to glance at the attached

copy of yesterday's Inland Revonue Press Release announcing

i

the changes.

ik

\HLCG.

PAUL GREAY

26 May 1959

SLH/44

PERSONAL




INLAND
REVENUE

Press Release

INLAND REVENUE PRESS OFFICE. SOMERSET HOUSE, STRAND, LOMDON WC2R 1LE
PHONRE: 01 -418 8892 08 G706

25 May 1989

ABOLITION OF CLOSE COMPANY APPORTIONMENT

The Chanceller announced in his Budget a proposal to abolish
close company apportionment. (This involves taxing individuals
on the undistributed income of close companies in which they have
an interest.) As a result the vast majority of close companies,
several hundred thousand in total, will no longer be concerned
with the risk of any form of apportionment. The Chancellor said
that there was a continuing need to guard against the avoidance
of tax on investment income by channelling it through a closely
controlled invesctment company. So he proposed a special tax

regime for close investment-holding companies.

In reply to a Parliamentary Questieon, the Financial Secretary to
the Treasury, the rt hon Norman Lamont MP, announced today that
he would bring forward amendments to this proposed regime to make
it much simpler, while guarding against tax avoidance. This
prenﬂﬂ?ETEEEE describes the main points that Will be covered.

DETAILS

Parliamentary Question

1. The Financial Secretary was asked what representations he
had received about the provisions in the Finance Bill concerning
close investment-holding companies. He made the following reply.

"We have received a number of representations.

The purpose of the provieions concerning close
investment-holding companies (CICs) is to enable the highly
complex and lengthy legislation about close company
apportionment to be abolished while preventing the avoidance
of tax on investment ifcome and capital gains by an
individual placing personal investments in a closely
controlled investment company. There is general agreement
on these objectives.

1.
fThe approach of




The approach of the provisions in the Finance Bill i1s to tax
CICs like individuals, so far as possible. However,
dlthough thére have been some misunderstandings of the
effect of the provisions, we are persuaded that this
approach has its own difficulties and could place some close
companies at a competitive disadvantage in comparison with
non-close competitors. This was not the intention. We
therefore propose to bring forward amendments.

We have no doubt that the right approach remains to abolish
apportionment and replace it by an appropriate tax charge on
the company. We now propose that CICs will confinue £6 be
taxed like other companies, with the normal reliefs for
interest and expenses. But, whatever the level of their
profits, they Hgli no longer receive the benefit of the
small companies rate and so will be taxed at 35 r cent.
This approach will result in rules that are ELEPEEI than
both the old apportionment provisions and the provisions in
the Bill. And it will protect the Exchequer since under
existing law there is a further tax charge if an investor
withdraws accumulated profits from a company or sells his or
her shares.

We also propose to amend the definition of a CIC. HNo
trading company (including a dealing company) will be a CIC.
The existing apportionment provisions recognise that
property investment companies may need to retain income for
the purposes of the business and in practice these companies

are little affected by apportionment - so these too will not
be CICs. These changes will give a much simpler regime for
taxing CICs, while guarding against tax avoidance.

An Inland Revenue press release is being issued today giving
further details of the proposals. The necessary amendments
for the Committee stage of the Finance Bill will be put down
ac soon as possible.®

Definition of a close investment-holding company (CIC)

2. Under the proposed legislation, a close company will not be
a CIC if it is a 'trading company' or a 'member of a trading
group'. The press release published on 13 April ('Aabolition of
close company apportionment') announced some proposed refinements
of the definitions in Clause 100 of the Finance Bill. The
proposed further modifications are as follows.

- trading company

3. Clause 100(2) (a) provides that a company can be a "trading
company' for an accounting period if its business consists wholly
or mainly of trading. This will be modified so that the test
becomes that the company exists wholly or mainly for the purpose
of trading. As a result, a company will not necessarily have to
trade in an accounting period in order to satisiy this test.

4, Clause 100(2) (b) says that a company is not a trading
company if its investment income exceeds its trading income plus

Z.
fits trading deductions




its trading deductions which are chargeable under Schedule E (eg,
wages and salaries paid to employees). This rule will be dropped
(there will therefore be no need for the modification for
financial traders announced in paragraph 2 of the press release
of 13 April). Instead there will be a regquirement that the trade
must be carried on on a commercial basis, (There is a similar
requirement elsewhere in the tax system - Section 393(5), ICTA
prevents a trading loss being set against the company's profits
unless the trade was being carried on on a commercial basis.)

- member of a trading group

1 Paragraph 4 of the press release of 13 April announced that
the definition in Clause 100(4) (a) would be modified so that a
simple holding company of a trading group, or one which also
makes loans to subsidiary trading companies, will be treated as a
member of a trading group. The test would alsoc be modified so
that it could be satisfied by a company with only one subsidiary
trading company.

6. The definition will be further extended to include cases
where the company holds property used by trading subsidiaries or
provides other services to them, or itself carries on a trade.
If a subsidiary is itself a member of a trading group it will be
treated in the same way as a trading subsidiary. This will mean
that if the top company in a group simply holds shares in a
subsidiary which has trading subsidiaries and ig itself a member

of a trading group, the top company will also be a member of a
trading group.

= dealing

v N Clause 100(5) says that companies which deal in land, shares
or securities are not trading companies. This exclusion will be
dropped so that a company which deals will be treated in the same
way as a company which carries on any other trade.

— property investment cgEEEnies

8. It is proposed that a company which carries on property
investment on a commercial basis will, like a trading company,
not be treated as a CIC. The same treatment will follow for a
company which both invests in property and trades, and for a
member of a trading group where the subsidiaries are property
investment companies. This means that the parent company of a

property investment group, or a mixed property investment and
trading group, will net be a CIC,

Consequences of being a CIC

9. The provisions in the Finance Bill, very broadly, sought to
align the tax treatment of a CIC with that of an individual
investor. It is proposed that the treatment should instead, =o
far as possible, follow the main company tax reqime, Thus, a CIC
will be thxed on its profits in the normal way, with no special
restriction on the deductibility of interest payments, annual
payments or management expenses. However, the small companies

3.
frate of corporation




rate of corporation tax (currently 25 per cent) will not be
availahle to it. TInstead it will be taxed at the main rate of
corporation tax (currently 35 per cent). As a result of this
change, Clauses 102 to 106 will be deleted and Clause 101 will be

amended so that it only denies the benefit of the small companies
rate.

10. In certain circumstances the recipient of a dividend cr
other distribution from a CIC will not be entitled to be paid the
tax credit (as would ctherwise be possible if the reciplent had
unused tax allowances). Clause 107 provides for a restriction on
the payment to a UK resident individual of a tax credit attaching
to a dividend. This will be amended so that it also applies to
non-dividend distributions (for example, the purchase by a CIC of
its own shares), But the restriction will apply only if there
would otherwise be a tax advantage.

Life policies held by CICs

11, Where a life policy is held by a close company the policy
proceeds have come within the apportionment rules, but there has
been no charge on the company itself. Clause 86 and Schedule 9
of the Finance Bill introduce a corporation tax charge in respect
of policies taken out on or after Budget day, and also a modified
charge in respect of policies- taken out before Budget day in the
case of CICs only. Schedule 9 will be amended to remove this
charge on 'pre-Budget' policies - this is consistent with the
policy of taxing a CIC on its profits in the normal way.

Amendments

12. The necessary amendments for the Committee stage of the
Finance Bill will be put down as soon as possible, There will
also be amendments to existing tax legislation which are
consequential on the abolition of apportionment,

NOTES FOR EDITORS

1. The Budget day press release ('Abolition of close company
apportionment’) gave a brief description of the existing
apportionment legislation. The modified CIC provisions will be
much shorter and simpler. Furthermore, the apportionment
legislation applied potentially to the investment income of
several hundred thousand trading companies. But the CIC
provisions will apply only to the much smaller number of close
companies (less than five per cent of the total) which are mainly
concernad with passive investments (for example, in shares or
gecurities) .

2. As the Budget day press release explained, only half of a
company's income from property can be apporticoned., And there is
excluded any amount which the company reguires to repair or
improve any investment properties which it owns. In consequence,
property investment companies are little affected by
apportionment - the total yield from them being less than £2
million a year.
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12 April 1989

MATIONAL SAVINGS

Thank you for your letter of 11 April, which
the Prime Minister has seen and noted.

PAUL GRAY

Miss 8heila James,
Economic Secretary's O0ffice,
H.M. Treasury.
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HATIONAL SAVINGS

This is to let you know that the Department for HNational _Savings

will announce At noon on Wednes dgf 12 April that the minimum
purchase of Premium Bonds by adults is to BE Increased from £10 to

£100 from 1 July 1989. However, the £10 minimum Will be retained
for par&nts . and grdndparEnt$ making gifts to minors. The smallest
multiple in which bonds may be purchased is only to be increased
from £5 to £10 in both cases.

This action will help to make the Premium Bond operation less
costly and more efficient te run. There will be savings in both
| staff resources and payments to Girobank and Royal Mails.

The Department for National Savings will announce at the same time
that HNational BSavings Gift Tokens and Premium Bond Cift Tokens
will be withdrawn from sale at close of businsgs on 30 June 1989,
As with the new Premium Bond minimum, the abolition of the Gift
Tokens scheme is one of a number of measures the Department is
taking to reduce its running costs.

S5 M A JAMES
PRIVATE SECRETARY

ONCLASSIFIED
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RESIDENCE IN THE UK: INLAND REVENUE CONSULTATIVE DOCUMENT

In July, the Inland Revenue published a consultative dacument
setting out proposals to change the definition of UK residence
for tax purposes. If implemented, these proposals will have a
major impact on the tax position of a large number of people
who are resident, but not domiciled, in the UE for tax
purposes.

There has been a very strong reaction to the propeosals. I
mysalf have received representations from a wide range of
organisations, including the Institute of Directors, the Chase
Manhattan Bank, the Baltic Exchange and several of the
international chambers of commerce in London (Italian, German,
Horwegian, Swedishl:; and my Ministerial colleagues here in DTI
have been similarly approached. I have also seen the Foreign
Jecretary's minate to you of 14 December, and the lattar of

12 December from No.l0 to your Private Secratary recording the
U5 Aambassador's intervention.

The burden of these represantations is that implementation of
tha proposals would make residence in the UK much less
atttractive from a tax point of view for many people who make
an important contribution to the economy. These include
foreign nationals who are long term UK residents but are not
domiciled here (including a group of Greek and Norwegian
shipowners whose activities generate a large volume of
business for firms supplying financial and other services to
the shipping industry); foreign nationals on short term
postings to the UK; the wealthier overseas students: and
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the department for Enterprise

Eoreigners coming here for long term medical treatment. Most
of these could gquite easily reduce the time they spent in the
UK, or avoid coming here at all, if the tax envirgnment became
unfavourable. The result would be a loss of econgmic
activity, and of tax revenue.

At present, our low rates of personal and corporate taxation
give us an edge over our European competitors in attracting
new investment from third countries, and in retaining existing
investment; but it would not take much te erode our advantage,
and we know that other Earopean countries are reviewing their
own tax regimes with 1992 in mind. Whatever the merits of tha
Inland Revenue proposals in terms of clarity and equity, all
that T have heard suggests that they wounld not be in opur
aconomic interest. I hope that you will weigh the evidence
vary carefully on the overall econcmic impact of the proposals
before reaching a conclusion on them.

1 am copying this letter to the Prime Minister, to
Geogffrey Howe and to Paul Channon.
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Broposed changes in UK Tax Requlations

L We spoke last week about tha Inland Revenue’s
Consultative Document "Residence in the UK: The Scope of
UK Taxation for Individuals®, issued on 28 July. [We are
both familiar, from past experience, with the
difficulties involved in trying to ratiomalise the
effects of our residence rules on income tax liability.

I quite see the general argument for reform of the
present arrangements and have no wish to stand in the way
of it. But I am mindful too of the widerrimplications of
what is proposed, for foreign communities with bases in
the UK.

2. We have had:several indications of concern. The

have spoken to me, and we have had signals that the
Scandinavians are worried. Shaikh Khalifa of Bahrain
raie?e?the matter with the Prime Minister in October.
Concern is therefore already fairly #iﬂes'pread, and I
suspect we shall hear more.




3. There may well be some element of misunderstanding
about what is being considered. However, the concern of
all fereign residents over any proposal to abolish the
"remittance basis" form of relief is very real. Despite
our ﬂfﬁﬂnnt. relatively low tax rates, if thevy now become
subject te UK tax on all or part of their worldwide
income and qnm:, foreigners who now make a uneful
contribution to our economy may be driven out of the UK.
we could risk losing not only wealthy individuals.
American or Japanese corporations, for example, could be
discouraged from locating their Buropean headgquarters in
tha UK. I understand that the Bank of England is
concerned about a possible erosion of London’s position

as a financial centre. If we lost these foreign
interests, we should of course lose the revenue that they
currently contribute, which could offset any additional
revenue that might be raised by the reform; but we should
of course be losing more than that as well.

4. There is alse - although this is not the biggest of
my concerns - a possible Eurcpean Community angle.

When the Inland R&%enua & proposals are somewhat firmer
we will need to be sure that they do not either
discourage pecople from exercising their rights of free
movement under the Treaty, or discriminate against people

exercising such rights.

5. Finally, there also remains a question in our minds
about double taxation, and how we ensure that given the

prospect of worldwide earnings tax liability, pecple will
not be bitten twice. This is something that I believe is
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of particular concern in the US5. We can expect vigorous

lobbying once the transition to the new Administration is

completed .

€. I well understand, as 1 have already said, why this
kind of problem needs to be tackled from time to time;
but it is impartant to aveid tilting the balance too far
away from existing arrangements with which people have

come to feal at sase,

7. I am copying this minute to the Prime Minister,
David Young, Sir Robin Butler and Robin Leigh Pemberton.

{GEOFFREY HOWE)

Foreign and Commonwealth Office

14 Decembar 1988
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PRIME MINISTER'S MEETING WITH THE AMERICAN AMBASSADOR:
TAX MATTERS

When the Prims Minister saw Ambassasdor Price this
afternoon to receiva his representations about the cholice of
tha naw tank For the British army, he took the cpportunity
to mention the letter which he had sent to the Chancellor
about tha Government's Grean Paper on Kesidence and Domicile
and the adverse impact which this could have on American
companies and individuals in this country. The Prime
Ministar commented that there had been a large number of
very firm representations made on the subject, which thea
Government would have ko take into account.

I am copying this letter to Lyn Parksr (Foreign and

Commonwealth Office) and Neil Thornton (Department of Trade
and Industry!.

(C. D. POWELL)

Alex Allan, Esq.,
HM Treasury.
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From the Privae Necredar, ? December 1383

NATIONAL SAVINGS INTEREST RATES

Thank you for your letter of 8 December
about the planned announcement of increases
in the interest rates on National Savings
Income and Deposit Bonds and the Naticnal
Savings Bank Investment Account. The Prime
Minister has seen and noted these changes.

FAUL GRAY

Miggs 5. M. A. James

Office of the Economic Secratary
HM Treasury

CONFIDENTIAL
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NATIONAL SAVINGS INTEREST RATES

I am wrltiniltuhiet you know that the ﬂqggrtlﬂﬂtiﬂiu:g Mational
Savings wi announci at  10.00 a.m. on Fr December
increases of 3/4 per cent in the "INtEr@st rates o National
Savings Income and Deposit Bonds (from 10 3/4 per cent to 1 i
per cent) and the National Savings Bank Investment Account [frnu
10 per cent to 10 3/4 per cant). Deposit Bonds are no longer on
sale, but we need to adjust the rate for existing bondholders.

These chanp taipunli to the recent increase in bank base
rates, -ntiuipq the increase in retail rates we expect the
hankn-and building societies to make shortly. The Income and
Deposit Bond increases will take effect on 22 January, since six
weeks' notice of change is required in the Regulations. The
Investment Account increase will take effect on 23 December.
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TAXATION OF PERSONAL SAVINGS INSTRUMENTS AND LIFE INSURANCE . -
W s |

You will no doubt soon be considering your proposals for the
taxation of Iife insurance in the light of the replies to the
Inland Ravenue Consultative Document on Life Insurance
Taxation. I am writing now to let you have my wiews.

My main concern i3 that we are all devotbting encormouas effort;
both within the UK and within Europe, to levelling the playing
fields in regulatory matters and removing the obstacles to
free trade i1n financial services: but what we achieve is
often dwarfed by differences in the tax treatment both bostween
UE savinge instruments and between the UK and other EC
countries, I am therefore reluctant to endorse any radical
change in the tax structure for any one part of the personal
savings field like life insurance unless it is consistant with
moving towards tax neutraility and transparency between the
various instruments of personal savings within the UK, and
conslstent also with our efforts to open up the markets for
these instruments between the UK and the rest of the EC.

I racognise that it is very easy toc make a general statsment
like this;, and very difficult to put it into practice. For
one thing, we cannot simply freeze the tax structurs until we
can devise a perfectly level playing field both within the OK
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and across Burope. For another, thers may well be instances
where we have to choose, in the shorter term, between seeking
consistency of treatment between savings instruments within
the UK, and seeking consistency of treatement between the UR
and the EC for a particular savings instrument like life
assurance or unit trusts (Francis Maude is writing separately
on the latter to Norman Lamont),

Mevartheless, the tensien between our collective afforts in
the regulatory field and the severe problem in the tax field
seems to me of such importance that we ought now to adopt a
two-pronged approach:

al we should initiate a major review (and I fear it
really will be major) of the taxation of savings
instruments and other financial services, in the
context of fiscal neutrality, regulatory
developments in the UK, and 1992:; and

wie should meanwhile not make structural changes
in taxation arrangements in this field, and limit
ourselves to patching and mending the present
system where we have to do so.

In the particular case of life insurance, we are as you know
antering negotiations on the first stage of harmonisation and
liberalisation directives, Our industry is in general highly
efficient by international standards; but our comparative
advantage is fully offset by the more favourables tax regime
applying generally in Europe. There is a particular problem
about our own taxation arrangements for inward and outward
life ssrvice businzss designed to compansate Ior this; I am
concerned that these arrangemsnts should not be wvulnerable to
challenge in due course on the grounds that thay are
discriminatory. In a related field (general insurance) the
French Finance Minister, M.Beregovoy, has alrsady signalled
his intention to reduce premium taxes for certain property and
casualty risks to increase the competitiveness of the French
insurance industry after the implementation of the Non-Life
Insurance Dirsctiwve. The French are reported also to have
focussed on the domestic tax changes necessary to make thelir
Einancial services Indastry more competitive (the Lebégue
Reportl .

Life insurance does not have any special case for favourable
tax treatment, and T do not support the traditional argument
that it deserves special arrangements because of its social
value or the difficulty of eelling leng term protection. The
industry does, however, face major adjustments - including
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particularly the requirements of the FPinancial Services Act
which looks likely (by enforcing disclosure of commissions) to
reduce the role of independent intermediaries, and (because of
the 'bast advice' requirements) to put pressure on the smaller
life offices, On prudential grounds I would want those
adjustments te take place in an orderly fashion, and adeguate
consultative and transitional arrangements would he important
in correcting anomalies in the present tax arrangements. But
My maln proposition is that we nesd a mora radical lock at the
full field before making structural changes going beyond the
correction of anomalies, which a particular eye to 1992. My
Department stands ready to assist in any way it can.

I am sending copies of this letter ta the Prime Minister, the
Foreign and Commonwealth Secretary, the Governor of the Bank
of England and Sir Robin Butler.
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Froin the Private Seeretary 10 October 1988

The Frime Minister wantsthe Chancellar
to sea the enclosed copy of a letter which
ghe has received from the American Chamber
of Commerce in the United Fingdom about
proposed changes in the taxation of foreign
residents in the United Kingdom. Apparently
they discuesed it last week.

Charles Powell

lex Allan, Esqg.,
HM Treasury.




AMERICAN CHAMBER OF COMMERCE (UNITED KINGDOM)

INCORPOEATED WITH LIMITED LEASELITY IN THE DETRICT OF COLUSEA ik

5 Brook 5t. London, W1Y 2KB, Telephone:01-483 0381, Telex: 23875 Amcham G
S AFFILIATE OF THE CHAMBER ﬁj'f“.!f'-'!hul-.ﬂl."F CF THE URITED ST4TES OfF AMERICA, WASHINGTON. Tl @

HIMHER OF THE EUROPEAN COUMCTL OF AMERICAN CIHUAMEERS OF COWMERTR

4th October, 10838,

E" : {\"u:ﬂ:r
The BEt. Hon. Margaret Thatcher, NP
10, Downing Street, ew
London, BW1.

f'ILl.{-'"”- Sen o —
> A
- Gy 42 L.h.d#:L
Dear Prime Minister, ﬁ'-ﬂ*_ Froe o {peke elynd * ol
L‘ﬁ.ﬁ L
LE.I-FL"""_ mﬂf_‘rﬂ.
It was a great pleasure To see you and Denis at Iona and Peter

Carringten's lastl Saturday evening. I very much appreciated
hearing your views on sc many subjects.

Further to our discussion, 1 would emphasise again the adverse
impact on the American business community of the legislation
proposed by the Inland Revenus to change the scope of UK,
tAxation for foreign residents of the United Eingdom. As I
told vou, my friends in the American community earnestly hope
that the present systes will be kept. They asay that the

far-reaching changes proposed would profoundly alter their
attitude toward imvestment im the United Kingdom. Particularly,
they would affect the finamcial services sector where so many
Americana work.

I was reassurcd by your comments to me on this matter, and I
hope the proposals will be abandoned in the interest of
maintaining the United EKingdom at the centre of American trade
and financial actiwity in Burope.

With all best wishes,

Sincerely,

Edward Streator - ‘Fdﬂ"

—.
Advisory Director
r_"

L

Oercnan Crasmes Puposcamioss ATLANTIC [Mosbly) : ANGLO-AMERICAN TRADE DIRECTORY (Annual)
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ELIZABETH HOUSE
YORK ROAD
LONDONSEL 7PH
01-934 9000

The Rt Hon Nigel Lawson MP
Chancellor of the Excheguer
The Treasury

Parliament Street

LONDON

SW1F 3AG

Mod ..
In my letter of 6th September I raised with you what could be

the repercussive effects of extending tax allowances to private
health care and the consequent effects to education.

Our friends in the Institute of Economic Affairs have brought
out a booklet by Professor Anthony Flew advocating tax credits
for educarion. It is a rather strange scheme which involves a
nalf-way move to vouchers but would in the first stage, in
effect, introduce tax allowances for people who choose to send
their children to private schools. The clear object is to
increase the number of private schocls by giving these tax
advantages to parents.

I think this is just a taste of the different ideas that will be
promoted if we were to extend tax relief. It may be that you
will decide to do this for health service reasons. However, if
we do, we must be very clear how it can be ring-fenced. I am
still of the opinion that a very strong campaign will develop
amongst our own supporters for tax relief on private education.
I am copying this letter only to the Prime Minister and to

ﬁenneth Clarke.
2"\’%«/\4!’
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Tax lure call in move to boo.t

Right-wing body suggests
tax credits for education

By Davld Thomas, Education Carrespondent \ -

THE GOVERMMENT should
introduce education tax credits
16 encodtage people from

m:-;tr bachgrounds ta go b0,

pendent schools, sccording
to & pamphlet published today
by t|'FJ: Institute of Economilc
Affairs, the right-wing think
tamk.

The instltute seed the pro-
posal as 8 halfway house to the
introduction of the full sduzs-
tiopal woucher scheme it has
champloned; :

Under the Institule’s propos-
als, education tax credits
would be given to parents
whiose children wers at inde-
pondent schoals.

The credit would reduce par-
gnts” tax llabillty. In cases
where (he parents’ income was
toa Jow to make them Liahbe for
tax, the credit would be paid
direct to the parents.

The pamphlet suggests the
eredit  might Initlally be
mesiricted to parents with low

N

=1
incomes. The polat of titat ks 1o
gpread the social base of (noe-
pendent schools and avoid the
chargs that the credit would
disproporilonataly beneflt the
wealthy. )
The pamphlet does not guve
any indication of how much
the scheme might cost,
Haowever, Professar Antony
Flew, the pamphlet’s authar,
suggested LEla! the credit might
be set initially ot op to 75 per
cent of school fees, Annual (ees
in public schools range up to
abowt £7.0650 and in preparatory
schools up to about £5,4000
Prof Flew argued that tho
cost to the exchequer would be
minimised by reductions in
stale schoel spending. He
acknowledged that the propos-
als went againat the Govern-
meit's belisf In cutiing tax
loWANCES,
ﬂﬂdumn‘m Tar Credite. [EA,
? Lord North Street, London
SWip LR E250 incl pAD.

DAILY EXPRESS 1'1m|4'!.|,h.'-‘u'-p|:¢m

~ private school

Prod Flew sald it I‘I! ?
b cent

CHANCELLOR Nigel
Leawson was urged
yeatercay to mllow
parents- huge tax
"ﬂrEdil‘.:'I, towards
school fees.

Parents could slabm
Up e EL750-a-year on
g:uil::lr;lg lﬂpﬁmﬁrr In:
ﬂE""_ElE ant sehoaling.

The radical plan o
oguei upr prvvale schools
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The Rt Hon Nigel Lawson MP B
Chancellor aof the Exchequer Ff { &
HM Treasury L fq
Parliament Street '
LONDON SW1A 3AG 6 September 1988

L ‘h?“’tl
I have seen some recent comments in newspapers suggesting that
you may be considering the intrecduction of scme system gf tax
relief for contributions to private health insurance scheme
Thi® relief might be of a general nature, or limited to elderly
people only. If this is being considered 1 hope you will bear in

mind the possible repercussions of such a change for the
private education sector.

The thrust of your fiscal reforms has been to reduce the amount
of special allowances both in corporate and personal taxation,
and I very strongly support this, If some tax incentive is now
to be given to private health insurance I think that it will be
very difficult to stop there. It is likely that we will both be
pressed to extend tax relief for private education as well.
There are currently many parents who make very substantial
sacrifices - and infinitely greater financial contributicons than
are paid for private health care - to send their children to
independent schoole; and this number is increasing strongly at
the moment. The current expenditure on private school fees could
be as much as £2bn.

It would I suppose be possible to mount a short-term argument
that we see health care as so important that we would limit new
tax relief just to this area. But I have to say that in my view
a campaign would start very guickly, principally if not
exclusively among our own supporters, for similar tax benefits to
be applied to school fees. I could see guite a strong campaign
for this running by the next election. We would then have to
consider very carefully the arguments which we advanced as to why
tax relief was appropriate for one aspect of personal expenditure
on a social provision but not for another.




There is another, and particularly difficult, point to address.
When parents pay for school fees they are not making any call on
the public education services although they continue to support
these through their taxes. When people take out health insurance
they usually continua to use part of the NHS - usually the GP
service. Fee paying parents would therefore claim that they have
a stronger case for tax relief since their payments relieve the
State totally of its obligation to educate their children.

You will recall that in our Education Reforms I specifically
excluded the possibility of tax relief and decided to go for a
much more fundamental change, by giving parents of children whe
go to Btate schocls the opportunity of controlling in a much more
direct and personal way the very substantial sums of public money
which are provided for education. This is the whole philosophy
behind the Grant Maintained Schools and the City Technology
Colleges. The purpose behind this is to improve schools by
involving parents and employers - the beneficiaries, if you like
- in the management of schools by giving them a much greater say
over the public money which is spent on their behalf. This, you
will appreciate, 1s a very different approach from that which
gives tax incentives to those who wish to contract out of Etate

provision.

I am copying this letter only to the Prime Minister and to
Kenneth Clarke. =
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PRIME MINISTER

TAX TREATMENT OF RESIDENTS AND DOMICILE

-

I attach the papers on this issue which you have discussed

briefly with the Chanceller a couple of times.

As vyou requested the Treasury have provided a number of
background papers on this review as well as the consultation

dégument Lkself:. I have also obtained today from the Inland

Revenue, as you asked, relevant sections of Simon (I hope 1
have got the right oned) .

I cannot claim to have mastered this subject. You will have

the advantage of starting from your previous experience in
= e

this area.
P SOl

I suggest you might want to tackle the papers in the following

ordar:

Flag A The Chancellor's covering minute.

|

Flag B A quickht;ick through Simon to refresh your memory of
I —

the history.

FPlag © The draft consultative document.

=5

T

I think this gives guite a good summary of the history and the
——
problems; and pages 34-42 bring together the broad approach
T
recommended and its implications.

Also in the folder are some of the earlier Inland Revenue
documents. These are of some interest in showing how the
review has evolved, but T am not sure that they add much to
the other documents.

To my antutored eye the papers get out a strong casse for
rationalising 4l ¢ present rather chaotic system; and the

dpproach that emerges has a good deal of logic to it. But
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changes 1n this area couald give rise to vocal opposition Erom

those who would be well able to publicise their cage.

Ara vou content for the Treasury to procesd with publication

of the consultation document?

?L'ua
PALIL GRAY
15 July 1988
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PRIME MINISTER

RESIDENCE

I mentioned to vou last week that a consultative document has been
prepared setbing cuk a number of proposed changes to the residence
rules Eor income tax purposes. I attach a copy. You also asked to
see a selection of background papers,; and these are in the attached
folder.

Rules for residence

The main proposals in the document concern the rules determining

whether an individual is to be regarded as a resident in the UK _for

bEax Ehrpbses+ The existing regime is complex and exceedingly
aitfTEUIEt to understand; it has developed piecemeal since 1799
through changes in statute law, Court decisions and ad hoc Revenue
practices and concessions. The consultative document propoges a

new approach with fewer tests, which can be satisfied simply and

nﬂféctively. It seeks generally to reduce the burden of the system
on the Eaxpayer.

In outline the changes proposed are as follows. As now, anyone who

is here for 183 days or more in a tax year will be regarded as
- __- -

resident for tﬁﬂt year. The new element is that the rules for those

—_—

who are here for less than that period will take 1into account a

—

proportion of the number of days here in the preceding two vyears.
: e —— —— o —

And we shall get rid of the rule that an Enridual who i‘:ag

accommodation available for his use here is resident here in any

Year in which he steps into the country. This is a change which

could be much help to our own expaktriates, among others.




There will be some other significant gainers from a rationalisation
of the rules on these lines - in particular, it will be possible to
stay in this country Eor up to about 4 months each year without

l::;:;:-nming resident here for tax_pucpﬂses. _'ﬁis 15 obviously wery

imﬁnrt&ﬁg_fﬂr those coming to wisit their families here — & CoOnCern
" - .I 3 =
which was put to you by Sir Dav_:l.l:'l Wolfson a 1little time ago. There

e ———

will, of course, be cothers who are not UK residents now but will

—

become resident under the new rules, but I do not see these as

givfag rige to difficulties. We shall not be breaking new ground

o S

here. The US system has much in common with what iz proposed.

Intermediate basis

The prezent regime, a3 you know, also includes the concepts of

ordinary residence and domicile which lead Lo certain individuals

being taxed on the "remittance basis" = which limits UK tax

lial;-]Hi-I:_y- to UE source lncome plus any foreign Lncome which is
brought into the countrcy. This basis is riddled with anomalies and
for the well-advised taxpayver it provides the opportunity to pay

little or no UK tax, whereas someone proceeding in a more

sfialghtfmrward manner-aigh: be paying tax.

In this area we have two proposals:

First, to introduce a concept of "fiscal connection”™ which will
mean that after an individueual has been resident here for 7 out of

the previous 14 yé;}a. he will be liable to UK tax on his world-wide
N —

income and gains.

second, Ifor those who are resident bhere but not "Eiscally
connected” to replace the remittance basis by a more effective

charge bot one which is still more favourable than that_Ethﬁ

'Epplies to . other residents. Here the documenk suggests two

pessible approéchEE - one based on a wider definition of remittance
and the other based on & percentage of world-wide income.

These proposals would affect two particular groups. First, there
are the non=UK domiciled people who have lived here for many years,

e e,




in some cases for the whole of their lives, but who continue to be

taxed on their overseas income only to the extent that it 1s

e

Eémitted here. We do not know how many people there are in this

gfﬁaﬁ: but undoubtedly they include some who make a significant

contribution to the guality of life in this country. But with the

latesf redoactién in our tax rates it is dAiffieult to see on what

basis a special long-term regime can be justified for them. Their

pnsitfﬁh iz much the same as that of other iaangézm residents.
Clearly, there should be a transitional period to allow an
adjustment to an increased UE tax liability. But after that period

is oever, they should be taxed like all other UK residents.

The second group iz rather different. These are primarily the

foreign executives and others who come here for 5-7 years in

connection with an employment or profession here. We do not want
to discourage these people fromn coming here; and their position can
be distinguished [rom that of the long term resident. They ought

to pay tax here on earnings which arise here but, there are both
egquitable and economic grounds to continue to provide some

intermediate basis of taxation for this group.

=
£ — -+ = tuL

Finally, the document floats some possibilities for dealing with
avoidance of the present rules - and which would still be poszsible

with the new rules - where a pérsan leaves this country for say a
year, disposes of assets with substantial gainge and then returns

here. This exploitation of the rules brings the =system into

digsrepute, especially in certain well—publi:ise: cases = and
although the amounts at stake are not large, it should not be
allowed to continue.

Summary

Un earlier occasions when i1ssues ©f this sort have been
tackled - the last major occasion was in 1974 - rates of tax had
Feached up to 83 per cent and 98 per cent. The circumstances are
now totally transformed and our rates are at least




equivalent, and mostly lower than those of other countries.
Insofar as we levy a more effective tax charge the loser may be the

tax authorities of nthar countries rather than Iindividaal

taxpavers.

The proposals will inewvitably be eriticised by those who will find

that their UK liahil?fr would be increased as a result - and there

is indeed lixEly to be an cxtrﬁ E50 millicon of revenue raised
overall, But the main impact of the changes will be to produce a
fairer; more comprehensive and coherent system, more 1in line with
that in other countries.

/T would propose that when we issue the document we should give a
clear indication of our intention to legislate on the lines
proposed. I do not think it is necessary to give a firm commitment

to do so in 1989 although that would be my preference. This points
to the early issue of the document and asking for comments by the

middle of November. Even this period may be criticised by some as
being too short, but I think 1t does give a reasonable opportunity

for those affected to frame their views,

I would be glad of your approval to go ahead on that basis.

[
YL

)
|
| I

[NL]
11 July 1988




PRIME MINISTER

JOHN BUTTERFILL'S AMENDMENTS TO FIMANCE BILL FOR RETIREMENT

ANNUOITIES =3 i

You are aware of John Butterfill's proposals, which have

attracted strong backbench support, to extend tax relief to

loans taken out by elderly annuitants,; under which the
interest was rolled up rather than paid year by year. This
has been argued as a means of substantially increasing thea

—

possibilities [or elderly people to take eguity out of their

|

houses and boost their incomes for the last few years of their

lives,
PR

The Treasury has been considering this idea ecarefully, but has
now come down against it. The Financial Secretary informed

the Whips last night that the Govermnment would be resisting
the Butterfill amendments. I gather the Financial Secretary
has also now spoken to Mr Butterfill, whe was disappointsad but

not unduly surprised. He has confirmed that he would withdraw

his new clauses after tomorrow's debate, as long as the

Financial Secretary makes some sympathetic noises.

You may like to glance at the attached material that
summarises the Treasury's objections. Although; initially, I
gaw considerable attraction in the Butterfill approach, I now

conclude that the Treasury case is a strong one. I would not
place enormous weight on thewobjections of principle. To my

mind, the crucial points are:

Schemes providing for relling up of interesat would only

be attractive to people with houses of above-average

—

value;

There is nothing to stop people with sufficient eguity in
their house opting for a rolling up scheme without the
benefit of tax relisef. This of itself could

substantially boost their incomes;




Also providing tax relief would in fact provide anly
marginal extra net incoma. The size of this additional
benefit is not sufficient ko overcome the wvarious

objecticons of principle the Treasury adduce.

PAUL GRAY
28 June 1988
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.gm:m BUTTERFILL'S NEW CLAUSES: KEY POINTS

What the scheme would do

Mortgage interest relief is already available to =2lderly people who

borrow money to buy retirement annuities. This proposal would extend

relisf to loans taken out wharae interest was nct 1n Eact palid by
—e e 3

the elderly anpuitant, but was rolled up and paid after his death.

Nevertheless, the tax relief would be paid year by year to the lenders.

Points to make

(i) The scheme would be objectionable in principle: it would
invelve gliving tax relief years before interest was . actually
paid by anyone. This would be a major break with existing
tax principles, with far-reaching implications for other

parts of the tax system.

Deferred schemes do not help poorer pensioners: the
proposals would not raise the net incomes of pensioners
with houses Hmrtﬁﬂ_zme national average or below. Thege
people weould be better off with an existing scheme for

which tax relief jg available.

Tax relief is not necessary in practice: the proposals
would be of some help to people with houses worth more
than the national average, but those pecple could benefit
significantly already by taking out a deferred interest
gcheme without tax relief. It is the rolling up of interest
and not tax relief which gives the main benefit to the

pensicner,

Tax relief would not go to the pensioners: deferred schemes
place a larger burden on the heirs who have to repay the
compounded interest plius the original loan. So what tax
relief would do would be to:

{a) help the heirs by slightly reducing the size of
tha debt;
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: 2o The basic idea behind these new clauses 183 to allow elderly
people who own their own homes and have paid off thelr mortgages
to provide themselves with an increased annual income by
releasing some of the equity in their homes.

2 There are existing schemes under which mortgage lenders are
prepared to advance, usually, the lesser of £30,000 or B0 per
cent of the value of the home. Interesat only 1s payable during
the life of the borrower and the capital is repaid by the
personal representatives of the estate after his death.

kB If the borrower is aged 65 or over and uses the mortgage
advance to purchase a life annuity he is entitled to tax relief

on the interest payable up to the £30,000 celling.

4. In practice the annuities are frequently for the benefit of
a couple, usually married but not necesaarily so and continue for
the l1ife of the later survivor. For prudential reasons the
schemes are availlable only to couples whose combined age is 150
years or more. The life expectancy of a 75 year old woman is
over 10 years.

5 An anpouity purchased in these clrcumstances with a leoan of
£30,000 would produce an annual income net of tax of about
£4,150. But the annuitant has to pay +the Iinterest on the
mortgage advance of £30,000 which at 10 per cent 1s £3,000 groas
or £2,250 net of baslc rate tax at 25 per cent. Under the MIRRS
acheme the lender receives £2,750 from the anpnultant and then
claims the basic rate tax of £750 from the Raveanue. The
annuitant is left with a net 1income of £1,900 (£4,150 less
£2,250),

6. Clearly 4if the lender were prepared to defer charging
interest until after the death of the annultant his annual income
would be increased substantiallv. But rolling up the lnterest
and capitalising 1t intoe the debt would result in a £30,000
advance compounding to about £78,000 after ten vyears even if the
intereat rate were held at 10 per cent.

T Because the debt would compound in this way lenders have
gald they would be prepared to advance ne more than the lesser of
£30,.000 or 30 per cemt of house value if intereat 1s deferred.
Thus only a person owning a house with £100,000 or more would
receive the maximum benefit by being able to borrow as much as
under the present scheme. By deferring the inter&sat the person
with the £100,000 house would not have to pay net annual interest
of £2,250 and his income would therafore increase from £1,5900 to

£4,150.

8. By contrast a 30 per cent advance on a house worth g£46,000
(or less) which is greater than the current UK average house
price would purchase an annuity yielding an income which aven
with no interest payable 15 legs than the present scheme vyields.




a9, There is nothing to prevent lendera making mortgage advances
to elderly people and deferring the intersst until after their
death. By relieving them of the burden of paying intereat the
income of those with higher value houses could be increased. As
they would not be paying any interest no tax relief would Le
allowable. The intereat would ba payable after thelr death by
the personal representatives.

10, These new clauses not only seek to allow tax relief on the
interest pald by the personal representatives on behalf of the
heirs who are of course not the borrowers but aleo seek to obtain
that rellief year by year during the life of the annuitant perhapa
for many years before any interest is paid.

11, In simple terms taking an advance of £30,000 the interest at
10 per cent is £3,000. If, as under the present scheme, the
annuitant pays the intereat he deducts tax at the basic rate of
25 per cent and actually pays £2,250. Thea leander then reclalms
the tax relief of £750 from the Revenue. The purpose of these
new clauses is to ensure that the Eevenue continues to hand over
the £750 year by year to the lender although tha £2,250 is not
paid. A8 only £2,250 rather than £3,000 would then be rolled-up
each year the compounded debt to the personal representatives
after 10 years would be about E£66,000 rather than the £78,000
mentioned in paragraph 5.

12. By making a smaller advance of just over £25,000 without tax
reliaf the compounded debt with the same risk for the lender
could be kept at £66,000. This would purchase a slightly smaller
annuity yielding about £3,500 per year. Thus at no greater risk
and without tax relief annuitants' income would be increased from
£1.900 to £3,500. Alternatively if the lenders insist that they
must have an annual return they could continue to recelve E£750
each year by eimply deferring three-gquarters of the interesxt.
The borrower would then pay £562 each year (£750 leas basic rate
tax of £188) and the Revenue would hand over the g£1B8. This
would increase the annuitants income by £1,688 per year and again
only £2,250 defarred interest would be rolled-up.

13, It is thus clear that the greater benefit tc annuitanta with
highar wvalue houses derives from deferring interest. Tax rellef
would make a favourable arrangement rather mere favourable for
those with higher wvalua houses but people with houses of average
or less value would derive no benefit whether or not tax relief
was available. The tax relief suggested is entirely artificial.,
it would invelve granting relief +to an unknown perscn (the
eventual personal repreasentative) who had not borrowed the money
and years before any payment of interast was made.

14. The motives of Allied Dunbar and others promoting this
scheme are tharefore guestionable. They would be receliving what
in effect is an annual tax subsidy from the Revenue which is not
necessary either to reduce the risk or increase their cashflow.
It might therefore simply be designed to appear to lassan the
impact of higher interest charges. Higher interest rates would

Eagiy more tax rellef but would alsn increase the compounded
abt,




15. There are alternative schemes auch as revesglionary leoans and
interest only loans on which there is no tax relief which enable
people to release the eguity i1in  thedr homes. Financial
institutions marketing these schemes have made representations
oppesing the granting of further tax concesslons to home annulty
loans.




10 DOWNING STREET
LONDON SWIA 2AA

Fram the Private Secretary

I have seen . a copy of Tokyo telegram number 607 about the
requast from Mainichi Broadeasting for interviews with the Prime

Minister and the Chancellor for a television programme about the
I think this iz one which the

reform of the British tax system.
if he is

Prime Minister would prefer to leave to the Chancellor,

willing to do it.

I am copying this letter to Alex Allan (HM Treasury).

Charles Powell

. —

B: H. Peirce; B&qg.;
Foreign and Commonwealth Office.
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REGUESTS FOR INTERVIEWS WITH MRS THATCHER AND MR LAWSON

1. MAINICHI BROADCASTING (MB) , AN AFFILIATE OF TBS, ONE OF JAPAN'S
MAJOR COMMERCIAL TY NETWORKS, HAS BEEN COMMISSIONED BY THE JAPANESE
PRIME MINISTER'S OFFICE TO MAKE A &0 MINUTE FEATURE PROGRAMME.ABOUT
THE LESS0ONS TO BE LEARNT BY JAPAN FROM THE REFORM OF THE BRITISH TAX
SYSTEM UNDER MRS THATCHER. THE PROGRAMME IS5 SCHEDULED FOR
BROADCASTING IN EARLY SEPTEMBER WHEN THE DEBATE IN THE BPLET ON THE
JAPANESE GOVERNMENT'S TAX REFORM BILL WILL BE IN FULL SWING. MB

HOFE THAT THE PROGRAMME WILL HAVE A NATIONWIDE AUDIEMCE OF 15 MILLICH

2. MB PLAN TO SEND A TEAM TO THE UK IN EARLY JULY TO GATHER MATERIAL.
THEY HAVE REQUESTED 15-30 MINUTE INTERVIEWS WITH THE PRIME MINISTER
AND THE CHANMCELLOR OF THE EXCHEGUER TD TAKE PLACE ANY TIME DURING

THE PERIOP &-20 JuLY, (COPIES OF MB'S REGUESTS FOLLOW BY FAX TO FED).

Z. MB'"S DECISION, AT THE BIDDING OF THE JAPANESE PRIME MINISTER'S
QFFICE, TO SINGLE QUT BRITISH EXPERIENCE WITH TAX REFORM AS BEILING
MOST RELEVANT TO JAPAN'S OWMN TAX REFORM PROGRAMME IS FURTHER
INDICATION OF THE KEEN INTEREST IN JAPAN IN BRITAIN'S ECONONIC
REVIVAL. IT I3 RECOGNITION OF CUR LEADING POSITION AMONGT THE
ECONOMIC REFORMERS IMN EURODPE. THE FROGRAMME WOULD PROVIDE AN IDEAL
VEHICLE FOR REINFORCING THE MESSAGE ABCUT THE UK'S ECONOMIC RECOVERY,

4. 1 HOPE THEREFORE THAT EITHER THE PRIME MINLISTER OR THE

CHANCELLOR (OR POSSIALY EVEM BOTH) CAW AGREE TO THIS REGUEST. THE
CHANCELLOR'S RECENT WRITTEN INTERVIEW WITH THE MIHON KEIZAIL APPEARED
ON THE FRONT PAGE ON 12 JUNE. THIS IS5 FURTHER PRDOF THAT BRITISH
VIEWNS OW ECOMOMIC MATTERS RECEIVE CLOSE ATTENTION.

5. IF AN IMTERVIEW TAKES PLACE, MINISTERS WILL WISH TOD BEAR IN MIND-
THAT THE PROGRAMME WILL BE BROADCAST AT A TIME WHER THE PEBATE ABOUT
TAX REFORM IN JAPAN MAY BE REACHING A SENSITIVE STAGE. THEY WILL
THEREFORE NEED TO BE ON THELR GUARD AGAINST ANY LEADING QUESTIONS
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CONFIDENTIAL

10 DOWNING STREET
LONDON SWIA 2AA

From the Private Secretary 8 June 1988

THE TAXATION OF LIFE ASSURANCE: CONSULTATIVE DOCUMENT

Thank you for your letter of 7 June, which the Prime
Minister and the Chancellor discussed at their bilateral this
afternoon. The Prime Minlister is content for the Chancellor
to proceed with a consultative document on the basis proposed.

Alex Allan Esqg
HM Treasury.

CONFIDENTIAL
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CONFIDENTIAL

regsury Chambers, Parliament Street, SW1 P 3AG
Q1=270 3000

I June 1988

Paul Gray
10 Downing Street
LONDON SWl

Dear faul

THE TAXATION OF LIFE ASSURANCE: CONSULTATIVE DOCUMENT

During the passage of the Finance (No 2) Bill last year, the Chief
Segretary announced our intention to take a general look at the tax
arrangements for life assurance. I attach the relevant Hansard
extract. The Inland Bevenue have since then been taking FEorward
this review. The industry is= of course aware that the work has been
going on, and has been expecting us to publish a consultative
document for scme time. We are now ready to do s0.

The life assurance industry has changed considerably in recent
years, with a continuing shift away from pure life cover. Simple
life cover now takes up a steadily diminishing share of its
business. The industry has increasingly become one which oifers
various investment vehicles, as an alternative to other sorts of
personal investment such as unit trusts or direct investment in
shares.

The current tax regime for the life assurance industry has grown up
piecemeal. The basic rules were settled in the 1920s:

policy holders were not Jljable to tax on any sum they

recaived. All tax on the investment returns and other
profits was collected from the life offices;

the 1ife offices' tax liabilities were based primarily on
their investment income minus their management expenses.

—

These elements remain at the heart of the current regime, Tﬁﬂugh
the rules have been modified to match developments in the i1ndustry
and in the tax system, including the introduction of Capital Gains
Tax. Capital gains are apportioned between a shareholders’
element, chargeable at the full Corporation Tax rate like other
cOrporate capital gains, and a policy holders' element, chargeable
at 30 per cent. Policy benefits in the hands of the policy holder

i

—_—




are specifically exegpted from New provisions have also been
introduced to deal with the increasing tendency for life assurance
to be used 23 an investment vehicle.

The effect of these rules has been to give the 1life assurance
industry a tax regime that is very different from the regime for
any other f(orm of persondl 1nvestment: one E£hat 15 extremely
genetous 1n aggregate but wvery uneven in its incidence between
different companies.

The main reason for this lies in the treatment of initial expenses.
The f[ormula used for life offices is much more genetous than is
avalilable for comparable initial costs in the case of other
investment products or of digect investment. Life offices' initial
costs are very large, and tax rellef ls given in full and at once -
compared with unit trusts, for example, where the initial costs can
be offset only agalnst capltal gains (if any} as and when the
investment is disposed of. THhe generous treatment for life offices
means that, for an office that is growing rapidly = so0 that
expenses (rom new business are large compared with income and gains
due to existing business - the relief can and often does wipe out
tax liability altogether.

There are numerous other more technical weaknesses in the present
tax regime. Some life companies have [ound other ways to shelter
their income or their gains, for example through the use of
re—-insurance and captive unit trusts. And even where companies do
make provision for expected capital gains tax liabilities (thus
reducing benefits paid to policy holders); the money mostly stays
in the companies' reserves and does not reach the Excheguer.

The conclusion of the review iz that there iz a clear case for
coneidering how Ehe tax regime for the industry might be tightened.
The Inland Revenue are therefore planning toc publish a draft
conBultation paper which describes the current position; amnd then
guggests two opticons for change. In both of them, investment
linked policies would be put broadly on all fours with unit trusts.
For other policies, there would be either be a completely different
system of taxation based on a charge on Lhe policy holders'
interests, together with a separate charge on the offices' profits,
or else there would be a reform of the current system, which would
provide a less favourable treatment for initial expenses and which
would tidy up some of the other unsatisfactory Features.

It is clear that any changes to the current tax regime would
patentially cause the life assurance industry to be taxed a good
deal more heavily. They would therefore be bound to lebby heavily
against both the options in the consultative document. But Ehe
present system is clearly indefensible. The industry has a tax
regime, created some sixXty years ago, which means it pays less tax
in aggregate than any other industry. And it ie inequitable
between differeMt ILife oflices: at present, some pay no tax at all
even though they make wvery significant profits. It will be
difficult for the industry to justify this state of affairs.




The Chancellor proposes to issue this consultative document as soon
as possible. This would leave open the possibility of legislation
next year. If the Prime Minister has any points on this, the
Chancellor will be ready to discuss them at his bilateral tomorrow.

Yows
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[ Mr. Major |

to unother syndicate with the provisions for ouistanding
lighilities made by insurance companies. The revised
cause mects Liovd's anxicties about the form of the
original clause,

Mr. Robert Adley (Christchurch}: | am notl a name at
Liowd's, but | am considering becoming one. Is my hon.
Friend awaore thal the view taken of the agreement that he
has announced differs marksdiy between the “cstabdish-
ment”™, if 1 may so put i, at Lloyd's and & number of
individual underwriting agencies” My hon, Friend used the
ward “unigue” to desenibe the situation of Lloyd"s names.
Does he accept that the contnbution made by Lloyd's is
also unique and depends entirely on people’s willingness
te submit all that they own or possess Lo certamn rigks?
Before commending even the amended Bill 1o the House,
will my hon. Friend please take care 1o ensure thal it will
nol so damage Liovd's that large numbers of names resign
their membership, thus depriving the couniry, nol (o
mention the individoal names, of a unigue organisation?

Mr. Major : I certainly agree with my hon, Friend abow
the contribution of Liovd’s. Lloyd's has certainly made g
substantial contribution. It is a major foree in world
insurence markets and is a substantial contributor 1o
invisible exports. Tt is also a major contributor o London
as a world financial centre. It would be no part of our
policy 1o damage the reputation of Liowd s or to ensure
that it was treated anything other than fairly. We believe
that the proposed arrangemenis in the Bill will strike o fair
balance belween the interests of the taxpayer and the
imerests of Lloyd's and the members of the syndicates.

We helieve that the revissd clause mests Lleyd's
anxieties ahout the form of the IJT!EII'IJ' clanse. It now
provides a free-standing test for the tax deductihility for
painsurance 1o close. The test 15 that the Ggure mast be a
fair and reasonable value of the liabilines, designed io
produce neither a profit nor a loss to the Lioyd's members
who assume the oustanding llabilities.

In its revised form. the clause meets the twin objectives
| set out a moment ago. It meets the objective of ensuning
that the tax deductibility of reinsurance to close can he
properly reviewed by the tax inspector, but it does so in
a way which & fair to Lloyd’s. It takes account of the
special features of Lloyd's reinsurance to close arrange-
ments, and meets 15 concerns about the proposalsin their
original form.

Thers i% another important modification we have
introduced that | wish to mention

Mr. Dennls Skimmer (Bolsover): Before the Chief
Secretary leaves the point about Lioyd's, what would he
say 10 the man in the street who has no interest in Lioyd's,
who has found himsell out of a job, who has not been
rescued by the Government, wha has not been guilty of
any fraud or crime like those in Lloyd's, who has not been
part of a process in which £40 million has been fiddled and
in which the fraud sguad has not been involved because
of the seli-regulation applying at Lloyd's which is thar
system of law, when he found that the Tory Government
were proposing to change the law to suit those peopie who
have done nothing whistsoever aboot the massive fiddle
that has taken place at Lloyd's to induce the Inland
Revenuethe taxpaver—to provide sums of money as a
means of rescue? Woold it be fuir 1o say that the man in
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the atreet would say, 1 thought that this Government
didn't believe in throwing meney at things™? Today the
Government are Lhrowing money al Lloyds and the
names invelved.

Mr, Major: The hon. Gentleman frequently sec things
that others cannot, On this occasion he has done so again.

With regard to the fiest pari of the hon. Gentleman’s
remarks, [ would say to the mythical man in the sireet thal
much of what the hon Gentieman has saxd has nothing
whatsoever 1o do with the contents of vhis Finamce Hill, |
would say to the hon. Gentleman and to his mythical
friend in the street that the legislation that we propose
tightens the present position. It 18 effective. The fesd that
we propose 1 fair to the taxpayer and (o Lloyds. 1L &
wholly mislending of the hon. Gentleman o suggest
atherw e,

Mr. Skinner: The Mimister i3 fiddling the figures ta bail
them ot using LEspayvers’ money

Mr. Major: | said a moment ago that the hen,
Cientleman can always see things that othees cannot. If he
had been at the walls of Jericho when they fell. he would
have hlgmed the Government for poor mainienance.

We huve introduced another important modification Lo
(he Bill's provizions on the taxation of companies” capital
gaine. As the House will know, we received a number of
represeniations about the impast of this change on the lifie
assurance industry. The particular point of concern was
whether the change to charging gains at the main
corporetion tax rate should apply to the gains which life
assiurance companies earn for their policyholders. We
constdered this issue very carefully and concluded that we
needed 10 take & general look al the 1ax arrangements for
fife assurance which have developed piecemeal over a long
persond.

There will be a full opportunity for the life assurance
industry and other interested parties 1o coniribute o the
review. In an area as complex a3 this, the exercise is bound
to take tirme but the [nland Revenue will be initiating
consullations as speedily as possible, In the meaniime, we
have decided that the tax rates on gains carned for
policyholders should remain at 20 per cent. pending the
outcome of the review,

Mr. Jerry Wiggin (Weston-super-Mare): It can be
vatidly argued that clause 75 is retrospectiva taxation on
all lifie insurance policyholders. In the light of his welcome
assurance that the industry will now be consulted on the
entire taxation process, will my right hon. Friend give
further thought to postponing the introduction of ciause
75 uniil the review has taken place?

Mr. Major: 1 am afraid tha: I cannof give my hon.
Friend that assurance. The proposition that [ have just put
hefore the House is very limited, and | fear thot | am
unable o go ferther on this occasion.

M. Terence Higgins (Worthing) - | raised this mutier on
Second Reading on the pre-election Bill. But will my right
hon. Friend coazider corefully the point aboul reiTospsc-
tion? Does he accept that there ought not to be any
glement of retrospection when changes of this kimd are
|'|'I|?I|.1.E‘:'

Mr. Major: 1 shall bear in mind what my hon. Friend
has said, However. | cannot add anything to what 1 said
a momenh @,
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INTRODUCTION

1.1 This consultative document is intended fo carry forward the review of life assurance [axaton
to which the Chief Secratary 1o the Treasury, the Rt Hon, John Major MP referred on B July 1987
during the course of proceedings on the Finance (No.2) Bill 1987. He said that, in considering
the appropriate rate of mx on capital gains realised by life offices, Treasury Ministers had

“conciuded that we needed to take a general look ar the tax arrangements for life
assurance which have developed piccemeal over a long period™ {(CHlicial Eeport,
Vol 119, Col 362).

Scope of the review

|.2 The review iz primarily concerned with the tax charge on the life assurance business of life
offices and with the 3x tfreatment of the associated policy benefits in the hands of policy holders.
It also covers some issues arising in the tax treatment of lifie assurance commissions receivable,
and stamp duty on life policies.

Caontenits of fhe document

1.3 The document starts with a briel description of the industry and itz products; compares life
assurance with other forms of personal saving; and sets outl the objectives to which a tax regime
for life assurance might be directed. It then goe: on to describe the development of the current
fax regime and assess s performance in practice. In the light of thas, the document puts foreard
for consideration thrée main options for taxing life offices. This 15 followed by a discussion of the
possible form of a future exit charge on policy holders. Mext, the document considers the possible
gffect of the more important issues anising on the tax treatment of foreign offices writing business
in the United Kingdem and UK offices writing business abroad. It concludes with a brief survey
of the ceniral options, picking oul the issues requinng decisions.

|.4 Supporting material in Annexes A 1o F includes a brief statistical outline of the life assurance
industry with graphs; a commentary on the industey™ fecent tax position drawn from industry
statistics and from a survey of Infand Revenue records; a briel discussion ol the two specialised
topics mentioned above; and a glossary,

[.5 It has been assumed throughout that the wider tax regime, and in particufar the treatment of
other financial institutions and financial products, reflects the proposals annoanced in the |983
Budget.

| .6 Discussion in the document concentrates on the broad structure of the tax regime for Life
azzurance and particular technical issees are examined only o the extent that they have substantial
tax effects for a significant proportion of life offices or life policies. Any further technical details
in the operation of the curreént regime which are not addressed in this paper will be considered
in the course of further work on the review

|.7 Representations are invited on the matters discussed in this paper, and on any other issue in
the taxation of life assurance, They should be forwarded by Monday 31 October 1988 to

The Board of Inland Revenuoe
Life Assurance Review
Room 130, Mew Wing
Romersel House

London
WC2R |LH




THE NATURE OF LIFE ASSURANCE

2.1 Life assurance shares & number of characteristics with other forms of insurance, For éxample,
it involves a contractual relationship under which the insurer assumes a contingent liability in
return for the payment of & premiom by tha policy holder. B i3 different from other forms of
insurange in that the benefit provided by the contract is pavable on a specified contingancy, related
to human life, It is not, unlike policies of indemnity, directly related to a specific financial loss.

2.2 Benelits payable under a policy of life assurance are contractual and do not in law bear any
relation to any particular part of the resources of the life office, Because of the long term nature
of most life policies, Investment by the life office is inherent in the conduct of life assurance
business. The income, and more recently the gains, derived from investmeni have been regarded
in the United Kingdom as a proper subject of taxation, so¢ that policy holders' benefits are
presumed to be paid out of an undivided taxed fund.

2.3 Because of the dominant role plaved by the investment of a life office’s funds, life assurance
is regarded in many cases as a form of saving. The protection and savings factors are however
inseparable Both in law and in fact. The payment of a specified benefit may involve both an
element of redistribution of funds between policy holders (for example, when the policy holder dies
prematurely) and an element of invesiment return. Life assurance alzo shares with other forms of
insurance a number of social and economic- characteristics, such as the pooling of respurces and
the sharing of adversity, although in some modern policies these characieristics are present only in
an attenuated form.

2.4 This document is necessarily concerned chiefly with the investment element of life assurance,
since that is the element which brings life assurance within the scope of the Taxes Acts, Refarences
1o life assurance as a savings medium and comparisons with other savings instinotions and products
are made in this context. The current tax regime, outside Inheritance Tax, does not tmax what may
be loosely described as the quasi-mutual or mortality benefit inherent in some paolicy benefits, and
that distinction is preserved in this document

2.5 Cne-off contracts for life cowver are recorded as far back as the sixteenth centory. Life assurance
in a recognisably modern form was first written in the mid-eightesnth century The policies were
madern in these respects:

» risks were pooled between a large number of lives assursd, so that the lsvel of claims in
any given vear - unpredictable in respect of any particular policy - could be expecied to
follow a relatively stable pattern, and one predictable from available statistics on the death
rates of the tme:

s premiums could sccordingly be sat on o sound nctuarial basis, making adequate provision
for future claims, and differentiating between customers on the basis of their life expectancy:

* premiums were set on a level basis over the term of the policy, despite the fact that mortality
rates, and hence the likely level of claims, increased with advancing age of the palicy
holders.

2.6 These characteristics introduced a number of key features which remain fundamental o life
assurance and to it5 tax treatment, First, life assurance is a long-term business, in which solvency
and profit rest crucially on actuarial judgements about the likely level of income and outgo into
the distamt future, and about the reserves which need 0 be set aside oot of assets currently in
hand to cover future liabilities,

2.7 Secondly, and in consequence, life assurance involves investment by the lifi office. The reserves

set aside by the office must be deposited in an appropriate store of value until such time as they
are necded to meet future liabilities. If they can be invested w obtain a positive return, the
iy required, and hence the premiums needed to achieve a given benefit, can be reduced
accordingly, The likely investment return on these assets, and the security with which they can be
realised in the future, are therefore crocial ingredients in the economics of the business,

2.8 Thirdly, life assurance normally involves an element of saving on behalf of the policy halder.
This is obvious enough in the case of policies which guarantee a cash refurn to the policy holder,
sooner or later, in every case. Income from investment of the premiums will alsa often augment
the benefits pavable to the beneficiaries under & policy of term assurance, which most palicy
holders would see as wholly protective in function.

2.9 F'q:ﬂliv:iea of life assurance are written as part of a wider long-term husiness, the principal
categories of which are:

» |ife assurance
= permanent health insurance
s capital redemption.

2.10 Life assurance (by far the largast category) includes industrial assurance business and ordinary
life assurance Business,

2.11 Industrial assurance business is characterised by froquant regular premiums, which are
collected door-to-door. Written by a minority of offices, it forms a declining share of the total
market, although the absolute amounts involved remain substantial. Ordinary life business iz all
the rest of life assurance business, and divides, for tax purposes, into

= annuity bBusiness
& pension business
= the rest of ordinary business.

It _is with this last segment of ordinary business, and with the analogous industrial business, that
this review is primarily concerned.

Types of life policy

2.12 Most taxable life assurance business is written by proprietary companies owned by sharehold-
815 a significant minority is wrilten by mutual offices, all of whose profits go to benefit their
With-profits pelicy hoiders; and a relatively small amount is written by friendly societies, which
also eperate on mutual lines,

2.13 The full range of policies new on offer can be split into broad classss by reference to

* the contingencies on which benefits are paid: including term assurance, which pays only in
the event of death within an agreed term; whole of life, which pays on death at any age;
and endowment (strictly life or endowment) assurance, which pays on survival for a term of
vears or on earlier death;




= whether regular premiums are required, or only 2 single premium at the ULEet;

» the way in which palicy benefils are determined: withaur-profits policies guarantes s fixed
sum assured, with-profits policies guarantee a minimum sum assured with the right to share
in the profits of the office by way of additions of “bonus™; and investment-linked policies
give 3 benefit fixed by reference to the value of a specified bundle of assets (or perhaps to
the level of a specified index).

2.14 These basic ingredients can be combined and modified in VAFIOUS WEVE t0 Suit particulor
market requirements, Important current products includs regular premium term azsurance (includ-
ing the decreasing version for mortzage protection); regular premiom with-profits endowment and
investment-linked policies (including policies designed 10 match andowment mortgages); and single
premium investment-linked policies (usually written in whole-of-life form, but generafly cashed in
by way of surrender). Policies can be bundled tagether in various ways to provide a desired overall
product; for example income bonds comprise two or more life assurance ar annuity policies put
together to produce the overall cash effect of an initial single payment by the policy holder earning
a regular mncome followed by the return of capital on maturity or earlier death.

2.15 Life policies are sold either by the offices own sales force for by other direct mesns, such as
direct mail), or by imermediaries. Commission is paid by offices (with & fow exceptions) to
intermediaries by reference to the premiums payable and the type of contract, and may also be
paid on sales by the office’s own sales force. This and the other initinl costs of acquiring new
business form a substantial share of tatal life office costs and may, in the case of regular premium
business for the longer terms, amount to as much as a Tull Year's préemium OF even more,

2.16 A brief statistical outline of the UK industry, and its recent development, is set out at Annex
A,

A COMPARISON WITH OTHER FINANCIAL PRODUCTS

3,1 It is clear from the ouiline in Chapter  that |ife policies vary widely, Some are very similar
in economic terms to ather financial products. Investment bond policies for example may be linked
to similar, or identical, underlving assets as are gvailable in unit trost form. The only substantive
difference (tax aside) is an slement of additional benefit an the policy holders death which is often
small or trivial.

3.2 Other forms of Life assurance may compete less directly with other products: regular premivm
policies, for example, commonly offer a significant element of protection against martality risk, and
with-profits policies provide a degree of protection while still enabling the policy holder to share
in the benefits of successful investrment.

3.3 The key features of the wider tax regime applicable to investments are thar

® 1ax i charged annually on income and realised gains, whether ar not the net-of-tax refurn
is then withdrawn in cash, or allowed to roll up;

® (ax is charged at varyving rates (from nil upwards) according to the circumstances of
individual investors;

o different rules as respects reliefs, deductions and timing apply to different sorts of investment
return, netably as between investment income received and capital gains realised,

There are exceptions to this treatment for particular sorts of savings such as occupational pension
schemes and personal pensions, Business Expansion Scheme investments and Personal Equity Plans
which have been sclected for special lax treatment [t has alzo been adapted in detail to take
account of the individual requirements of particular investment media: for axample, in the cace
of authorized unit trusts and approved investment FruEsts,

3.4 These vehicles are a useful benchmark in considering the tax regime for life assurance since
they are, like life policies, widely used for regular and lump-sum collective investment in a spread
portiolio of assets under active professional management. When an investor buys units in an
authorised unit trust, an initial charge is levied by the trust’s managers and the balance is invesied
in assets. Income arising from these mssets js subject to corporation tax, although a significant
proportion i3 generally in the form of franked mvestment income (dividends) and does not attract
further tax, Distributions of the unit trust investar's share of trust income ars made or, in the case
of comparable investment in an investment trust company dividends reflecting the investor's share
of trust income are declared, year by year carrying the appropriate tax credit. If the investor i%
liable at the higher income tax rate. further tax i5 doe from him, whether the distribution or
dividend is paid out or (as in the case of accumulation units) reinvested in further trost mssets: if
he is exempt from, or not liable to, income tax the 1@x credit is paid o him.

3.5 Authorised unit trusts and approved investment frusts are exempt on 2ains arsng from
transactions in trust assets. Investors ars liable to capital gains tax on any real gains arising on
the disposal of their units or chares, Sipes the Full acquisition cost is taken into account for this
purpose, the initial charge paid by the investor is effectively deducted from the gain which would
otherwise sccrue, The {smaller) annual management charges levied by the trust managers are
deductible from trust income for tax purposes. The overall effect is o give a tax treatment bromdly
equivalent to direct personal investment: the franked investment income and tax credit Arrange-
ments secure thp! tax on trust income effectively flows through to unit holders and shareholders:
and the exempuon of trust gains aveids the two tiers of charge on capital gains which would
otherwise arise from the interposition of a separate vehicle to hold the pooled assets,




3.6 The treatment af _lhese vehicles shows that the basic UK tax regime is capable of being
adapted to deal effectively with collective investment. There are however important legal and
operational differences between life assurance and other products which make it particularly

difficult - and somatimes impossible - to apply to life products a tax regime structured along the
lines ahawe.

17 As a matter of law, palicy holders do not invest their premiums in the life office {although they
do acquire contractual rights against the office); and the policy benefits are an undivided capital
sum, rather than & return of original capital plus an investment return. There is - again as a matter

of law - o way of allocating any part of the aggregate assets, income or expenses of the office
o any partbcolar policy

3.8 Thit means that the legal nature of the life assurance policy cuts across each of the three kay
features of the wider tax system set out in paragraph 3.3 above.

3.9 In some cases these legal differences are little more than a matter of form, In the case of
investment Ibundd for example the policy holder does not strictly own the units allocated 1o his
polity, receive the investment return generated by the fund assets, or pay administration charges
to the -nlﬁc_:- However, he owns rights - set out preciscly in the policy terms - to a cash sum
cakculated just as if he did own the units, enjoy their income and capital gains, and pay charges
to the office according to a set tariff,

1.10 Where policies offer a substantial degree of protection against both mortality and investmen:
risks, the differences are very much more fundamental. In the case of W'J"IJ'l-p:l':-:lﬁI! palicies, for
example, the benefits of successful investment are passed o policy holders {and shareholders) by
means of bonus additions (and appropriations to shareholders). But it is of the essence of the
WIIl‘I:-I:'I.’Dﬂ:II palicy that there i no direct mechanical relationship between the benefits paid 10 any
:-a.:lh-:ular palicy holder and the income and gains accruing o the office over the duration of the
F"':'h"f‘ It may be possible in principle to compute how much of the ultimate benefit reflects a nat
investment return on the premiums invested, but there is no right way of breaking down that nat
return into the individual components - income and capital gains - generally recognised by the
tax regime. A jortiori, there s no realistic way of determining how the total ultimats procesds
built up from year to vear over the life of the policy

3.11 This is the crux of the matter. It is possible eventually to identify the total investment return
going 10 a particular policy holder but not how it i made up, or in which particular vears it
accrued. It is possible to identify the total income, gains and expenses of the office as lrJ-Ley Arise,
but not how they should be assigned to particular policy holders. The tax regime somehow or

other has to bridge that gap il it is to be effective, fair and mest the other objectives to which the
Paper now turns,

THE OBJECTIVES OF A TAX REGIME FOR LIFE ASSURANCE

4.1 Certain criteria have guided the assessment in this document of the current tax regime for life
assurance and of the need for, and basic reguiremenis of, possible aliernatives. These criteria might
well be thought applicable to any tax svetem: effectivensss and enforceability; equity and neutrality;
certainty and simplicity; adaptability and flexibility; and consisiency and compatibility with the
wider tax regime and the Government’s broader policy aims, Deriving from these criteria, the most
significant specific objectives for & tax regime for life assurance can be identified at the outset.

4.2 First (and broadest), an effective svstem operating on a taxable base commensurate with the
investment returns and other profits earned for policy holders and (where relevant) the profits
accruing to sharcholders; and imposing tax at rates which are appropriate having regard o those
applying to individual investment and (o corporate. trades generally

4.3 Second, and as far as is relevant, parity of treatment between life offices and other financial
institutions, and their respective producis.

4.4 Third, a fair distribution of the owerall tax burden on the industry between one office and
another and onc policy holder and snother 50 85 not to distort or hamper competition and economic
efficicncy.

4.5 Fourth, agdaptability as far as possible to future changes m the tax system generally and
sufficient flexibility to accommodate developments in the industry, innovations in its products and
changes to the regulatory system (including any introduced by the Furopean Community).

4.6 Fifth, simplicity and certainty in the regime’s effect in so far as the wide range of circumstances
to which it has o apply will allow; and economical administration for life offices, their policy
holders and the Infand Eevenue.

4.7 Sixth, recognition of the obligations of life offices and the rights and expectations of policy
holders under the many millions of existing policies, so that any sobstantial change will have to
ental an equitable and workable transition from the existing rules.

4.8 Seventh, consistency with the prudent management of the long term business of life offices
and regard for their solvency.

4.9 Finally, regard for the Governments aim of promoting freedom of services within the European
Community in the context of the Commission’s programme for the completion of the internal
miaT ket

4.10 There are obvious links between these objectives. A regime which is not effective in
prodecing an appropriate overall yield from the industry's activities 8 unlikely to be nautral in iis
effects on the competitive position of institution: and products or on investment behaviour in
general. Conversely, one which is consistently fair in its incidence in particular cases is much more
likely to produce a broadly adequate vield overall,

4.11 Inevitably, there are also tensions between them. Parity of treatment for all life policies,
between life policies and other financial products and for all prospective purchasers (non-taxpayers
as well az higher rate payers) would require a regime tailored much more closely than at present
to the individual circumstances of each policy holder. That would be likely to increase complexity
and operational costs as well as the problems of transition from the current regime. On the other
hand, simplicity and low operational costs might point to a svstem unresponsive (o0 varialions in
the individual circumstances of policy holders or to differences between offices or products, and
so perhaps less neutral in its impact.



4,12 Any approach to the resolufion of ene tension introduces another. In so far as life assurance
can be seen as one form of saving among others, then it tax treatment ooght, so far as practicahle,
to reflect the liability which would be incurred by the policy holders if they were to be chargad
directly on the investment return on their premiums. In this way the liability would be brought
into line with that payable on direct investment or on investment in a collactive form., such as
through unit trusts. On the other hand there are features which distinguish life assurance from
savings generally. an element of insurance is always present, inseparable from the other elemants
of life policies. The investment return enures o an undivided fund in which the individual palicy
holder has an indirect interest only. This points to a system which imposes tax by reference to the
circumstances of the life office and takes little or no account of those of individual policy holders.

4.13 As in other areas of rax palicy, no one option is likely to meet all the chjectives, The purpase
of this review is to identify options which resolve conflicting objectives better than the current
FRRImE,

THE CURRENT TAX REGIME: DEVELOPMENT

3.1 This chapter does not attempt a complete technical account of the current rules. Nor can it
usefully try to reduce the regime to a small set of basic principles. The present tax regime is not
tatlor-made for the job now in hand. It is the resuli of a continuous process of adaptation and
addition over a period of decades to a basic regime which in essentials goes back to the nineteenth
and early teentieth centuries.

3.1 The basic rules underlying the present regime were settled in their current form as long ago
ag the 1920s. As they then stood;

* policy holders paid no tax directly on their policy benefits. All tax on the investment returns
and other profits arising from the business, whether payable ultimately to policy holders or
to sharsholders {if’ any), was collacted at the level of the life affice.

o life offices paid income tax on their life assurance business fat the then standard rate of
income tax) on a single tax base generally calculated as I minus F that is, on thair
investment income (arising in those days largely from gilts and other fived-interest securitios)
l2ss their expenses of management. These expenses included both the day to day costs of
running the business and managing its investments, and the commissions and other cests
mvolved in scquiring new business. The legislation provided for the separate toxation of
industrial life assurance and for the separation of life assurance from other insurance
business,

* in some cases, however, an overriding charge was imposed on proprictary companies by
reference to a motloral Case | computation: relief for expenses was restricted so that tax
payable on the [ mimus F basis was not less than tax on the proprietors’ profits. This was
to reflect the fact that some business - for example in the industrial Branch - showed a high
ratio of expenses to investment income, and so generated litlle or no nat investment return,
but nevertheless generated trading profits for the office

5.3 This regime was intended fo meet much the same objectives as those set out in Chapter 4:
provide for an appropriate tax vield from the industry, distributed acceptably between offices and
policy holders, in a way which was simple and consistont with the wider tax svstem of the day It
achieved thiz with fair success.

4.4 The I minus E approach, by taxing the industry through a single charge at the level of the
office, reflacted the wider tax system of its time. Income tax was then as a general rule charged
at 8 wniform rate for both individuals and companies and there was no tax on capital gains.
Consistently with this, the tax system identified and taxed sources of income, rather than recipiants
on their total income from all sources. In this comtext it was sufficient to identify 8 source of
1RCOme accruing to fife offices - the income arising from their investment portfolios - and tax it
45 such. This approach escaped the conceptual difficulties discussed in Chapter 3 because it did
AOL IrY (o take account of who ultimately got the benefit of this source of income, so long as the

j_ﬂ?'fjihﬂent returns to policy holders, and the profits for proprietors, were derived from tha mxed
nd.

3.3 Although from a modern perspective the result looks a little crude, it was not unacceptably so
in the circumstances of the time. On the one hand, some policy holders who had incomas below
the tax threshold would have paid mo tax on income from direct saving and were arguably
overtaxed, indirecily, by the charge at the standard income tax rate. On the other hand, full relisf
TW_MPE_FI'-:'-ES of management could be said 1o be over-genercus by comparison with the wider
regime in allowing income tax relief for initial costs broadly analogous to those treated as
ACAUISINON costs, and hence not deductible, in other savings contexts. This reliel was pot given
until 1915, when it was introduced 10 compensate for changes in the tax regime and increases in
fax rates, af the beginning of the First World War,




5.6 The charge was possibly generops in recognising only the investment dimension of the business
and disregarding other significant sources of profit (o sharcholders and with-profits pelicy halders.
I'hese sources mncluded the profits from favourable mortality experience, from 23 rly surrenders and
{for shareholders) from appropriation of loading surplus (in effect, a share of premiums, and not
juzt income from their investment, going 16 propristors).

5.7 I seems unlikely that these considerations were of great importance in practice. After all,
nominal investment returns and fax rates were relatively low so that the effects of any tax bias on
investment rétirns were relatively slight., Costs, particularly commissions, were also relatively low
Potentially competitive investment products were relatively undeveloped, and not close substitutes
for the life policies of the day; nor were they readily available to the broad mass of life office
costomers,

Developments since the 19205

3.8 These ingredients - [ minus E, notiomal Case I, the separation of life assurance from other
insurance business, and benefits frec of further tax for the policy holder - remain at the heart of
the current regime. But the wider tax regime and the market for investment products have changed
radhcally since these rules were first established, and the life assurance regime has been succes-
sively moditied in response. Important developments have taken place in & number of areas:

* successive changes have been made w the tax treatment of corporate traders, leading
ultimately to the current separate corporation tax, charged at its own rates, and with partial
imputation allowing advance corporation tax paid by the company to vouch basic rate tax
due from the shareholders on their dividends. For life offices, the | mimus E tax base is now
charged to corporation tax. Until recently, life offices paid at a special lower “pegged rate™
an the element of investment return due to policy holders rather than shareholders. More
recently, the CT rate for companies generally has been reduced below the previous pegged
rate and the same rate now applies to the income of life oMices as to that of other corporte
tX PaYErs.

* new provisions have been required to cope with tax-exempt pension business, which has
formed an increasing proportion of overall ordinary business, both to exclude income and
gains accruing to pension policy holders, and to secure tax on pension business profits
accruing to shareholders and holders of taxable non-pension with-profits palicies.

= realised capital gains are now chargeable to capital gains tax, or fo corporation tax in the
case of corporate bodies. Life offices are chargeable in basically the same way ss other
taxpayers on the gains realised on life fund assets, The gains are, however, apportioned
between a shareholders' element, chargeable 2t the full CT rate like other corporale capital
Rains, and & policy holders' elamen:, chargeable at 30 per cent. Policy henefits in the hands
of the policy holder are specifically exempted from CGL

= the increasing range of progressive income tax made some life assurance products an
attractive tax shelter for high income investors. The investment return rolling up in the hands
of the lifs office was taxed at a significantly lower rate than the top marginal income fax
rates bearing on direct investment, Investment-oriented life policies were a correspondingly
attractive substitute for other forms of investment. In response, changes 1o the tax regime
required life policies to be segregated into qualifying policies (basically regular premium
policies with 2 significant protection element) and non-qualifying policies (tingle premium
and shorter term regular premium products where the investment element predominates),
Income tax was then chargeable at the point of maturity, claim or surrender Cexit) on the
nel investment return from non-qualifying policies, but only at the dilference if any berween
the policy holder’s marginal tax rate and the basic rate. (Qualifving policies may also be
subject to the same charge in limited circumstances.)

|

THE CURRENT TAX REGIME: PRACTICE

6.1 This chapter reviews the performance of the current tax regime in the light of statistics for
the life assurance industry as a whole and the Revenues information about particular offices, It
looks first ai the broad features of the I minus E charge and the way these have interacted with
developments in the industry. It then outlines some more technical issues which hove affected the
performance of the current regime, or have been a source of uncertainty or dispute in its
application. It considers finally how the current regime affects offices and their policy holders, and
the position of life assurance policies in the wider market for financipl products.

Developments in the Industry

6.2 The statistical outline at Annex A highlights two major developments which in recent Vs
have affected the performance of the current regime. First, there has been a major shift in the
composition of investment returns brought to account by life offices, away from investment income
towards investment appreciation, This reflects both a shift in portfolio composition from
fixed-interest securities towards equity and property holdings; and also a shift in the composition
of the return from any given mixed portfolio (3s evidenced for example by the changing
relationships between income yields from gilts and equities). Secondly, there has been a change in
the impact of expenses in the [ minus E base both for the industry as a whole and markedly so
for some individual companies. This reflects both a long-term change in the relationship between
néw business and initial expenses (from, for example, changed commission structures) and, more
recently, strong real growth in new business, and in the past high rates of inflation,

6.3 Both these factors have tended to reduce the vield of the F mimus E charge. On the one hand,
the change in compaosition of investment returns affects the timing of the positive components of
the tax base. Income, historically the dominant element, is taxable as soon as it arises. Investment
appreciation accruing o the office is not taxed until the assets are realised, and the timing of this
is largely under the control of the office. Realisations can be, and in practice often are, deferred.

6.4 On the other hand, the negative elements in the tax base - the deductions for commission and
other expenses - remain deductible immediately as they arise. Moreaver, since relief for EXPENSES
was introduced in 1915, the trend has been for the element of immediate expense attributable o
new business (o increase as a share of the new premium income secured. Strong prowth in the
nominal value of new business, such as in recent years, thus has & large and immediate impact
on I mime E,

6.5 The graphs at Annex B show the effect of these factors in recent decades. The proportion of
total gross investment returns coming into immediate charge has fallen, while substantial initial
costs have remained immediately deductible in full, So the net 7 mimes E hase has fallen more
than proportionately The graphs may in practice understate this effect since they include pension
business {where expenses are often significantlv lower than for ather ordinary business), Expenses
attributable to taxable ordinary business must now account for more than half of gross taxable
incame.

6.6 This development shows up more starkly at the level of individual companies. Tax-deductible
expenses exceed taxable income and gains for many companies, and have in some cases done s
for a period of years. OF the sample of major companies reviewed at Annex C, a quarter will have
paid, at most, no more tax for 1985 and |986 than they would have if they were charged solely
by reference to their commercial profits and returns to policy holders were disregarded altogether,
Of theze, some offices pay no tax at all, and others only enough to cover the tax credit on their
dividends. These companies are by no means all {as historically they might have been) mew
companies whose existing business s not yet generating much income, or offices writing industrial
business which is intrinsically expensive to service. They account for a substantial share, around
23 per cent, of total UK life funds, and write business which is bath profitable and generates
substantial net investment returns to policy holders.




6.7 One consequence of this is a tendency for the total tax burden on the the industry 1o fall very
unevenly between offices, Thiz can be shown by ranking offices by reference to the relationzhip
between their tax liabilities and their assets referable to taxable life business. For 1985, abour a
quarter of the indostry's tax bill fell upon offices which accounted for only a tenth of taxable
buginess and about half the industry's tax was paid by companies writing only & third of taxable
buziness. The position for 1985 looks to have been much the same.

Relief for expenses

6.8 This situation raises the question how far immediate relief for all expenses remains appropriate.
About two thirds of the total expenses (including pension business expenses), or some £3 hillion
out of E4% billion in 1986, goes in initial commissions and other selling expenses. No comparabie
relief is available for initial costs and commissions in the case of direct investment, or other forms
of collactive investment: relief may be available for CGT purposes when the investment is
ultimately realised, but no relief is available againat income from the investment. Still less, unlike
the case of life assurance, can the initial costs of new entrants in a collective investment be st
against the income aceruing to existing participants. Whether this advantage is reflected in lower
net of tax costs for policy holders, or in higher marketing costs than other financial institutions
<an afford, it must tend to distort competition and the size and distribotion of the tax burden.

6.9 The effect is hard to measure. But a comparison with the suthorised unit trust regime gives
a feeling for the scale of it. I the investment income derived from non-pension lifs business wers
taxcd, expenses relieved. and capital gains excmpied, in the sime way as authorised unit trost
income, expenses and gains, the yield in recent vears could have been between two and three times
greater than it was, Even if tax were chargeable only at the basic income tax rate rather than the
full Corporation Tax rate, the yield for 1985 and 1986 would have been in the order of £1400m
and £1500m, as against the industry's total UK tax payments of aboot E520m for 1985 and an
estimated ET00-800m for 1986,

6.10 This is only a partial comparison, It disregards, on the one hand, the further 1ax a unit trust
manager would pay on profits, and the higher rate tax and CGT which would be payable directly
by some unit holders. On the other hand, it disregards the tax credits which would be payahla t
unit holders below the tax threshold, and the (relativelv small) further vield caollected from soms
life policy holders under the exit charge regime. MNor does it take account of tax reserves held by
offices against contingent liabilities which in principls may one day become payable on a substantial
scale. It also, of course, disregards behavioural effects - premium inflows, expense levels, and the
compasition of life office portfolios would all, no doubt, be different if the life assurance tax regime
were radically different,

6.11 All that said, however, the relative magnitudes are such as to indicate quite clearly that the
current treatment of life office expenses leads to a tax yield substantially lower than the wider tax
regime would collect from a similar level of investment handled in cther, but not expressly
tax-privileged, wavs,

Capital galng

6.12 The position of capital gains made by life offices is rather more complex, Life offices can
and do defer realisations of capital gain. But so can individuals investing directly or for example
in unit trusts, The difference i that individuals can defer realisations only until such time as they
withdraw their gaing in cash; life offices may be able to defer realisations even beyond the point
where the relevant appreciation is paid out as benefit to policy holders. An office with strong cash
flow can meet its cash obligations without having to sell investments. Moreover, there may still be
sufficient cash left over for new investment to permit substantial changes in portfolio composition
(including for example participation in new share issues) without existing holdings having to be
sold to finance them. In 1986 for example ordinary branch premiums and invesiment Income
Ej_r.ﬁgedad outgo on expenses, commission, tax and payments to policy holders by around £13
L LLROT.

.13 Life offices like other investors do of course dispose of assets from day to day in the normal
course of managing their portfolios. For many offices, however, occasions of charge may arise only
from such portfolio switches and not (a5 they do when CGT 15 churged at the level of the personal
investor) when gain flows out in cash to individuals, Moreover, even when gains arc realised, they
do not necesearily come into effective charge to tax. Some offices have sufficient relief for cxpenses
available to cover realised capital gains as well as the whole or a large part of their income; others
keep their realised gains out of charge by holding their asscts at one remove in a unif trust (see

paragraph &.33 below),

6.14 Against this when Iifc office capital gains attributable to policy holders do come into effective
charge to tax they are taxable at 30 per cent from the first pound, whereas gains realised directly
by persomal anvestors would commonly suffer no CGT hakility given the beneht of the initial
exempt amount. Even in 5o far a5 there 13 hability, the rate may oow be 25 per cent only. To some
exlent, therofore, the effect of deferral by bife offices may be offset by the reliefs available against
other sources of capital gain,

6,15 This relatively high rate of tax on life office gains attmibutable o policy holders has important
implications for offices in managing their affairs, which are discussed at paragraph 6.37 below But
it does nof necessarily imply substantial immediate fows of tax w the Exchequer: the svidence
sugpests that in practice the possibilities for deferral outweigh the differences in effective mate
comparad with other forms of imvestment,

6.16 It is difficult to quentify these effects as the avzilable statistics do not reveal relevant
information about the present situation, and it is impossible to estimate the extent to which gains
would have been realised if similar saving flows had passed {contrary 1o the fact) through other
channels. One particular problem is that the current statistics are informative about the investment
appreciation brought to account against liabifites, but rather less so about the extent to which
current benefits are financed out of appreciation. Available figures do however throw some light
on the sieation. In the six year pericd op to December 1986 the value of UK life business assets
increased from roughly £50bn to £150bn plus. Net capital appreciation (that is, asset appreciation
adjusted w exclude net new investment by policy holders and reinvested income) accounted for
about £50bn, Something over half of this appreciation wasz brought to account to fund benefits,
and it is evident that the £45bn or 20 policy benefitz paid in the period must have bean financed
o a substantial degree by capital appreciation. In the case of with-profits husiness, this s
conlirmed by the fact that terminal bonus - the main way in which appreciation is reflected in
policy benefis - has come 10 account for a very significant part of the benefits on maturity,
accounting for as much as half or more of the toml policy procesds on longer term policies with
SOME COMPanes.

6.17 Against this backgronnd of substantial appraciation both aceruing to offices and paid out as
benefits, and even allowing for inflation and the tax-exempt status of some assems and classes of
business, the chargeable gaing realised by life offices look low Inland Revenue survey data for
taxable (non-pension) business suggests that the gains chargeable o tax totalled about £2bn for the
most recent two years together, 1985 and 1986, as compared with investment income of about
E12bn, underlying appreciation of about £20bn and policy benefits paid of roughly E15bn. This
suggests that realised gains were at best keeping broadly in ling with gains paid out, at a time of
very buoyant and active equity markets, and that few or no gains were realised in respect of the
very much larger amounts of appreciation accruing to fnance furure policy benefits.

6.18 The next step, looking at the actual tax yield from life office gains, is complicated by the
fiacts that gains are taxed as part of a single computation of income plus capital gains less expenses,
and that as a matter of mechanics expenses are set off against gains after unfranked investment
income but before franked investment income. So some companies may pay tax on gains, but only
because expenses have already sheltered all or a large part of their unfranked income; others pay
ng tax on gains, bul capital gains at the margin still alter their overall tax position by affecting
the relief available against franked income. It is therefore difficult to quantify the current tax yield
from life office gains considered in isolation,



6,19 One thing can however be said; fax on gains does not redress the overall balance of the |
mpimus E base, For the industry as a whole, and for the majority of individual companies, realised
gaing in charge have in rocent years been substantially outweighed by the relief availahle for initial
expenses; hence the conclusion set out in paragraph 9.9 that in relation to its size the industry
pays considerably less tax than competing investment institutions such as authorised unil trusts
which are wholly exempt from tax on gains.

Future developmenis

6.20 It could be argued that the impact of all these factors has been particularly marked in recent
years. The relationship between J and £ has reflecied inflation and strong growth in new business:
the importance of the capital gain element in investment returns has been exaggerated by the
presence of large unrealised inflationary gains and by buoyant markets. For the future, it may be
that real growth in new business, and hence in E, will not be sustained at recent levels: continuing
low inflation rates will be reflected in the growth in nominal £ 7 will build up as recent new
business matures; and (following the 1988 Budget proposals) only real post- 1982 capital gains will
be chargeable, and they are likely to show long-term growth rates muech lower than those in the
past bew wyears,

G621 All these consideérations have some force. Given the long-term nature of the business,
however, they are likely - even if entirely valid - to take a considerable period to work through
in full. Moreover, they affect only the quantitative impact of the factors discussed in this Chapter,
rather than their character: so long as new business continues to be written, and policy benefits
continue to be paid out of an ongoing common fund, this will result in some degree of distortion
in the incidence of tax berween offices, and between life assurance and other fnancial institutions
and produocts, and in a significant loss of immediate yvield.

Technlcal difficultics with the 1 minus E base

6.22 Az well as the impact of the factors discussed earlier in this Chapter, the tax regime has
suffersd from same technical problems and uncertainties.

a) Pension and annuity business

6.23 The share of ordinary business income and gains attributable to pension policy holders has
0 be identified and excluded from the / mimus E base, since a life office’s income and gains
referable to pension policies are exempt from tax. This is currently done by reference to the mean
funds or mean lLabilities of the office in respect of the different classes of ordinary business
(“mean” indicating the average of the beginning and end-year figures: “funds™ and “Habilities™ are
alternative measures of the respective weights of each type of business).

6.24 The profits of the office from pension business are, however, taxable as part of the T mimus
E base, since they form part of the réturn to shareholders or o holders of taxable non-pension
with-profits policies. These profits are calculated and added to the § minus E base without any
deduction for pension business expenses. This avoids the need for these expenses to be separatety
identified or apportioned. Instead, all ordinary business expenses are deductible as E in the T mimus
E base.

6.25 This should produce the right overall result 50 long as the pension profits for tax purposes
are @ realistic measure of the tree profits before expenses. There are two potential weakneszes in
common computational practice which put this in doubt, First, the pension profit computation
includes only realised investment gains, while the deduction available for pension liabilities (if not
adjusted) reflects investment appreciation brought 1o account by the office whether realised or not,
The amount brought to account may be greater or less than the gains realised. But it has often
been significantly greater and it seems likely that this will continue 1o be the case. Some companies

maintain, wrongly in the Revenue view, that they are entitied fo the benefit of the disparity
between the chargeable and deductible components of the pension profits tax base. In practice this
would mean that pension business generating significant commercial profits would show artificially
depressed profits, or even Iosses, for (ax purposes.

6.26 The second question arises on the interpretation of the curreat legizlation which allows a
deduction fiar amounts both “allocated to” and “reserved for™ pension policy holders. The precise
effect of these words is a matter of dispute hetween the Revenue and the industry, But an extreme
interpretation would allow both a deduction for the amount shown as “allacated™ to pension policy
holders, as an addition to the actuarial reserves disclosed in the office’s accounts, and also an
unlimited further deduction for amounts shown a3 surplus in the offices own accounts but
nevertheless “reserved™ by directors’ reselution, The result (on this extreme view which the
Revenue does not accept) would be that offices could reduce their taxable pension profits before
expeengss more or less at will,

6.27 These two issues raise the possibility that pension profits may be dignificantly undertaxed,
Or, pomng further, that profitable pension business may not only pay no fax but may not even cover
its own expenses for tax purposes so that all or a substantial part of the pension business BAPEnSEs
could go to reduce the life assurance tax base. Similar problems (although in absclute terms rather
less gignificant) affect the tax treatment of general annoity business.

b} Heassurance srrangements

6.28 Commussion may be paid on the reassurance of life assurance risks in much the same way
as 1t is payable in the case of direct assurance, except that it is payable not to an intermediary
for introducing the two parties as in the case of direct business but back to the cedant company.
Alternatively, reassurance may be written for a net premium with no commission. The difference
haz no effect on the pre-tax position of the parties, but it is claimed by life offices to have tax
consequéences. Reassurance commission paid is usually claimed as @n expense while commission
received is set against other expenses paid. So reassurance on commission-paying terms has in the
past been used to shift management expenses from offices which cannot enjoy immeadiate effective
relief for expenses to those that can. This would apply for example where the motional Case [
restriction is operating to restrict the amount of expenses allowed. The reassurance premium rates

may then be set so as to pass the benefit of some of the reassurer's extra tax relief back to the
cedant.

6.29 So long as the reassurance is written between UK companies, the amounts at stake from such
':":ﬂml':'r.issiun buying”, although substantial, are limited by the total unrelievad expenses for the UK
mdu_su-y a5 a whole, even il the arrangement withstands challenge by the Revenue, But it is also
possible 1o accept inwarde reassurance on commission-paying terms from overseas life companies.
Where (as will generally be the case) the cedant company is located in a jurisdiction which taxes
life assurance on a different basis from the United Kingdom, UK companies may seek to secure
substantial extra tax relief for commission paid without the cedant company suffering any, or any
pProporionate, carresponding extra tax charge, Reassurance on these lines can be arranged so as
o generate little addition to the taxable income and gains of the UK reassurer while at the same
ume minimising the risk passing,

6.30 Reassurance arrangements made by a number of companies are currently being reviewed in
the light of existing case law, Even where there are no factors present which might expose the
drrangements to challenge, it might be thought anomalous that the choice between effecting
TEQISUrAnce on commission paying terms or otherwise should have important tax CONSECUENCES
when it has no other consequences of substance,

6.31 Reassurance arrangements can also serve to transfer taxable income. For exampls, a company
with unrelieved management expenses can import additional income by accepting investment-rich
reAssurance business for o net premium, with no commission. The acceleration of effective relief
for E allows the bosiness to be written on mutually attractive terms,




632 As with commissions, the risk of distortion is particularly acute where reassurance is written
across the border between the UK and foredgn tax regimes. In such cases, a UK office may reduce
itz taxable income and gains by ceding business outwards to an overseas reassurer, who may face
no commensurate increase in tax liability under his domestic regime. Investment income and gains
pccruing to the resssurer are wltimately received by the UK office in the form of reassurance
recoveries, which do not form part of the [ minues E base, and 50 UK taxable income and gains
are reduced absolutely, and not just rearranged.

&) Capiial gains

.13 As paragraph 6.13 noted, some offices hold assets at one remove in the hands of an authorized
unit trust in which all or most of the units are owned by the office and which is under the
management of an associated company (@ ‘captive’ unit trust). So long as the trust qualifies for
authorised status - which is possible without selling any, or many, unis directly o personal
investors - there is no tax on capital gains realised by the trusi, and there i no charge on the
office in respect of increased unit values until the units are realised by the office. The result is
that an office can defér tax on any gains arising from the day to day management of the portfalio
held in trust, o long as it can avoid sefling units. For an office with adequate cash flow from
premuums, that may be possible into the foreseeable future,

d) Corporate profits and notional Cage 1

0.34 The nolional Case [ charge is intended a3 a minimum charge based on the corporate profils
of proprietary companies. In many cases it fails to achieve this purpose becapse:

* when the computation is hased on the allocation of surplus to shareholders the unappropri-
ated surplus is left out of account; (this has led to the modification of this traditional
approach in some eases, in order to produce an appropriate minimum charge)

» the computation of shareholders’ profits may be affected by mismatches similar o those
identified in the context of pension business (see paragraph 6,25 above),

6.35 As well as the munimum tax charge, various apportionments between policy holders and
shareholders are governed by the notional Case 7 computation. These are unsound, Because they
are based on the division of surplus, they fail to take account of the investment return inherent
in the valuation of liabilities. As a result, capital gains are wrongly atributed to sharcholders for
tax purposes and, to a lesser extent, dividend income accruing for the benefit of policy holders
may be apportioned to shareholders and used to frank a life office’s distributions. These distortions
are particularly acute where o substantial proportion, or the whale, of the life office’s business is
investment linked.

6.36 Notional Case I does not therefore fulfil its current role effectively A more fundamentsl
question, however, for consideration later in this document, s whether offices should be charged
to Corporation Tax on Case | profits, as other traders are, alongeide a charge on policy holders®
returns in all cases and not instead of it in some cases,

The impact on the industry

©.37 The discussion so far has focussed on the sctual flows of tax to the Exchequer and on the
technical anomalies, uncertainties and areas for dispute in the current operation of the regime. The
uneven distribution of the tax hurden, and the technical problems which arise, are a potential
source of concern to the industry. Special problems, moreover, stem from the long-term characier
of the business offices have to look to potential future liabilities as well as to actual curreni ones,
A life office has o deal fairly with successive generations of policy holders while at the same time

securing its own solvency The problem for the industry can B¢ seen most clearly i the case of
investment-linked policies. The policy premiums secure that a given number of units are allocated
to the policy, and the policy holder's ultimate benefits are set by reference to the income and
investment appreciation aceruing to the units over the period of allocation. But in fixing the
benclits due to a departing policy holder, 3 deduction from the full market value of the linked
fund is made to provide for future tax ligbilities. This provision must be made apainst the tax on
gains accrued to date which may ultimately be payable on realisation of the assets and which
would otherwise full on the offica, or on a later generation of policy holders to whom the units
were allocated.

6.38 Depending on the precise form of the policy, this provision is made sither by a deduction
built into the pricing basis for units or by an explicit deduction from the policy benefitz, Either
way policy holders are effectively suffering tax on account of capital gains, whan they might have
litthe or no CGT to pay (thanks to the annual exempt amount) on personal capital gains. The
paradoxical result is that linked-life policies mav look unatiractive on tax grounds to many
prospective customert by comparison with other forms of investmant, although less tax may
actually be reaching the Exchequer in the short and medium term than in the case of investment
in the available alternatives. The absence of & neutral tax treatment as respects tax on gaing has
been possibly the industry’s most important single complaint about the broad structure of the
exisling repime.

6.39 Non-linked pelicies are in essentially the same position, although no explicit adjustment for
contingent 1ax on gains is apparent to paolicy holders in this case. Offices commenly bring
unrealised investment appreciation to account to fund liabilities and bonus additions. The gxtent
to which this can prudently ba done i constrained by the need to provide for future tax on gains;
and that in turn is reflected in lower bonuses than would otherwise be the case,

6.40 The 1988 Budget proposal for a rebasing to 1982 of the charge on gains will however have
a substantial impact on the reserves needed by offices against tax on gains, In particular, any
reserves (express or implied) held against unrealised pre-1982 gains are not now required. To the
extent that these reserves were retained out of benefits already paid to past policy holders no longer
on the books, there is an unavoidable element of windfall 1o current policy holders fand to
sharehalders) Which should offset in many cases the need to make provision against any further
gims accruing in the short and medivm term.

6.41 Other major concerns expressed by the industry and to be addressed by the review refata to:

= the cumbersome character of the policy certification arrangements which provids that con-
tracts have 10 be vetted in advance to determine whether they are capable of qualifying for
exit-charge exemption:

+ the anomalous effects mentionad at paragraph 6.35 which flow from the use of the notional
Case [ formula to determine inter aiiz tha allocation of chargeable pains between sharchold-
ers and policy holders: and

» the distortions which can arise from the use of mean fund apportionments of INCONE 10
determining the quantum of exempt pension income,




THE NEED FOR REFORM

7.1 It is difficult to make general statements about the life assurance sector and its taxation without
qualification, If there were an obviously right way of taxing the mmdustry, and of quantifying what
the industry as @ whole and particular offices cught to be paving, there would be no need for the
CUFFENt Feview

7.2 The qualifications appear elsewhere in this documeant. The performance of the current regime
iz, howewver, 5o far from consistent with the wider tax system that some generalisatons at least can
be made quite baldly

7.3 In principle, it 15 reasonable to expect that the tax arrangements for life assurance would:

# tax mcome earned for policy holders as it arises, and capital gains, at latest, as they are
reflected in benefits paid out;

» illow tax rebef for the costs of ovestment m terms of scope, timing and effcctive rate,
consistently with that allowed for other forms of investment;

» match the incrense in vield to the prowth in the business, after taking dup account of tax
rate changes i the wider tax system;

o spread the owverall tax burden between offices broadly in proportion to their relative prof-
itability and retarn on imvestments: and

s ensureé that as far as possible the tax effectively borne by policy holders and that actually
reaching the Exchequer are in ling.

T4 A regime which did all this would very largely meel the objectives set out in Chapter 4.
7.5 The picture which emerges in practice 15 very different

» the tax paid by the industry on behalf of policy holders and proprietors is low by reference
o the level of its assets, income, gains and profits, in relation 1w that paid by other
investment media;

=« this it largely because income and realised gains are sheltered by tax reliafs {in particular,
but not only, for initial expenses) to a greater extent than elsewhere, and in part because
significant amounts of gain stay oul of charge altopether in the short and medium térm:

= a5 g result, the increase in tax vield has lagged well behind the growth of the sector;

® thiz shortfall compared with what might be regarded as the appropnate full tax borden is
not spread afb afl evenly over the industry Some offices have padd substantial amounts of tax:
others, while sarning conziderable profitt and returns for policy holders, have paid Litle or
no tax year after year or have paid tax only in step with distributed profits; and

» policy holders, meanwhile, have effectively suffered significant amounts of tax, often more
than they mught have borne if investing in other ways, althongh much, sometmes all, of
this has filed to reach the Exchequer,

1.6 Because of the need for their products to be competitive, this last point 15 as much a problem
for life offices as for the Exchequer. Any reduction in policy proceeds to provide for tax may be
seen as a disadvantage by potential customers and the intermediaries who advise them, whether
ar not tax is actually paid by the life offices. This i3 perhaps the mosl important single probiem
for the industry in the current regime. But there are also a number of other technical anomalies
and uncertainties which cause significant difficulties,

7.7 Contributing to all this is the failure of the tax arrangements for life assorance 1o have adapted
adequately to changes in the industry’s products and underlying investments, in the wider savings
market and in the tax system as a whole, At the same time, weaknesses of o more technical nature
have emerged which have impaired the performance of the regime both directly and indirectly, by
creating opportunities for tax-induced distortions of behaviour.

1.8 Significant changes are therefore now required: the weaknesses cannot be addressed by a
handful of technical changes at the margin of the system but only by a major reconstruction of
the present tax regime for life assurance,

Options for change

7.9 The objectives set out in Chapter 4 require a tax regime for life assurance which deals
effectively both with the corporate profits earned by the office, and with the investment returns
earned for policy holders. The charge on returns to policy holders raises special difficulties, as
Chapter 3 made clear. There is, in particular, no direct relationship in the case of non-linked
policies between the income and capital gains accruing to an office and the amounts reserved for
the benefit of, and in due course paid out to, any particular policy holder. There is therefore a
choice to be made in specifying a tax base for policy holders whether it should operate by reference
to the amounts flowing into the office; the amounts reserved; or the amounts paid out. In the light
of these considerations, the three broad options for reform are:

» taxing each policy (so far as it offers a return on investment) by reference to the circum-
stances of the individual policy holder, as consistently as possible with the tax treatment of
other forms of saving. Corporation tax would remain chargeable on an appropriate measure
of the office’s profit [Option A]

. r.'lhargil'ls tax at source on the investment return to policy holders (calculated on acruarial
lines), possibly with some further charge on policy holders in individual cazes. Here, too, a
separate charge would be made on corporate profits [Option B

= an approach broadly along present lines, collecting tax on policy holders through a charge
0 i.rll:DFE: and gaing received by the office, but modified to tackle the weaknesses and
uncerfambes of the present regime fagain possibly with a policy holder charge in some
cases). The same charge might also recover tax on corporate profits, or they might be subject
to a separate Case | charge [Option C]

These options need not be mumally exclusive.

7.10 These three broad options are discussed in greater detail in Chapters & to 10. Both the second
and third options include the possibility of a limited charge on policy holders, broadly analogous
to the current chargeable events charge. This is discussed in Chapter 11. The implications of these
options for business with an international dimension are discussed at Chapter 12,

T.11 The charge to tax on life assurance commissions receivable and the stamp duty on life

assurance policies raise issues outside the main line of discussion in this document: they are
discuzied in Annex D and Annex E,




THE BROAD OPTIONS FOR REFORM

A. TAXATION OF INVESTMENT RETURNS IN THE HANDS OF
THE POLICY HOLDER

E.1 Full consistency of tax treatment betwesn life assurance and other products could probably be
achieved only if the imvestment return on life policies bore the same amount of tax, at the same
time, as would be due from the policy holder in question on 3 similar inveastment refurn from direct
imvesiment, or from investment through other institutions. In a svstem of annual taxation at
progressive rates, this in twrn would require the investment return to be taxed as it arose whether
or not it was withdrawn in cash; and the return on each particular policy to be taxed at rates
determined by reference to the relevant policy holder's total income and/dr taxable capital gains
for the year.

£.2 As already indicated in the discussion at Chapter 3 this approach would be likely to run into
acute concepiual and operational difficulties, There i3 - at least 10 the case of palicies which are
not investment-linked - no rght way of computing the income, expenses and realised capital gaing
acoruing to any particular continuing policy in a given year. It might be possible 1o develop some
rough overall measore of the year-by-vear investment return: for example the imcrease in the
surrender value of a policy over the course of the vear, less the premiums paid during the vear,
sefs a hower bound (if often an unrealistically low one from a tax standpoint) fo the roll-up accruing
o a continuing policy. Even then, o tox charge on the undifferentiated accruing investment refurn
would at best only approximate to the income tax on income received, and the capital gains tax
on capital gains realized, which might be payable in any particular case from a similar Oow of
investment in another form.

E.3 However these technical and concepiual problems were tackled, a system of universal annual
imputation 10 policy holders would certainly be complex: impose significant operational and
compliance costs on offices, policy holders and the Revenue; and give rise to difficult transitional
problems. In short if offers no prospect of an improvement in performance spfficient 10 outweigh
these disadvaniages.

8.4 Alternatively tax might be charged only on the surrender, claim or maturity of all policies (and
not just those currently subject to an exit charge). This would similarly have to be applied without
distinguishing between the income and gains elemenis in the net proceeds recaived by the palicy
holder. The charge would not reflect the differing rates that might otherwise have applied to the
underlving imcome and gains, and the rate would have to be adjusted to take account of the mx
free roll-up of income and gains and of the tax deferral. Such a svatem would be costly to
administer and would imvalve a substantial loss to the Exchequer for many years.

Investment linked business

8.5 Chapter 3 also supgests however that the halance for option A might be more favourable in
the case of investment-linked palicies, Because of their close competition, it is there that neutrality
between life assurance and othér investment i¢ most important, And it is there that the current
regime is most clearly perceived by potential customers as biased against life assurance.

8.6 The terms of an investment-linked policy make clear what units stand allocated 1o the policy;
exactly what mcome and gains accruing to the linked assets are to be reflected in the policy
benefits; and what deductions are to be made from the policy benefits on account of expenses and
death benefits. The overall effect is thersfore substantially equivalent to direct investment in an
authorised wnit trust. Accordingly, the tax regime for linked policies could be modified to provide
broad parity with unit trust investment. The income of each linked fund would be taxed as if it
were an authorised unit trust, with an appropriate tax eredit for the policy halder, who would pay
income tax year by year at the appropriate marginal rate on the income atributed to him ar her

for the year. An exemption analogous to that for authorised unit trusts would be available for gains
realised on linked assets: policy holdars would be liable to CGT on any realisation of their intersst
in the paliy

8.7 More detailed points for consideration include the treatment of

s recurrent management charges. The authorised unit trust analogy suggests that these should
be deductible for tax purposes from fund income. Charges made by cancelling units already
allocated might cause complications;

» mortality charges. There would be a case for separating out these charges for which there
would be no deduction from income or gains, the corollary being that any benefits resulting
from such charges would not be taxable in the hands of the policy holder. In principle, any
umt cancellations to fund the charges should be treated as realisations for CGT purposes,

s switches between funds. An analogous switch between umil trust investments would be
treated as a rcalisation and reinvestment for CGT purposes, Rules would be needed to cater
for @ switch from a linked fund onto, for example, a "unitised with profits” basis.

£.8 The life office would maatis surandis be taxed in broadly the same way as the managers of
other coliective investment vehicles. Charges made by the office (including, for example, the
bidpifer spread on new allocations) would be treated as trading receipts of the office. Expenses
of the office in acquiring new business and managing existing business would be deductible, Al
these detailed issues would add some complications to the basic scheme, but it seems unlikely tha
satisfactory solutions could not be found.

8.9 The advantages of this line of approdach would be that

w Che eﬂ'?cti-.-: tax burden on Life and other products would be more closely aligned, so
answening the current compluints of the industry that the present rules may make their
products unattractive for some prospective purchasers:

= the system would reduce rax-induced distortions of behaviour, secure fairer competition
heman_ﬁnancial products and institutions, and protect the Exchequer against the erosion
of tax vield which may flow from tax disparities between life and other products;

= the rulu:_wut-d be more adaptable to future changes in the tax system since an important
class of life policies would be subject to the same rules as other forms of saving,

* the system would go with the grain of Government policy for financial services, by offering
a more prédictable tax treatment for the life policies affected and one mare clearly consistent
with that for broadly equivalent competitor products; and

* the new approach would be both more effective and more intelligible than the current rules
fior qualifying policies and chargeable events which would no longer need to be applied w
linked policies.

B.10 The dissdvaniages would be that

* the change would involve new compliance tasks for offices in accounting for 1ax on their
internal funds, and in passing tax rewrn information to their policy holders year by year:
and for those palicy holders liable to tax in excess of the credit available (or seeking paymeani
of credit) there would be corresponding tax assessing work for the Revenue.



= it might be argued that it would be objectuonable i require tax at the higher rate during
the term of a policy, when the policy holder might have oo right o withdraw cash from the
policy to meet the lability, or be able to do 0 oaly on unattractive terms; and

o more significantly, authorised wait trust treatment would secure greater consistency of tax
treatmient between linked-life policies and other sorts of investment only ai the expense of
introducing some new inconsistency of treatment between lmked-life and other life products,
Just a3 investmeént bonds aré ¢loge substituies for lump sum wnit frust investments, some
linked policies - for example, the long-term regular premium policies specially designed to
partner endowment mortgages - compete closely with conventional with-profits policies,

§.11 Transifion. Also for consideration would be the applicaton of a changed treatment o linked
policies already in force. It would probably be undesirable to keep two regimes running side-by-
side for similar policies for what might be an extended period. A change in tax treatment need
not be offensive in principle so long as it applied on & strictly prospective basis only o futare
income and gains.

.12 It would however be difficuli technically and operationally o effect a clean tramsition for
existing business, on this sirictly prospective basis, without at the same time allowing substantial
contingent Iabilities accrued wnder the current regime to fall out of charge. Moreover, particular
problem cases, such as policies which have already been subject to part surrenders within the
current chargeable avents regime, would raise special complications. And the objection that some
podicy holders would have higher rate tax fo pay before receiving any policy benefits would have
real weight in the case of policies already in force, and might in extreme cases cause genuine and
unexpected difficulties. Om the other hand, applying unit trust treatment only to new policies might
cause problems if it were desirad o link both old and new policies to the same internal fond.

Questions for consideration

B.13 Thxing policy holders directly on the investment return on their policies as it builds up has
to be ruled out. But it would be feasible to apply to investment-linked policies the current tax
treatment of authorised unit trusts. This would however be at the cost of introducing a new
discontinuity between the tax treatment of linked-life and traditional life policies. Furthermore,
transitional difficulties would be created by a decision either to run the present system for existing
policies alongside a unit trust type system for new policies or to sdapt the present regime for
existing policies to the new one, The gquestion 1o be answered therefore is whether wavs can be
found of resolving these problems, or at least mitigating their impact, so that they do not outweigh
the real advantages which could be gamned from thiz option,

. B. AN ACTUARIAL APPROACH TO THE TAXATION OF

CORPORATE PROFITS AND THE INVESTMENT RETURN
TO POLICY HOLDERS

9.1 If it is indeed not in general feasible fo fax the investment refurn from life assorance at the
level of the individual palicy holder, tax on policy holders® returns must continge 0 be collecied,
entirely or in large part, through a charge at the leval of the life office (the extent depending on
the future of the exit charge to be discussed in Chapter 11)

8.2 This chapter looks at the implications of tackling the task by adopting the reverse approach
to the current regime. That is 1o say, il 5815 oul to devise a tax regime specifically for life assurance,
resting on the concepts and measures which the industry itself uses in the build-up of obligations
to policy holders and the profits of the office, rather than as at present starting with the rules of
the wider tax regime and attempting to fit them to life assurance. The aim would be 10 mest as
many of the requirements in Chapter 4 as possible.

9.3 The general approach would entail two separate tax charges, so that

® Lheé aggregate investment return 1o the policy holders” fund would be taxed separately, as a
substitute for personal tax calculated policy by policy: and

o the life office would be taxed on its profits, calculated on broadly commercial lines, at
corporabion tax raes and sulject to the imputation machinery

9.4 A major disadvantapge of the current tax base is that it does not reliably reflect the build up
of policy holders’ returns. An alternative starting point would be a life office’s own acconnts and
Statutory returns, The life office’s assesament of its obligations to policy holders iz exprossed in s
mathematicsl reserves. These measure that part of the life office’s assets to be regarded as
committed to meet liabilities w pelicy holders. These liskilities are calculated on an actuarial basis
a3 (broadly speaking) the difference between the present value of the ultimate benefit to policy
holders, less the present volue of future premiums. The mathematical réserves are calculated at
annual rests, on an actuarial basis not less strong than is specified by Regulation,

9.5 From one year-end to the next, the office has to provide for

® the increase in mathematical reserves (that is, in liabilities) in respect of continuing policies

the establishment of an initial mathematical reserve in respect of new policies

* the expenses of the business, and

the cash actually paid out on claims or maturities and surrenders.
The office has to finance this out of
» premiums paid

* investment income, investment appreciation or other profits accruing to the office and
earmarked for policy holders

e reserves of past investment appreciation or capital introduced by shareholders, or




o reserves released in respect of policies that become clzims, maturities or are surrendered,

9.6 Tt follows thal the incoms and gains representing the poficy holders’ return on their premiums
in any given vear can effectively be measured by

e the closing mathematical reserves (including reserves in respect of profits allocated 1o policy
holders out of that vears surplus)

® Jggs | the opening mathematical reserves
* @38 : premiums receivable
* plos @ clasms, mafurities and surrenders payable,

B Thi_s measure could form the tax base for the purposes of 2 charge on the policy holders” return
{excluding pension policy holdersy: for convenience herealier called “Schedule X™

Baszis of ¢nlcolation of Schedule X

#.§ Schedule X could be calculated on either a global or a policy-by-palicy basit: each would have
advantages and disadvantages. For a single new policy in its first vear, the Schedule X hase would
be equal to the closing mathematical reserve on the policy, less the first vear's premium. Depending
on the characteristics of the pelicy and the office’s valuation basis, the Schedule X ecalculation
could produce a negative figure because of the incidence of initial expenses. If the Schedule X
base were calculated on 3 global basis, these negative figures would go to depress the tax otherwise
due in respect of existing policies showing a positive Schedule X base. This would introduce 1
d:gl:rue of tax deferral on account of new business analopous to that arzing under the present
regime from the immediate sideways refief for initial expense: of management,

9.9 This effect could be avoided if' the Schedule X base were ealculated individually policy by
policy, with negative values available for carry-forward and set-off against positive Schadule X
?all_he:s for the policy in later vears. In this way, no tax would be due in respect of any particular
policy until the build-up of reserves reflected a positive net investment return on the policy. This
?ppmu::h would however generally give early relief for the full acquisition costs of the palicy, which
1§ generous - on the arguments in Chapter 6 - by comparison with the deferred, and possibly
In:mt:td. reliel available for scquisition costs of other investment products. But it would at least
eliminate the tax deferral arising under the existing regime from sidawsys relisf,

2, “’. In practice, a separate computation for each policy is likely to be unacceptably cumbersome.
Tt mught be possible o reduce compliance costs by dividing policies into broad classes by duration
in force and type of policy, calculating an aggregate Schedule X hase for each ¢lass, but allowing
no set-off by way of sidewsays relief for negative Schadule X values between classes.

Discussion
9.11 The advantages of Schedule X would include the following;

* The charge in any year in respect of a particular policy or group of policies would reflact
the development of the relationship of the office with it policy holder(s) as it appears in the
ﬁl'l'il::e"s own books. Unlike the current F minus E basis, the liability would not be affected

5

o the office’s record in attracting new business (and hence new initial EJ;

e its cash flow position and henice its ability to defer the realisation of chargeable capital
gain.

# Because tax liabilities would accordingly reflect more closely actual investment performance,
the charge might be thought fairer as between offices and as between policy holders.

= Many of the technical and computational complexitics and uncertainties of the current
regime would be eliminated or eased. The charge itself would be based on accounting and
actuarial processes and results alreadv required for other purposes. It would identify the
investment return o policy holders by measuring the growth of the office’s liabilities less
the net cash inflow on policy holders' sccount. As an accounting identity this measure cughi
to match the total net profits, income and gains accruing to policy holders. It would no
longer be necessary to compute, and eliocate between policy holders and shareholders, each
individual component of income, profit, and gain and their respective expenses separately
a5 under the current regime,

= Schedule X would thus avtomatically collect tax on an appropriate share of pension and
annuity profits and miscellansous income where these go to benefit with-profits policy
holders. 1T these profits were available o support a faster rate of bonus addition than would
otherwise be possible, this would be reflected in a faster growth of the office’s mathematical
reserves, 4 larger Schedule X base, and more Schedule X tax. No separate calculation would
be necessary

# The possibility of an artificial spillover of pension/annuity management expenses would be
removed. The Schedule X base would elfectively reflect the expenses actually borne by the
ordinary life policy holders. Again, no explicit allocabion of expenses would be required.,

» If calculated on gross liabilities to policy holders (that 15, without deduction for hiahilites
reassured, and without regard to reassurance labilities to cedants) the charge ought to avaid
the distortions arising from outward reassurance and commission buying arrangements,
Similarly, it would not be affected by the use of unit trusts to shelter capital gains arising
from portfolio switches.

» It could doverail with a reformed Case [ charge on the lines 1o be discussed below

9.12 There would however be significant disadvantages which are in many ways the natural
counierparts of the possible advantages, so that

® because the Schedole X charge would be specmlly designed for the characteristics of lile
assorance, it would fend not to be consistent with the wider tax system as it applies to other
investments:

® becauze it would be charged at the level of the life office it would take no account of the
personal circumstances of the individual policy holder;

e moreover; bacause the charge would be based on the measure of undifferentiated imvestment
returl it would operate on the investment appreciation recognised by the office and accerd-
ingly fail to reflect fully the CGT rules applicable to individual investors {for example a
charge on reahsation only, the indexation allowance and exemption for seme gains);

s similarly, because of the absence of differentiation of the components of the imvestment




return, it would take no account of income already subjected to foreign tax or of the
availability of capital allowsnces in certain circumstances;

* it might encourage behavioural changes by offices with possible adverse implications for the
prudential supervision of the industry; for example in the extent to which investmen: = ¥
(whether accrued or realised) are brought w account and reflected in mathematical reserves
{with implications for the balance between reversionary and terminal honuses and the need
for mismatching reserves). On the other hand, competitive pressures and the interaction with
Case T would tend to counterbalance such potential behavioural changes.

Devising adjustments for tax purposes to the investment retern in life office revenue accounts to
meet these disadvantages would significantly complicate the calculation of the charge,

9.13 The teansitional arrangements for 4 thange to the Schedule X basis for policies then in force
would entail the establishment of an opening figure for the mathematical reserve. The Schedule X
charge could then be calculated in an entirely prospective manner on the basis of premisms
receivable, claims payable and additions 1o the reserve from that paint on, Decisions woold be
nezded howsever on, for example, the treatment of

» unallocated surplus (il any) at the dme of the change over

= past realised capital gains, to the extenmt not recognised in the life revenue account up to the
change over

= unrealised capital gains up to the date of the change over,and
» unrelieved management expenses ar that date
Rate of charge to Schedule X

9.14 Separate tax bases for the corporate profits of the office and for the investment return accruing
o policy holders would enable the tax rate for the latter to be untied from the CT rate. No single
rate could be exactly right for all policies and policy holders. Nor would it be possible to compute
a rate which would be verifiably right in the agerepate, as it is for example in the very mipch more
straightforward case of the composite rate on deposit account interest. Where the rate should be
set would be a matter of judgment in the light of the detailed specification of the Schedule x
base; other relevant features of the life assurance package (such as the future role of the exit charge
at the higher rate in Chapter 11} tax rates in the wider regime; and trends in inflation and in the
mix of life assurance investment returns. In current circumstances the rate might fall somewhears
in the range from the basic income tax rate of 25 per cent o around |5 per cent, to reflect the
contribution of nominal investment appreciation, as well as interest income, to the Schedule X
basa, Where the rate might be fixed in this band would depend on whether adjustments to the
Schedule X base were made to cater for all, or some, of the faclors ar paragraph 9.12,

Caorporation tax on life office profits

9,15 The taxation of the profits of life offices is conveniently discussed as the second leg of Option
B since:

= a Case I charge would be needed w complement Schedule X which would tax only the
policy holders® interest in the business:

» Schedule X has been designed to fit with a Case | charge on life office profits;

# life affice profits are necessarily based on an aciearial assessment of the state of the offices
affairs, and 5o rest on the same actuarial concepts and measures discuzsed in the Schedule
& context,

%.16 The question of a Case | charge arises, however, whatever approach is adopted to tax on
policy holders® returns. The basis of charge discussed below it valid whether or not it is
accompanied by Schedule X. And the issues and problems identified at paragraph 9.20 below:, plus
others which the Case I/Schedule X pairing is designed to aveid, will still need to be addressed
however policy holders’ returns are taxed.

917 A Case | charge would be designed to impose corporation tax on the office’s Case | profits
from operating the life assurance business, including any profits from pension and peneral annuity
business. The Case I and Schedule X charges would have to dovetail so that

» 85 3 protection to offices and their policy holders there would be no double taxation of Life
assurance. The Case | tax base should thersfore exclude any income, profit or gain appropri-
ated to policy holders and taxable as such (and also exclude the tax itself);

= 85 a protection to the Exchequer, nothing would fall out of tax altogether, The Case 1 base
should include any taxable profits, income or gaing not falling within the policy holders
base, or the tax om it

9.1% These objectives might be met by taking as the starting point the surplus for the iear shown
in the statutory return. The tax charge would thus be basad on the premiums. investment income
and investment gains shown in the life revenoe account, less claims and surrénders, increases in
mathematical reserves (including allocated bonuses) and expenses. Adjustments would be needed:

® [0 certain figures on ordinary Case I principles:
= to tax profits not included as receipts in the revenue account and:
» to allow as a deduction the Scheduls X tax for the year,

The Case I profit produced by this calculation would in a timple case be broadly equivalent to
the surplus allocated to shareholders in the life office’s accounts plus the unallocated surplus shown
in the statulory return.

9.15 All the items which would be positive in the calculations of the Schedule X base. and also
the Schedule X tax chargeable on that base, would appear as daductions in the caleulation of the
Case [ base, Similarly, the items which would be negative in the calculation of Schedule X woukd
be positive for Case [ purposes, Thus the two bases taken together should avoid double taxation,
but achieve full single taxation. Added together the twn new bases would bring into charge
ivestment income, “recognised” gains, and other profits less expenses, thus broadly duplicating
the current charge on [ mimus E and capital Bains.

9.20 The following issues would have to be addressed:

* The need to bring into charge miscellaneous profits feg. underwriting commissions) taken to

IvEStMen] reserve of gimilar accounts; and the need to anglyse the transfers from investment
reserve o life revenue account.

* The possible distortion for non-linked business caused by the difference between investment
appreciplion recognised by the office in its accounts and the basis for charging capital gains.




The Case I deduction for liabilities ought to reflect a consistent approach to the investment
appreciation. which funds those habilities, For linked business the Labilities of the office
already reflect the full appreciation o date of the linked assets (less a deduction for any
actual or contingent tax liability of the office on the potential gain) so that a consistent

approach should be easier to sustain,

« The treamment of any uynallocated surplus carried forward in the life revenus account
Because by definifion it i5 not needed to secure liabilites it would not seem logical
autcmatically 1o deduct it from the office’s taxable profite. Taxing it under Case [ would be
to treat it in the same way a5 undistributed profit of other corporate traders, If and when
allocated, say to with-profits policy holders, the surplus would increase liskilities and thereby
be included as a Case T deduction for the year of allocation. An allgcated surplus would be
allocated to policy holders by way of bonus (and therefore deductible under Case T as an
office lability) or to shareholders (and thus properly taxable Case I},

A deduction would be perminted both for the actual gxpenses (including the initial cost of
acquiring new business) and for the full addition to actuarial reserves {including the element
of expense loading in respect of new policies). Liking a zillmerised valuation basis (see
glossary) might help offser this effect. The zillmerised basis would however have the opposite
effect on the Schedule X baze fof new business,

Destinns for consideration

921 It is theorerically possible to specify separate tax bases for life assurance carporate profits and
for the investment refurn 0 policy holders. Those bases would rest on actuarial concepts which
are mutually consistent as well as consistent with the way life offices conduct their bosins:sz and
measure their state of alfairs. A straightforward implementation of this approach, by sticking
closely to the figures in life office accounts and smmtory returns, would however fail to meet some
of the requirements at Chapier 4, particularly those seeking parity of treatmant with other financial
institutions and their customers. This raises the questions

* whether the required neutrality could be achieved in arriving at the overall tax rate on policy
holder returns; or

« whether instead the tax base for policy holders could be adjusted to produce & more
equitable incidence of {ax without introducing intolerable complexity

9.22 If one or other of these approaches seemed feasible, further questions would then arise for
example whether

* A tax charge based on actuarial measures would have undesirable behavioural implications,
and i so whether and how they might be controlled or mitigated: and

= the transition to a new charge could be achieved in a way fair 1 all parties and manageable
in legislative and operational terms.

223 The final question would then be whether on balance the approach in this chapter offers
sufficient advantage over the alternative of 3 programme of reform to the existing regime to justify
its introduction. The possibility of applving these special rubes to non-linked policies only fas
discussed in Chapter 8} should of course be borne in mind.

C. REFORM OF THE PRESENT SYSTEM

10,1 The ai:.cmalit-e_ o a radical new tax regime invelving the introduction of Echedule X wonkd
be to follow the existing regime by taxing policy holders' investment returns at the level of the
office; through a charge based on / minus E,

1.2 Tax on shareholders might also be collecied as at present through the F mimuy E base: or
alternatively 4 separate charge on corporate profits, calculated on Case 1 lines, might be introduced
to run alongside the J minus E base. This option and the future of the current motional Case J
provisions are discussed at paragraph 10.39 below

"1 minus E*

Iﬂl:3 I?Fs':ﬂsiun of the present system has indicated two central 13sues to be tackled here if the
objectives at Chapier 4 are to be mar

= first the corrections needed to remove the various weaknesses and uncertainties in the
current regime, to engble the hase 1o reflect more accurately the full measure of J mimus K

- Encg_nu!v: l]:_e further adjustments to the J sinus E base, and perhaps to the tax rates 1o be
dpplied which would be needed to achieve a more level playing field as between life
disurance and other products and institutions, and a tax vield consistent with thi size of the
SeCtor,

Technical reforms

10.4 Sme. of the measures discussed below do no mare than cedify cxisting practice; clarify points
of obscurity in the carrent law: or reflect the Revenue's intarpretation of current law where it je
n dispute. The fact that such marters are discussed as candidates for legislative action s entirely
without prejudice o the Revenue's position under the current law. There would be advantage for
the future in setting out explicitly what rulas are to apply, even if that wers to do 0o more than
confirm & Revenue position which might well Be sustainad in htigation under current law

Scope of "1 migus E"

10.5 Measures to ensure that the scope of the I mings E charge corresponds to the agtual extent
of the taxable life assurance business would be an essential component of any reform package.
Thlia w.”{d rule out, for example, artificially increased expenses or misallocations of income and
Baing arising from the current apportionment formulae, The present approach, which starts from
the undivided income, gains and expenses of the whole long-term business, follows the fact that
{95 g rule) J:_mg-l:ﬁm: assets, and the return on them, are not legally hypothecated 1o particular
lines of business. This is reflected in the wily some offices conduct their business; other offices,
htrwev@:r, In practice operate on the footing that particular assets are referable to particular areas
1_:|f' business. In the extreme, if for example solvency were in question, all assets would be availahle
m suppart of any liahilities,

10.6 It has been suggested that, notwithstanding the absence of strict legal hypothecation, offices
shcru_l-:l be given the opportunity to identify the assets, income, gains and expenses anrihu}ame 1o
mrsjt:uh'lr types of business and tha appropriate tax treatment would then be applied to each
business separately, Ancillary provisions waould be needed to deal, for example, with fransfers of
assets from one line of business o another g transfer from the taxable life business w the
tax-exempt pension business would count as 3 disposal and a transfer the other way would establish
a base cost at the value on the date of transfar {rather than the original acquisition cost ar 1982
value) for the purposes of any tharge on subsequent disposal. :




10.7 This appronch would remove some of the anomalies arising out of the current rules, ﬂl'.'l.!l |

would align the tax regime with the way offices actually conduct their affairs. That might both
simplify and improve the system from the industry’s viewpaint. In considering asset disposals, for
example, gains on a particular asset would, on this approach, either be fully taxable, or fully
exempt (if allocated to pension business) rather than, as at present, a mixmre of the two for tax
purposes. It is for consideration in this review whether this approach could be developed into =
workable regime, and whether it could, or need, be made 0 applv to all offices,

Pension and annulty business

10.8 Even if this change were made, it would still be necessary to arrive for tax purposes at a
measure of pension and annuity profits reasonably in line with the underlying commercial facts,
That would involve, first of all, eliminating timing differences berwesn the recognition of invest-
ment apprecition for tix purposes and the corresponding tax deductions for liabilities, bonuses
and claims which reflect such appreciation,

10.9 The amounts deductible on account of pension and annuity obligations would also have to be
restricted o a level consistent with the office’s liabilities, thus precluding any incréase by way of
further reservations for tax purposes only

Components of the “T minus E* base

10.10 Given an initial ground-clearing along these lines, the remaining technical issues in the
taxation of life business proper can be considersd by reference to the components of the F mimus
E basze,

(i} Income

10,11 Following the introduction of the accrued income scheme, the current treatment of Life office
income has become relatively straightforward, Two remaining difficulties would however nead
resolving. Chapter 6 mentioned the effect on the I mimus E base of reassurance ceded 1o overseas
reassurers. It is a central feature of the current regime that investment reerns ultimately paid out
w UK taxpayers are derived from the “taxed fund™ of offices taxable in the United Kingdom.
That iz not the case w the extent that investment returns arise in the hands of overseas reassurers
and are received by UK offices in the form of reassurance recoveries, which are nol recognised
in the ! minus £ base. The most practicable remedy might be to gross up income and gains
chargeable on the UK office in proportion to the relationship between the offices gross liabilities
on direct assurance business and the corresponding net liabilities after reassurance.

10.12 On the second difficulty, the current legislation provides for certain miscellaneous sources
of income (“fines, fees or profits from reversions™) to be included in the [ minus E base by reducing
the expenses otherwise allowable, Some significant additional sources of income (such as underwrit-
ing commissions and faes from stock lending to scourities dealers) are, however, not included in
the | minus E base. These may be taxable on normal Case [ principles in some circumstances,
but it might be preferable to amend the legislation to include them in the tax base in all
CIrcumstances.

(ii) Capital gains

10,13 Chapter & noted thar life offices can effectively realise and reinvest their assets without giving
rise t0 @ charge on any capital gains, by holding their portfolio at one remove in a captive unit
trust. So long as the trust satisfies the normal rules for an authorised unit trust it is exempt from
tx on realisations of gain within the trust. Moreover, 50 long as the office can avoid net
disinvestment from the trust - which it may well be able to do indefinitely - it too will pay no
tax an gRing,

10.14 The current transparent treatment of authorised unit trusts is of course designed to allow
small investors to obtain the benefits of an adequately spread portfolio and professional investment
management without being exposed to two tiers of charge to tax on pgaing, These consideration:
are not relevant o a lifs office. Offices are themselves professional investmen! managers, and in
the case of a captive trust within their own group of companies, effectively reain the management
of the portiolio. Offices can achieve an adequately spread portilio by investing directly without
recourse to captive unit trusts; and no double charge to tax on gains would generally arise.

10.15 The peculiar problems within the T minus E regime for both offices and the Exchequer
caused by the taxation of the capital gains of life offices are considesed at paragraph 10,29 below,
But it is desirable as a starting point to ensure consistency of treatment for all life office assets
and o prevent some offices enjoving an extra degree of tax deferral by interposing a collective
investment vehicle between themselves and their assess in o way nat available to all assets of all
offices, This could be achieved by amending the tax base so as to look through unit trust holdings
of life offices and impute to the office a rateable share of the cepital gains accruing to the trust.
Unit rrust holdings associated with linked policies would not of course be affected by such a
change if they were charged directly on policy holders as discussed in Chapter &,

(iii) Expenses

10.16 Whatever the merits of the current immediate reliel for the costs of acquiring direct
assurance business fas discussed in Chapter 6) it is inappropriate to give similar treatment to
reassurance commissions which are in substance little more than book entries. This points o o
change in the tax base so as to disregard all reassurance commissions paid or received. It would
then be immaterial for tax purposes whether reassurance was written on COMMIss IoN-pPaving ferms
or naf,

10.17 Similar issues arise in relation to commissions on direct life assurance business. Under
cerlain practices commissions may be received by a proposer: for example. where an agent arranges
cover for himself and receives “own commission™. Or the commissions may be passed back. in
whole or part, by an imermediary; for example, by obtaining for the proposcr 3 highar sum
assured, or unit allocation, than would otherwise be available for the same gross premium. The
implications of these practices are discussed in more detail af Annex D,

Revised tax base

10.18 Action on the issues set out above would B0 some. way toward meeting the objectives in
Chapter 4. But it would still leave two fundamental problems. One of these is that, so far as most
policy holders are concerned, the tax rates imposed by the present charge compare unfavourably
with the rates, allowances and exemptions available to them as direct investors, certainly in terms
of the tax reserved by life offices, if no necessarily that actually paid.

10.1% On the other hand, in contrast to direct investment elsswhere, the timing of the charge on
the life office would still be deferred and the base reduced absolutely to the exieni that

» immediate relief remained available for poquisition cosis: and

» realisation of the capital gains of life offices could still be deferred beyond the point at which
corresponding policy benefits were paid out,

10.20 Since these two considerations pull in opposite directions, neither ought properly to be
considered in isolation. The aim of anv reform should be o produce a broadly balanced package
although it may have to rest more on judgement than on precise cakeulation. In striking the
balance, it would be necessary to take account of all the components of the package: for axample,




whether a separate regime applied to linked policies and the impact of any additional charge at
the level of the policy holder on the lines to be discussed at Chapter 11 belowr

Relief for expentes

10.21 As already observed (in paragraph 6.8) the tax regimes for other forms of investment,
whether collective or direct, do not permit the initial costs of acquiring an investment to be set
against the income arising from it Sull less is any excass of acquisition costs over the early vears'
income available for relief against the income of other investors in the case of collective investment
other then life assurance, Some initial costs may however be deductible for capital gains tax
purposes when the investment is eventaally realised.

10.22 Becaose of the nature of life assurance, in particolar the impossibility (investment-linked
business excepted) of allocating specific amounts of income and gains to individual policies,
absolute parity with the tax trearment of direct investment, or of other collective investment media,
cannot be achieved, There are however several ways in which the present tax regime could be
modified 10 achieve closer parity with that applying to other forms of investmaent,

10.23 One vption would be to allow no relief for life assurance initial costs. Thizs wouold be
straightforward, minimise complinnce costs, and leave little scope for tax-induced distortions of
behaviour, Tt would be more consistent than the current rules with the treatment of other forms
of personal investivent given that relief for initial costs against tax on personal gains is deferred
even where it is available. Bul denying relief altogether would be harsher than the wider tax FEgime
in some circumstances, and that would be a factor in considering the overall balance of any reform.
A variant of this approach would be o allow relief agzinst the income and gains of the taxed
fund for only a percentage of initial costs, so as to reduce, but not eliminate altogether, the extent
of the relief,

10.24 Another possible approach would be to spread relief for acquisition costs ower a prescribed
period determined by average policy duration. This approach would preserve the overall quantum
of relief, but would have the broad effect of reducing or eliminating the current mismateh between
the initial costs of new business and the investment vield generated by that business, Caleulation
of the length of period appropriate in any particular case would however be extremely difficult,
particularly where the life office wrote 2 number of types of business with widely differing
characteristics,

10.25 Deferral of relief for initial costs for a similar period would achieve a degree of parity with
other forms of investment. The timing would be more consistent with the way in which relief is
given for various costs in the case of other forms of investment. The degree of consistency would
however dopend on the sophistication and thus complication of the calculation of the periad of
deferral, and on the extent of its application (for example to regular premium policies only or across
the board). A much greater degree of consistency could be achieved by giving relief for the cosm
aszocinted with any particular policy only in the vear of maturity, claim, surrender or lapse. There
would however be technical problems and operational costs in allocating expenses to individual
policies and in maintaining the necessary records.

10.26 A rather different approach would be to allow relief For initial costs only against the life
offices’ realised gains. This approach would avoid the complications and compliance costs of the
options discussed in the previous paragraphs and would be superficially consistent with the tax
treatment of the initial costs of other forms of investment, Tt would however still allow relisf for
the expenses of new business against capital gains referable 1o old business. It might alsa have
behavioural implications for the composition of investment portfolios and the rate of asset arnover,

10,27 The options set out in the preceding paragraphs raise a number of guestions. The first is
whether the identification of acquisition costs which has already o be made for regulstory purposes

could be adopted for tax purposes without an unacceptable risk of distortion of the reported
results either for tax or regulatory purposes, or whether it would he more appropriate to establish
a free-standing measure of initial costs for tax purposes. Secondly, consideration would also need
to be given to possible changes in the current balance between initial and renewal commissions,
Accurate wentification of the expenses refeable to different types of business (eg pension business
end long term business other than life sssurance) would be necessary not omly for the options
discussed here but also in order to correct the misallocation of pension business expenses refermed
ko in paragraph 6.27 above,

10.28 The choice between the options discussed here may depend partly on decizions to be taken
on other aspects of the reform and may in turn affect those decisions. The overall judgement to
be made, after taking into account the interaction with other possible changes, is whether the more
complex options offer a sufficient advantage over the simpler options (no relief, or relief for only &
proportion of initial costs) to justify their technical, compliance cost and behavioural implications.

Capital gains

10,28 So far as capital gains are concerned, action on unit trusts along the lines discussed in
paragraph 10.15 would curtail the present scope for deferment of charge o some degres, and
limiting relicf for initial expenses would mean that more of the gains which were realised would
come into charge. Even without recourse to unit trusts, however, life offices would in many cases
still be able to defer realisation of capital gains, In these circumstances, a relatively high rate of
tax on life office gains compared with effective CGT rates applying to personal sector paing woold
be needed to raise an Exchequer vield commensurate with that on other investments. That in furn
would mean that offices would still have to reserve (expressly or implicitly) against future tax on
gains at a relatively high rate; and that accordingly many policy holders might still perceive a fax
burden on life policies out of line with that of competing investments.

10.30 Following the 1988 Budget, offices will have to provide for tax on real capital gains anly
and they will in most cases be among the major beneficiaries of the proposal to re-bage the charge
to 1982, This ought to allow existing ressrves to be released, Particularly if investment-linked
policies were to be given separate treatment (as discossed in Chapter 8) @ charge on life office
gains broadly along current lines might be acceptable for the balance of policies,

10.31 I not, however, a number of other approaches could be considered. One would be 10 tx
life office capital gains in step with the investment appreciation broughl © account in life office
revenue accounts, thus putting the charge on a basis consistent with the way offices themselves
deal with appreciation, This would obtain for the Exchequer a more dependable, and probably in
most years a significantly larger, tax base for life office gains, and this in wrn might justify a lower
tax rale than at present, For lifc offices, it would offer the prospect of keeping up o date with
their tax on gains without the need to provide against contingent liabiliies which are inavitahly
uncertain in timing and amount. Moreover, a lower rate of lax would also offer the prospect of a
more attractive tax treatment than at present fram the customer's viewpoint, and one more
congistent with that for other products,

1032 This approach would, however, raise in the case of non-linked policies 4 number of the
difficulties discussed at paragraph .12 in the context of Schedule X- how far could the figura for
“ivestment appreciation brought to account™ a3 it appears in life office accounts be married up
with particular tranches of gain on particular assets and their respective tax allowancesz and
exemptions? It would also be subject to the same concern about the behavioural implications of

alcharge tied to “recognition™ of gain, and hence to actuarial policies rather than actual transac-
tons,

10.33 Another possible course might be 1o move all the way to an accruals basis of charge on life
office gains, so that they would be taxable each year by reference to the vear's growth in the
market value of life fund assets whether realised or not. A recognition basis of charpe gives this




result in the case of linked business in amy event. An accruals basis is not a practical proposition
for taxpavers generally, partly because of the compliance burden of regular revaluation of unre-
alised asscts, and partly because taxpayers may have no funds available to pay tax if their assets
remain unrealised. Tt may be more feasible in the case of life assorance, however, Annual valuation
of mssets at market value is required for regulatory purposes and life offices have Tunds available
from premiums, investment income and liquid investments 1o cover any tax due on unrealised gains.
Since the starling poini would be the appreciation of every assef, it would on the face of it seem
straightforward enough 1o separate out tax-exempt assets and allow the appropriate indexation
allowrances,

10.34 The consequence however would be a significant acceleration in the timing of the charge on
gains compared with that applying elsewhere, although offset by a correspondingly immediate
recognition for tax purposes of unrealised capital losses. The balance might appropriately be
refiected 10 a further sbhatement of the (ax fate

10.15 Under all these approaches, whether offices were taxed by reference o realisation, recogni-
tion, or accrual, all policy holders would effectively bear some tax on any real capital gains earned
for them, and the same effective rate of charge would fall oo all holders of comparable policies
irrespective of their personal tax circumstances (except for the limited differentintion introduced
by the chargaable events regime), Some unavoidable inconsistency would therefore remain with the
effective incidence of CGT at the personal level, particularly following the 1988 Budget proposal
which envisages taxing gains at income tax rates as il they formed the marginal slice of income.

10.36 A quite different approach to the taxation of life office capital gaing has been suggpested in
the past as an attempt to resolve this problem, They would be exempt at the level of the office,
50 far as they are allocable to policy holdars, on the argument that this would be the right result
for the majority of policy holders who could manage their disposals so as to keep their own
chargeable gains below the annual cxempt amount. Tax from the minority whose personal tax
circumstances make a charge on zains appropriate would be recovered by way of an exil charge
at the level of the policy holder. It is clear that the current exit charge would be inadequate for
thig task, both because it has no application at all © the majority of life policies and the greater
part of the accruing capital gain; and partly becanse where it does apply, it it a rather poor
approximation o the CGT charge on personal gains.

10,37 The design of a more effective exit charge raises in a somewhat less acute form the
conceptual and operational problems discussed at paragraphs 8.2 and 3.3 in the context of a charge
entirely at policy holder level. These are, first, how to identify 0 part of the total ultimate procesds
which approximates to the contribution from real capital gaing; next, how to tax that as part of
the policy holder’s fotal tax bill; and finally, how to achieve a sufficient coverage of policies with
a substantial investment content without unacceptable resource costs for all concerned,

10.38 None of these approaches to the taxation of life assurance capital gaing is without dissdvan-
tages. Any one of them might raise, over time, a broadly appropriate Excheguer vield, Whether
there is a case for moving from the current realisation basis of charge would depend on the
perceived balance of advantage for industry and for the Revenue, and between on the one hand
complexity and operational costs, and on the other the benefit of a closer relationship between the
effective incidénce of tax on gains as between policy holders and other investors.

Notional Case | and corporate profits
10.3% The second half of this chapter looks at how the tax on shareholdars might be collected.

10.40 § minus F does not distinguish in any fundamental way between the part of the business
which belongs to the shareholders, and the part which belongs to policy holders. Tax is sometimes
charged on the antiomal Case I basis by reference, in theory, to sharcholders’ profits. There nre

also provisions which use notiemal Caxe [ figures to apportion certain clements of I minus £
berween shareholders and policy holders: but these are imperfact (for example, in misallocating
gains attributable to linked-policy holders) and do not tackle all the problems that currently arise
from the combined tax base for both shareholders and policy holders,

10.41 How could the current regime he adapted to provide a better fit with the wider Corporation
and personal tax regimes? Three broad approaches might be considered. The first two could be
applied in combination.

(i} Case 1 as an aliernative basis of charge

10,42 If the weaknesses of the current F minus £ base were to be corrected along the linez of the
other measures discussed above, a charge on motional Case [ lines might apply significantly less
often than has been the case in recent vears, and netional Case f would return to its original role
of taxing profits from classes of business yielding no net return to poiicy holders. That function
has been overtaken o some extent by the advance corporation tax rules: a profitable proprietary
office cannot, in any event, reduce its 1ax payments below @ certain point without correspondingly
reducing dividend distributions to shareholders. An alternative Case I charge might however fulfil
a useful role where offices, perhaps part of a wider corporate group, make no, or no substantial,
distributions; and, more generally, where significant amounts of surplus are unappropriated. IF it
were retained, the treatment of unallocated surplus would thus be for consideration, If unallocated
surplus were charged, this would raise the question whether in futare muteal offices should be
subject to a Case I charge on their unallocated surplus. The case for morional Case [ would have
o be considered in the light of the other changes discussed in this chapier,

{ii} Reformed apportionment arrangements

10.43 As at present, tax on both shareholders and policy holders would be collscted through a
singla corporation tax charge on f minus E bul with the overall tax hase divided mto separate
shareholders’ and policy holders’ parts for particular limited purposes. There i scope for improving
the spportionment arrangements where they already apply, and for extending them so that, for
example, aspacis of the Corporation Tax machinery relevant only (o the shareholders' interest would

not apply to the policy holders' part of the tax base. Poinis for stention would include changes
designed o

¥ irppam the allocation of gains, particularly gains on linked assets, for the purpozes of any
differential tax rate on policy holders’ and shareholders gains;

* prevent loss relief or group relief in respect of losses on shareholders' account in other
INSUFANCE activities or in other group companies being sct against the palicy holders' share
of the tix base:

s prevent the policy holders’ share of franked investment income being available o frank
distributions 1o sharcholders,

The m_njnr technical problem would be to find an appropriste formula on which to baze these
apportonments and restrictions. This i3 considered in more detail in the third approach beloa:

(i) Parallel charges on T minus E and on corporate profits

10.44 The third approach would be to introduce a parallel charge on corporate profits, alongside
F mimus E. Two problems would need to be resolved:



¢ what should be the measure of the shareholders® profit chargeable to corporation tax: and

# how the share of I minus E referable to policy holders should be wentified so as to fit with
this measure of profit, without sither overlap or paps.

10.45 A logical approach to a Case 1 profit calculable from life office accounts would be (ag in
Chapter 9 above) the office’s actuarial surplus for the year, Jess allocation of surplus 10 policy
holders plus any other sources of corporate profit not included in surplus. Questions for considera-
tion ionchude;

» whal adjustments should be made i unallocated surplus charged to Corporation Thx were
subseguently used to fund allocations o policy holders?

# should mutual offices continue o pay no tax on usallocated surplus?

10,40 The more difficull 15sue then is how the 7 mimus E base amributable o policy holders ought
to ke adjusted 1o reflect the fact that part of the total income and gains of the office will - in
the case of proprietary offices - contribute o profit, and would therefore be charged under Caze
I In the case of linked business the income, gains and expenses are readily identifisble, as
expluined in paragraph 8.6, However, in the case of non-linked business the only information
readily available relates to the division of surplus and there is no eatirely satisfactory way of
working back from this to an imputed division of income end gains.

10.47 One reascnably simple formula for non-linked business would be to calculate the policy
holders® proportion of income, gains and expenses by excluding fraom the total the part répresented
by the fraction

A
whers LALED
A = surplus not allocated to policy holders,
and B = increase in non-linked liabilities (including bonuses) plus claims and sur

renders less premiums,

10.48 A possible alternative would be to calculate the investment return implicit in the actuary’s
valuation assumptions (which would be allocated to policy hodders) and allocate the excess of the
acteal return over the assumed return in the same proportion as the allocation of surplus

10.43 If the policy holders’ share of | mimus E could be established along these lines, further
guestions would include;

# what would be the character of the charge on policy holders? Would it still be Corporation
Tax? Or a wholly new charge? If the laner, what would be the hasis of assessment, and
the dates for payment?

* what would be the implications for existing double taxation treaty provizsions?

10.30 A Minimum Tax Charge. One final possibility might be an alternative charge in substitution
for I mimus E, not specifically to tax corporate profits but to put a limit on the scope for tax
deferral, and so obtain a minimum level of yvield from both proprietary and mutual offices. Whether
such a charge would serve any useful purpose would depend on how far other changes along the
lines in this chapter were introduced to deal more fundamentally with the scope for tax deferral
in the current regime.

Cuwestlons for coasideraiion

10.51 This chapter started by considering a range of relatively technical changes for inclusion in
a package of reform to the current regime. The first question raised is whether it would be feasible
to move from the current rules for apportionment of ordinary business to the designaton of the
actual assets, income and gains attributable 0 particular lines of business. IT not, more modest
technical improvements to the current rules would have to be considered, Effective action on the
remaining technical issues would be essential; the question in each case is how exactly this should
be implemented.

10.52 Howewer, technical changes of this namure would not by themselves be sufficient and the
question then arises what more fundamental changes would be needed to the structure of the [
minws E charge. Throe aspects necd to be considered in conjunction

* how the tax base should be widened so that the treatment of initial commissions and other
initial costs would be consistent with their treatment in the case of other sorts of investment;

= how capilal gains arising in the hands of life offices, and effectively paid owt to policy
holders, might be taxed 50 as to address the weaknesses in the present regime both for the
Exchequer and for offices and their policy holders; and

= what tax rates would then be appropriate.

10.53 The further questions are then whether a separate Case 1 charge should be levied on life
office profits; il’ so how it should be specified fand in the light of that, whether it should apply to
mutual ns well as proprietary offices); and what consequential amendment would then be appropri-
ate to the [ mimus E charge on policy holders, Failing complete separation on these linss there
would be o case for detailed amendment to cnsure a better fit betwesn the life assurance rules and
the wider corporation tax machincry

10,54 The overall judgment to be made is whether a programme of reform to the curreni regime
along these lines would be preforable to a fresh start on fundamentally different lines as discussed
in the prévious chapter. Defailed amendment to the current rules is likely to be complex and
demanding in legislative terms, with the risk that new difficulties might emerge over time (o take
the place of the present anomalies and obscurities. The outcome would inevitably produce resulis
rather different, in terms of the effective incidence of fax in particular cases, from those of the
wider tax regime for financial products generally

10,55 On the other hand, there would be advantage in working within the existing basic structure,
It would allow known defects in the current regime to be tackled in ways which were broadly
predictable in effect; and it would minimise the transitional upheaval, and the risk of unforeseen
side effects, which would arise from more radical change.




THE TAX TREATMENT OF POLICY HOLDERS .

11.1 This Chapter considers the future of the current exit chiarge on' policy holders on the
assumption that the primary charge on income and gains accruing for policy holders will, as at
present, be collected from hife offices. A rather different approach, whereby capital gains fceruing
for policy halders woukl be taxable only at the level of the policy holder, is outlined briefly at
paragraph 10.36 and not discussed further here,

The fuiure of the charge

[1.2 The current rubés were designed 10 inhibit the use of investment-oriented 1ife policies as a
taa shelter by higher rate taxpayers. The Budget propasal to reduce the higher rates of income
tax to & single band at 40 per cent somewhat reduces the attractions of such 3 shelter for taxpayers
with the highest incomes; but the proposal to tax persanal capital gains at the rates applicable o

a marginal slice of income introduces a new incentive for some taxpayers to seek shelier for capital
Emins.

113 If investment-linked policies were treated separately on the lines discussed at Chaptar &, and
50 taken oul of the scope of the current exit charge, that would remove many, but not all, of the
paolicies currently within its scope. That daes not necessarily mean that the exit charge would
become less important: if it were removed, investment-ariented, but not invezmment-linked, policies
might become sufficiently attractive as a rax-sheltered investment to distort competition and erode
the tax yield from investment. On halance, therefore, it seems likely that an exit charge provizion
will continue to be required: but this is 3 mater for final decision in the light of the overall
package emerging from the review

The gqualification rules

1.4 The present exit charge rules distinguish between qualifying and non-gqualifying policies.
Qualifying policies have 1o satisfy a number of conditions. These Fediiire for example a minimum
term, regular premiums of broadly even amount, and 8 minimum sum assured on death; and they
restrict the options for varations and conversion which can be offered. A pavment arising from a
quabifying poficy is not normally chargeable although it may be if. for example, the policy is
surrendered edriy

11.3 All non-qualifying policies are within the scope of the exit charge. Very broadly, payments
on death, maturity, surrender or assignment amount to @ chargeable event to the extent that the
payment {or the surrender value immediately before death) exceeds the premiums paid, Payments
in the case of part surrender are chargeable to the extent that they excesd § per cent a year of
premiums paid. This ration can be carried forward to the extent unused in any year. Part surrender
proceeds within the 5 per cent ration are included in the final computation on subsequent complete
surrender, maturity e1c. Although “chargeable”, the events are very commenly not in fact charged,
Since tax it due only at the excess of the policy hokder's marginal tax rate over the basic income
tax rate and is subject to a top slicing relief, the liabilily is in most cases nil. But the “event™ has

13 be identified and in many cases reported by the life office, and the potential charge reviewsd
by the Revenue.

11.6 When they were first introduced, the rules for auilifving status were designed in part to
identify policies eligible for the life assurance premium relief (LAPR), Since this relief is no langer
available in respect of new policies, it i appropriate to reconsider

s whether a qualifying/non-qualifying distinction continues to serve any useful purpose (apart
from regulating LAPR entitlement for pre-abalition policies):

o if it does, whether the demarcation line necds o be I11E:"-'E4:Il. and W"fﬂthﬂ’_ the rules "-'_:“" I-::
simplified or improved, in the light of the ather reforms discussed in this document; and,
in parhcolar,

» whether the present requirement for prior certification of policies needs to be maintained.

11.7 On the first point, there are arguments both ways. To the extent Ih?l the chargeahble events
rules are designed 0 do no more than remove a tax shelter for some policy holders, there seems
no reason in principle why any class of policies should be ouiside the scope _ul'_:l_'-ﬁ rulas. Tt may
be that, under some sorts of policy, chargeable events giving nse o posifive _Iimb:ILl'_-.' o the policy
holder might never, or very rarely, occur, But fhat should arguably be established caze |-"!-'_ cage on
the basis of the policy terms and the circumstances of the policy holder, rather than achieved by
n Blanket exclusion.

11.8 Tt would, on the other hand, be wrong fo overstate the case for an exit charge on chargeable
avents lines on grounds of neutrality The present charge is (unavoidably) .51'I_m£1.l'halt rough and
ready, and the same is likely to be true of any werkable replacement for it. This _*_Ei'ld the
associated compliance and operational costs - may be justifiable n tl}e case of DﬂlI{!IE!tL miost
directly in competition with other savings prndu-:l:q,l and whars any g:gmﬁlcunl ax shelter or the
life policy form of saving is likely o mean substantial loss of yield and distortion of behaviour,

11.9 Ti s debatable however whether thase arguments apply wli t.h such force w0 the more traditonal,
regular premium policies where (linkad policies aside} competition between life ASTUFANCE _anli ?J!l:r
forms of saving s less direct, and demand is likely to he lees affected h}l subtle dJS-ﬂ-'al"IIIE_ﬁ of tax
treatment. Given an effective chargs at the level of the office, a further tier clt: charge on 2xit Wuld
yield no further tax in most cases but would still involve significant mm.plliln-.‘:c and ﬂmtlﬂﬂﬂ
costs for all concernad. There are, therefore, attractions in keeping a significant proportion of
benefits outside the scope of the charge altogether,

11.10 The operational advantages of such an exclusion would have © be weighad against the
operational ¢oss of identifving the henefits eligible for exclusion.

A new approach 1o qualification

11.11 The current qualifiing policy rules are complex and troublesome for offices and the Revenue.
Thig largely reflects the original dual role of qualifying stams. : For the purpose of tax rl?ller -l:lﬂ
premiums, it was necessary (o establish at the outset that a nﬂifc}' was Ellg1lhh: for tax relief, an
that it contained o options which might subsequently render it ineligible. Given lI'-F namral desire
of affices to offer the most attepctive and fexible palicy terms compatible wlIJII ﬂllﬂlbil_lr‘.'-' ffH ax
reliaf, complex and difficulr tests wers unavoidable. Experience showed that prior cértification of
policy terms by the Revenoe was exsential for effective enforcement,

11.12 The present gualifving policy tests will have to be retained for ihg d'imllnlll-hi!'lg number of
policies still eligible for LAPR, For the Muture, however, if it were decided to _I:E-L“tll:l:.'. a :.;lﬂ.sslﬂf
pavments which are exempt from the exil charge, therg should be scope for I_EII:|!I:H| E::Lmﬂll-f'l':ﬂlﬂl'l
of the curfent tests, and the associated administrative machinerv. In FlEIIIH:!I-ﬂIl.r. it Sﬁﬂultli bE
possible to shift the faocus of the rules from the characteristics of the policy to the chiracleristics
of pavments undar the policy, It would not be necessary from the Revenue's stamipr-ﬂlnl 1o Eﬂ_tﬂtlllﬁh
at the gutsat that a given policy was incapable of generating a payment appropriately subject to
the exit charge. Tt would be sufficient to establish, as and when a payment was actually madg.
whether the circumstances were then szoch as to exclude the payment from the scope of the exit
charga. Much of the complexity of the current rules might then be disp!:nscd with, together w."'h
the requirement for prior Revenoe certification of policy ®|rms. The aum :«l'uutd be 0 es:aifluh
simpla tests 0 be applied by hife offices (Subject o Revenoe audit) to r:ﬁl:ahtluil't -»-I:ueiher amy given
payment need be reporied to the policy holder and the Revenue as potentially liable to the exi
charge, ar the simplest, the tesis might be reduced o four: that




= the payment was made in cash after 3 specified minimum policy duration:

» the payment reflected the foll value of the benefite due to the palicy holder and exhausted
all rights to further payment:

regufar level premioms had been paid throughout the |ife of the policy or for some minimum
ghorter doration;

the policy had provided for a substantial minimum sum assured in relation o the prémiums
payable,

The exit charge

11.13 The current chargeable events regime is outlined at paragraph [1.4 above, In the most
straightforward case, where the full policy value is withdrawn on a single nccagion, the rules arne
reasonably simple. But they are unavoidably somewhar crude, for wo mAain reasons.

11.14 First the charge has to recover, in arrear, the benefit of a tax-sheltersd build up of
investment return over a period of years. It is possible in principle o imagine a procedure for
spreading back the ultimate policy benefit over the life of the policy, and faxing & part of it by
reference to the policy holders circomstances in each of those years. But it seems clear that any
practical implementation of such an approach would be exceptionally complex, at bast imperfect
al recapturing the true economic benefil of the shelter to the palicy holder, and unacceptably
burdensome operationally In many cases, information sbout the raxpayer's situation over an
extended pericd of vears would be unavailable at the time of exit,

11,15 Secondly, the charge has to deal in a reasonably simple way with an undivided cash benefit
which reflects a mixture of return of the premiums paid. rolled-up income, and accrued capital
gain. The precise degree of tax shelter enjoved by a laxpayer varies, in theory, according to both
the mix of assets underlying the policy and the mxpayer's persongl income and capital gains tax
position. But, linked policies aside, there is no ready way of even quantifving these factors. let
alone designing an exit charge which i sensitive to them,

11.1& The current chargeable events regime tackles these difficulties by treating the palicy return
(net of premiums paid) as taxable income of the year of receipt, but oaly for higher rate tax
purposes, with the benefit of top-slicing relief. The chargeable retorn is treated as received net
of basic rate tax but is not (a5 in logic it shoald be) grossed up for basic rate tax before the charpe
is calculated. And there is no attempt to claw back the benefit of internal compounding, when
the investment return has been subject only to life office tax rates rather than the policy holder's
own marginal rates during the life of the policy

11.17 In theory, the charge could fand occasionally perhaps does) operate more harshiy than the
equivalent tax bBurden on comparable direct investment., In practice, it generally errs the other Wiy
4 well-advised policy holder can enjoy o degree of tax-shelter during the term of his policy without
Paying any, or any substantial, tax charge on exit. Typically, the policy holder might plan to pay
premiums during years of high earnings [and hence exposure to the higher personal income tax
rate} and take the policy benefits at a time of reduced income, say after retirement, when
top-slicing would eliminate or greatly reduce any charge.

11.18 Revenue statistics confirm this picture; the latest survey (for 198 3-84) showed that only about
Elfm was collected in respect of some 60,000 chargeable events. This low yield does not of course
20 to prove that the chargs, or a future equivalent, 15 redundant. The charge is designed as a
deterrent o control what might otherwise be a substantial behavioural effect, not just as a direce
revAnue-raisar,

11.19 1t is for consideration whether 3 future exit charge could improve oo this broad structure,
Switching linked-life producis to the regime described in Chapier B above would remove a
substantial majority of palicies currently within the scope of the chargeable events regime, inclad-
ing possibly those most atirsctive o the sophisticated investor who would want to axploit the
theoretical weaknesses of the current charge. It may be that a charge on the same lines as at
préesent (not fully effective. but at the simple end of the spectrum of possibilities) will remain
proferable to anything more complex, or more Draconian, for the balance of unlinked policies
remaining within the regime.

11.20 Part surrenders The position is more complex when the policy holder does not withdraw the
full policy value. The problem in such part surrender cases is in determining what part of the
5“"'3_“'5!:1' proceeds is to be treated as a notional return of premiuvms paid ot taxable) and what
Part 15 to be treated as taxable investment refurn. The present role is that the initial slice af part
surrender proceeds - op o $ per cent & vear of the premiums paid = i& treated a5 3 non-taxable
return of premium. Any excess aver 5 per cent, however large, 15 raxed as income. Where a large
part of the policy value is taken by way of part surrender, the smount charged on this basis can
exceed the total investment return over the lifstime of the policy: bur this can only be astablished
when the balance of the policy value is subsequently withdrawn, In this eveat the difference - or
“correspending deficiency™ - is treated as reducing the faxpavers income liahie 1o highar rate ax
(if any) in the year of final exit. In practice, this rarely happens. Policy holders exposed to liabiliny
On part surrenders are generally careful 10 keep their withdrawals within the 5 per cent ration,
Tndeed, & substantial number of single premium policies are marketsd exactly on the basis that
they offer 3 ‘tax free income’ up 10 this level.

.”'h I'he results of the present rules are paradoxical. What is functionally an income return {and
i3 promoted by offices as such) is treated in effect as a return of capital, and the ulfimate lump
sum return 35 faxable income, But where a policy holder makes a large part surrender, which must
in substance include a substantial return of premiums. it is treated as almost all income although
possibly offset by a corresponding deficiency later on.

1122 No regime for part surrenders is likely to produce fully satisfactory resulis, given the
flexibility of modern life policies and the range of possible circumstances, But in the light of
experience with the current 5 per cent throshold, and the market's response to it, one possible
alternative would be to turn the corrent approach around. Small surrenders {which would b= an
income return in any other context) would be subject fo an exit charge: a maximum annual
surrender for this purpose would be defined as a proportion of premiums paid. ANy excess over
this limit, including any wnused portion from past years, would count a5 & non-taxable return of
premiums, until such point as all premivms had been treated as returned. Any choice of limit
would be arbitrary to a degree: 10 per cant would have the merit of simplicity,

11,23 Such an approach would, of course, introduce & new complisnce and operational burden at
the point of part surrender in the case of small surrenders below the current 5 per cent ration,

But this might not be very significant in practice, to the extent that the chanze removed any
tax-based motive for making small part surrendars,

Questlons for consideration
11.24 The main questions for consideration ariging from this chapter are
* whether an exit charpe is needed at all: and if 50

= whether all investment returns should be potentially chargeable or {as al present) only those
derived from a defined sub-group of palicies,

11.25 1 the conclusion were that the charge had 10 be retained, but need not be extended 1o all




policy bencfits, the guestions would then be whether there was scope for simplifving the current
qualifying policy rules; and if so, what new tests should be applied.

11.26 Following from that, the final queston would be how exactly the charge should be calou-
lated, and in particular whether there was scope for improving the current treatment of part
sarrenders,

INTERNATIONAL ASPECTS

12.1 The document has 50 far concentrated on business between UK policy holders and UK affices.
Life assurance is however i substantial business in many countries and all developed tax systems
have to address the problems that arise in taxing it. This chapter considers whether the overseas
solations have anything to offér for a revised UK regime.

122 The approach to faxing life assurance adopied in other countries within the Furopean
Community is more immediately relevant. The movement towards Community-wide freedom aof
financial services could lead W a significant incresse in cross-border business, both directly
between UK policy holders and non-resident offices (rather than through a UK branch) and in the
reverse direction between UK offices and non-resident policy holders, The implications of this
need to be considered, The exigling tax provisions specifically designed for cross-border business
also need (o be reviewed

International comparisons

12.3 It can oftea be useful 10 examine how issues are tackled in other countries. However, care
has to be taken when drawing comparisons, particalarly in an area so intrinsically complex as the
taxation of life assurance. It is difficalt from a distance to gain a complete appreciation of the way
in which a foreign country's system really works. The tax provisions are. moreover, only part of
a wider economic, social and legal context which may be very different from thar in the United
Kingdom. In particular the types of life assurance available, and the savings market generally may
be affected by widely differing approaches to consumer protection and the regulation of fnancial
markets,

12.4 The picture overseas is complex. In a few cases the rules, reflecting the past influence of the
UK regime on Commonwealth and ex-Commonwealth tax systems, are broadly tlong UK lines
falbeit with imporiant differences in detail). More generally, the tax charge on life offices s on
their commercial profits, Since these are normally arrived at after deducting labilites o policy
holders there is no explicit charge on the investment return to policy holders and.or life funds. In
practice, however, withholding tax arrangements for investment income, and premuium taxes, may
often obtain a significant yield from policy holders. There is commonly also a charge on the
proceeds of at least some policies. In addition, non-tax regulatory provisions governing such
matters as product design, premium rating, and the permissible mix of lifie fund assets may
constrain the vse of life assurance as a tax-efficient investment medium,

12.5 The tax provisions for life assurance in o number of overseas countries have been reviewed
in the course of preparation of this document. This has given helpful puidance both in identifving
possible options which merited detailed consideration and in eliminating those which did not seem
to offer a way forward. Some general conclusions are that

« developed tax systems generally have had to make special provision for life assurance;

* the approaches vary, but none seems capable of straightforward replication in the UK
context, and

* judging by the various amendments and extensions in the past, and those under considera-
tion for the future, the authoritios overseas have often not been entiraly satisfied with their
OWR SyEtems.

Same more detailed conclusions can also be drawn which are relevant to this review A number
of eountries have provisions restricting the tax effect of high initial Cxpenscs; investmant returns
12 policy holders, at least in the case of shorterterm andbr investment-oriented policies, are




generally subject 1o taxation; and, more specifically, the Canadian regime includes a treatment of
investment-linked policies which reflécts very much the same thinking as the unit trust treatment

dizgcussed in Chapter &.
European Communily lssues

12.6 The aim of Community-wide freedom of financial services raises special tachnical difficulties
for the taxation of life assurance. This paper has argued that it would be difficule, if indeed it
were feasible, to tax the investment content of life podicees promptly and accurately in the hands
ol the policy holder. The aliernutive of taxing investmant returng at the level of the office presents
obvious problems where the office is located in another EC country and has no taxshle presence
in the United Kingdom. But if the overall burden of tax on policies sold by foreign offices to UK
cusiomers were significantly lighier than that on policies of UK offices, thers would be serious
consaquences for the competitive position not just of UK life offices but of other UK institutions
selling competing financial products and for direct investment by UK ifnvestors. Similarly, UK
offices selling policies o foreign policy holders in the exercise of rights of freedom of services
might be at a competitive disgdvantage compared with other EC offices if the total tax burden in
their case - including both LK tax and that of the policy holder’s country of residence - were
heavier than applied to an office of the policy holder's home country, or of some third EC country.
Similar iEsues wanld no doubt arise for other EC couniries,

12.7 It is not possible at this stage to forecast how these sspes may be resplved in the wider EC
context, or what imphcatons, if any, they may ultimately have for the detail of the UK domestic
regime for life assurance. However it would not be appropriate 10 hold up the necessary reform
of the UK svstem for what may be an extended period while these issues are resolved. What s
poszible is to consider in a general way the implications for the the broad options discussed in this
document.

12.8 The proposal in Chapter B would in theory be an attractive approach to the taxation of life
assurance under EC-wide freedom of services. If the investment return to policy holders were
taxable always and only in their hands irrespective of the residence of the imsuing office, problems
in taxing the office itself would not arise. In practice, however, the Chapter notes some formidable
technical and operational problems in taxing the investment return in the hands of policy holders
a8 it accrues, and these would be greatly exacerbated if the roll-up in question were o arise in
the hands of a non-UK office, from which the necessary information was also required.

12.9 The only practicable approach would be tw collect all UK tax in respect of the accumulated
investment return from the policy holder once for all when policy benefits were paid. Such a charge
currently applies to foreign life policies held by UK taxpayers, for lack of a more suitable safeguard
against what would otherwize be a major loophole in the UK regime. But the extension of such
an approach o all pelicies of UK policy holders would have a number of disadvaniages. It would
have potentially serious implications for the Excheguer yield into the long term; it might result in
a serious distortion of competition between life assurance and other products; and it is unlikely to
he atiractive to the UK industry,

Impact of freedom of senvices on (he three main options

12.10 The option of unit trust treatment for investment-linked policies discussed in Chapter B
would apply, if approved, only to UK policies (including those of UK branches of foreign offices),
just as the current arrangements for unit trusts themselves, including the tax cradits attaching to
trust distributions, can be applied to UK wnit trusts only The treatment of investment-linked
policies offered by foreign insurers would need 1o be considered in due course in the hght of the
development of Community policy for cross-border life assurance and the form of contracts
available from foreign insurers (in some Community countries investment-linked policies are not
prazently marketed),

[2.11 Thlz approach in Chapter 9 - Schedule X and a new Case | charge - could apply only o
offices within the UK tax jurisdiction. As such, it would be broadly on all fours with the current
Tegime as o compatibility with freedom of services in life assurance.

12,12 The programme of reform to the current regime st out in Chapter 10 would reinforee the
Itnr:gnmn:ﬁing position of the UK regime that the investment return to life assurance policy holders
& 8 proper object of direct taxation. It would leave the present regime essentially unchanged in
its broad strocture, and so avoid change which might be shortlived because of subsequent
Community developments,

Special provisions for International business

12.13 A number of foreign offices do business through UK subsidiaries, and UK offices likewise
cperate through foreign subsidiaries. Such cross-border ownesship raises no special issuss for the
présent exercise or in the context of freedom of services, However, a minority of UK offices
continue 10 write business abeoad through foreign branches and agencies and similarly some foreign
offices write business through UK branches. These sifuatioans require special provigion,

UK branch business of foreign offices

12.14 A small but significant proportion of UK life business is writlen by UK branches of
non-resident, particularly Canadian and Australian, companies. This business should in principle
be taxed so far a2 possible consistently with the business of UK offices.

12.15 Where the relevant double txation treaty permits, or where there is no such treaty, current
legislation provides a formula for calculating the investment income and annuity (including pen-
sions) business profits of the UK branch as a proportion of the results of the worldwide business.
Where the relevant double taxation treaty requires it, the UK branch business is taxed by réference
o the income of the investment portfolio held for the purposes of the 1TK branch business. In
gither case, a deduction is allowed for the management expenses attributable to the UK branch

busigf:s, and capital gains arising on the disposal of investments held by the UK branch are
taxahle,

[2.16 ClF_lhn: options discussed in this paper, it should, on the face of it, be straightforaand to
treat Irihe investment-linked bosiness of UK branches along the lines applicable to unit trustes since
- as m_the case of similar business of UK offices - the linking mechanism will itself identify the
assels, income and gains to which it should apply Similarly, 3 Schedule X approach o the taxation
al policy holder returns should present no special problems, since the reserves required in respect
of UK business are already requirad to be calculated in pccordance with UK regulatory require-
menis, and the premiums receéived and benefits paid under UK branch policies should be readily
dentifiable. A Case I charge on UK branch profits should also pressat no special difficulty

12,17 If the option adopted were a programme of reform to T mimes £, the measures discussed in
E‘han!:rl i) wiald apply to UK branch business as to business of UK offices. in soms cases with
appropniate modification, Fer exampla, amy action to bring into charge income other than invest

ment income would apply oaly to an appropriate fraction of the office’s worldwide income of the
relevani character.

12.18 The current tax provisions specific to UK branches may be capable of improvement, Whare
1I-_|e branch income is determingd by appertionment of worldwide income, the result can be
dl?lm'h:l:l by differing invesrment performance, and differing valuation bases, between the United
Kingdom and the other countries in which the office does business, Tt might be possible to stipulate
a mare consistent basis for apportionment. A mare attractive approgch, however, and one consistent
w:ﬂ_u that suggested for UK offices at paragraph 10.6, would be to require overseus offices to
designate sufficient assetz of appropriate character as referable to their UK business for tax




purposes, and to fax the aceeal income (as well as the capital gaing) ansing from them. It would
also be for consideration whether any part of head office expenses should continue to be allowable,
and if 20 whetheér a more consistent basiz for identifying them could be found.

Overseas business of UK companies

[2.19 Many UK companies mow conduct their ovorscas operations through locally resident
subsidiary companies, A hendful however do business abroad through local branches and agencies,
Although no figures are available, it scems unlikely that moch business is currently done with
non-residents directly from the United Kingdom. [t 15 possible however that UK offices exercising
rights of freedom of establishment or freedom of services may in future wish eitheér 1o starl nsw
forsign branch businesses, or to offer policies to non-resident customers directly from the United
Kingdom on a significant scale. The problem, broadby, is 6o secure so far as possible that the UK
tax regirmne does nol put UK offices at o disadvantage in competing for the business of residents
of other EC countries, withoul providiog any arfificial tax incenbves for UK offices by comparizon
with other EC offices; with other UK financial institutions seeking to do business  with
non-residents; ar with direct investment by residenis of other EC countries in the United Kingdom,

1220 The general approach of the UK regime for corporate profite requires the profits of a UK
office from freign business (o be taxed in the United Kingdom subject in the case of an overseas
branch or agency o the appropriate reliefl for double tazation. The current tax regime of life
assurance provides broadly that taxation of mon-rezsident policy holders” investment reurns, so fr
as they are from loreign-source income and gaing, should be a mater for the tax auvthorites of
the policy holder’s country of residence, The question of UK-zource income and gains enuring o
the bgnaﬂt of non-resident policy holders is meore difficult, General considerations of UK tax
jurisdiction, and the case for equivalence with other forms of investment, suggest that some UK
charge may be justified, given that some charge woold generally be made (zubject to the relevant
double taxation treaty benefits) in the case of UK investment by non-resident individvals taking a
form other than life assurance. Such an approach should beoadly satisfy the objectives mentioned
in paragraph 12.19 abowe

12.21 Ralief for foreign source income and paing (and for income from UK Government securities
which ara free of tax o residenis abroad - *FOTEA) is currently. given through the *Foreign Life
Fund® (FLF) reliet. The relief iz complex and in practice may be ooly indirectly related to an
office™ actual foreign branch business, Tt iz applied by allocating foreign source (and FOTRA)
income and gains primarily to foreign branch or agency bosiness @lthough this may not in fact
reflect the troe allocation of assefs o foreign business) subject o limits derived from the apportion-
ment of total income and gains.

12.22 The detail of the current rules and the possibilities for reform are not discussed in depth

here. In the context of a reform of the current J minus E basis, some broad questions which need
to be addressed, however, include

s whether the current FLF refiel shouwld be replaced by new legislation which sefs out
expressly, and in a8 carefullv-targetted way, a relief designed for foreign business:

* if 80, how the scope of the reliel should be defined; whether, for example, it should extend
b Fveign business not transacted through a foreign Branch:

* how, in the context of a reformed F mimus E base, assets, income, gains and expenses
allncable to foreign business should be identified; and what relief, if amy should be due
any UK source income and gains falling in this category:

# what would then be the implications for the current rules about remittances, reinvestment
and =0 on;

a what would be the proper treatment of reassurance accepted by a foreign branch;
# what measures would be needed to exclude UK policy holders from the benefit of the relief,

12.23 The crucial questinon here is likely to be whether it iz possible fo identify a specific tranche
of assets which fully and realistcally reflects the assets underbyving the foreign business,

[2.24 Foreign business should be relatively strasghtforsard to handle under the other options
discussed in this paper: in the case of Schedule X, because the premiums received, benefits paid,
and reserves held in respect of foreign business should all be readily identifiable; and in the case
of a unit trust treaiment of investment-linked policies, because the linking machinery would allow
the identification of assets, income and capital gains referable to non-resident policy holders.




CONCLUSION

13.1 Life assurance is availahie on a range of policies with widely varying characteristics sold 1o
policy holders with widely varying personal needs by offices in widely varying commercial circum-
stances. Mo relatively brief account of the current tax regime for life assurance can apply therefore
with equal force to all offices, poficies, and policy holders. Nor can a brief summary of the options
for reform deal exhaustively with all tha packages which might be put together from the compo-
nents discussed in this document. It may thersfore be helpful 1o respondents to offer a framewark
within which the major strategic questions might be answered: and o identify some of the central
issues in the current regime a3 being in any event in need of ¢larification and amendment,

13.2 The current regime does not perform well, First, and crucially, it does not produce a tax
yield commensurate with the profits earned by offices and the income and gains carned for, and
paid out to, policy holders. This shortfall in vield does not reflect any specific decision (o provide
special tax privileges for life assurance and it does nof serve any policy objective which would
justify such privileges. Secondly, the total tax burden for the industry falls very unevenly between
offices, corresponding neither to their own taxable capacily nor to that of their policy haolders.
Thirdly, the regime is uncertain and enomalous in 2 number of techmical respects. This has led
e difficulties in applying the current law and to disputes between offices and the Rovenue, Worse
sull, it is encouraging distortions of behaviour, shading into artificial tax-saving arrangements with
no commercial substance. Fourthly, it is unsatisfactory for life offices and for a significant propor
tien of their policy holders, notably in it treatment of capital gains accruing for policy holders,
but alzo in more technical respects. In sum, the cusrent regime does not work well for any of
those interésted in it neither for the Exchequer or the Inland Revenue: nor for life offices,
competing financial institutions, or the personal investors who are their prospective customers.

13.3 Against this background the document has proposed three broad options for reform.

13.4 The first option would be 10 make Jife gésurance subject to the normal tax rules which apply
to financial institutions generally and their customers. There are, however, compelling reasons why
this has to be ruled out for the generality of lift assurance business. It may however be feasible
for investment-linked business. The first major question for decision therefore is whether or not
this business should be removed from the special life assurance tax regime and taxed instead in
the same way as other collective forms of investment.

13.5 However this question is decided, chamges will clearly be needed for non-linked bBusiness.
The second eption would require a radical shift from the current regime (0 one based on actuarial
concepts and measures, The advantages would flow from a tax régime precision-made for the way
the industry actuslly operates. Against that, a specific regime for life assurance would not, by
virtue of that very fact, fit very closely with the wider tax svstem. And the more radical the
chinge, the more daunting the transitonal problems. The second major question for decision
therefore i3 whether a radical switch (o an actuarial basis of charge offers a better wiy Foreard
than the alternative approach of reform to the current regime, If it does, then the next serics of
Questions to be answered would be those rafsed in Chapter g,

13.6 If, however, the answer is that the third broad aption i (o be preferred so that the current
I minus E basis is retained, the present rufes will have to be clanfied and amended as they apply,
for example, to pension business profits, the treatment of reassurance, and the use of coptive unit
trusts, Bul these steps would not, by themselves, be sufficient. The tax treatment of the initial
costs of new business would have 10 be put onto 3 Basis more consistent with that of analogous
costs for other investments, It would also be desirghle to bring the charge on life office capital
gaing more closely into ling with what might be expacted in the context of those other investments,
The third major question for decision is how, within a reformed [ mima E, these proposals for
broadening the taxable base could best be combined with Approprigte tax rates to produce a fair
and effective outcome.

13.T A further izsue in the context of [ mimus £, and the fourth major question for decision, s
whether the current undivided tax base should be split into 3 separate Case | charge on sharehold-
ers and a palicy holder charge on an adjusted J mime E base; o, failing that, what changes would
be required short of complete separation to produce a more sensible interaction between the life
assurance regime and the wider corporation tax code.

13.8 The ffth substantial question is whether, assuming the decisions on the earlier questions have
ennbled an effective charge at the level of the office to be introduced, a further charge is reguired
On appropriate occasions. at the level of the policy holder and, if so, when and how it should
operate.

13.9 All these topics also impinge on non-resident offices conducting UK. 1ife business through a
UK branch as well as on UK companies conducting their overseas operations through foreign
branches and agencies. They may therefore interact with the current Foreign Life Fund® relief for
UK offices doing branch business abroad. A number of fre¢-standing issues arise in each case,
More immediately relevant perhaps is the possible impact on this review of the movement by the
EC towards Community-wide freedom of financial services, including life assurance. These inter
mational dimensions make up the sixth, if rather more specialised, area for consideration,

13,10 Within each of these broad strategic issues a lurge number of technical matters will need to
be tesnlved.

13.11 There are two further matiers to be considered which are discussed in the annexes to the
document. The problems ansing from commissions which are effectively paid, directly or indirectly,
t0 policy holders need to be tackled whatever the broad option for reform eventually chosen.
Symmetry of tax treatment is desirable where this ¢an be achieved but, as observed in Annex D,
the solutions to these problams may be affected by the furure tax treatment of Jife office EXpenses.

13.12 The stamp duty charged on life assurance policies is described in Annex E. The choice
between outright abolition of the duty, changes in the way it is charged and on what, or its
reléntion in its present form will depend partly on the overall balance of the reform of life office
maxation, and in particular jts likely yield, incidence and treatment of initial costs,

13.13 lr! all, significant and perhaps even fundamental changes 10 the present system will be
needed il the taxation of life assurance is more fully 1 achieve the objectives set out in Chapter

4. Retention of the present regime, as it stands or with changes only at the margin, is unlikely to
be sufficieni,




AMMEX A
THE INDUSTREY TODAY

[. There are curréntly about 280 life offices authorised by the Department of Teade and Tnduostry,
and there are 50 or zo friendly socioties writing taxable life or endowment business. The total
azzels dedicated o long-térm business exceeded E150bn (3t end [986 market values), of which
about two-thirds i5 attributable to life aszurance within the scope of this review Maost offices are

organised as propristary companiés owned by sharehaolders but a significant minority are organised
on mufual linez, where all profitt benefit with-profits policyhaoldears.

2. In all, about 90 million policies are 1n force, Owver 70 per cent of households have life assurance

policias. Total long-term business cash Mows in 1986 for UK officez and their overseas subsidiaries
mcluded a3 mesme:

prequpms E21bn of which new single préemiums accounted for E3.5bn and new
regular premiums £2 1bn
1

investment income: E9.6bn

| and a% outgn:
cliims on death: £1.3bn

sprrenders: (including pension refunds) £6. Thn
payments on maturiiy; £2.9bn
annuifies: F1.3bn

costs af acquiring new besiness (including commission); £3kn

. ather expenses of manaeement (including commission) £1,6bn,

3. The split of ordinary business premiums between classes of business for two recent years is
chown in more detail in the chart below:
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annuity PREMIUME RECEIVABLE - ORDINARY BUSINESS
1981 ase —
; Total: £8.4 billion (]
| - III|||
|
.-' *I"l
| 1}
[ : i} -
\ UK life '.
| | assurance
EFR Uk . %, Il
EMNSIONS LS . =
| 2 y J Uk general 1986
. / annuity Total: £20.2 billion
R .':::' ' e o e _..--1I'|||—|. | ----..___.h
[ Overseas _. I - ~
.._;'.:__ = - '||I 'x._l
(% M0 o I1I| |
UK PHI etc naew | | \
[ UK 1 UK lile |
in pENSIONS 1 A53Urance '| T
|
| / | I' 'I
| | ]
| | j
5 _,3"' 1 II
i y .-.__':53:‘ I|I Il "]
UK PHI etc  mes H"\. i I'I II| __.-'"'f
|




4. Complete fgures for tax payable in respect of 1986 business are not readily available: as with
other large corporate businesses, life office tax liabilities commonly take a considerable time to
settle. Industry statistics show, however, tax provisions of nearly £900m in 1986 in life office
PEVENUE ACCOUns,

3. A relatively small amount of further tax is collected directly from policyholders in 3 minority
of cases.

&, Annex B contains a series of graphs presenting data for the UK industry over a run of recent
years, As the commentary a1 Annex C explains thev are subject to some unavoidable uncertainties
and qualifications; in particular that

« available figures do not permit & precise split of ordinary branch business between (in
particular] taxable life assurance and other business; and

* tax figures shown in the graphs reflect the amounts provided in life office accounts, as
distingt from tax actually paid to the Exchequer falthough cross-checks with Infand Revenue
datz suggest that the amounts provided do not materizlly understate the tax actually suf
fered),

7. Despite these reservations, a number of imporiant conclusions can be drawn from the puiblished
data. First, and most obviously, the UK life assurance business as a whole has grown very
substuntially in recent decades, Almost all componenis of income and outgn reflect this trend more
or less strongly. The conspicuous exception has been indusirial branch business where premium
imcomea, and other compaoneats of income and outgo, are relatively uichanged in real terms from
the levels of the |960s,

8. This overall growth has been sccompanied by some important shifis in the pattern of business.
First, there has been a substantial increase - at keast up to 1986 - in the proportion of new
business written on linked single premium terms, This is reflected in the composition of premium
income and the number of new linked pelicies (Graphs 2 - 4), and also in the composition of the
payments out o policy holders where payments on surrender, and to a lesser extent on maturity,
have outstripped the growth of paymenis on death claims (Graph 1). Thaken topether, these
developments suggest a substantial shift away from protection and long-term saving towards maore
liguid and possibly short-term investment, Second, the composition of the investment returns of
lifz offices has changed markedly While investment income was once the predominant if not the
exclusive companent of investmént return, capital growth has become increéasingly important (o
the point where it actually outstripped investment income in 1986 {see Graph 5). Third, there has
been a corresponding growth in the value of life business expenses {particolarly selling costs) as
4 proporbon of investmenl income, o the point where it i3 not exceptional for the income of
individual companies to be largely or completely absorbed by management expenses and commis-
gion.

9. Both the changs in product mix, and the changing mix of returns on offices’ assets have affsctad
the composition of the investment return brought to account in life office revenue accounts, At
the heginning of tha period shown in the revenue sccount (Graphs &, 7 and 8), investment income
made uwp the vast majority of total investment returns. In the case of linked business, the full
appreciation in market value of linked assafs (a3 well as the income derived from them) must be
brought te account year by year, whether the appreciation is realised or not. The large increase
in linked husiness, and the buoyant markets of the years up o end- 1986, therefore contributed
to a large increase in tha share of investment returns attributable to capital gain rather than income.
Ma:inle'r developments since the end of 1986 are likely, of course, to have affected more recent
Eii.pEIF]EI'I.l.'."-E',

10. Ovwer the same period, thers has been a similar shift in the composition of the investmant
refurn on unlinked business. Offices have transfarred substantial amounts of investment Apprecis-
tion from reserves in recent years, Unless bonus rates fall significantly below recent levels, this
seems likely o perzist.

ANMEX B
LIFE BUSIMESS GRAPHS (BASED ON ABI/LOA STATISTICS)

Most of the terms used in the graphs arc explained in the glossary The following brief notes give
further explanation of particular conventions used in the graphs.

Commissions: These are eccounted for separately from pther
expenses for Department of Trade return purposes,

Gaing ete: This is a portmanteau term used in ABI statistical
publications to covér incomings other than premiums
and irmvestment income,

It includes realised invesiment gains, revaluation of
assets, transfers from special and general reserves for
paticy holders and other miscellaneous imcome
recognised in the life revenoe account,

Life_Assurance: In graphs 1,2,3 and 4 this means
non-pension/mon-annuity life business; that is ‘life’
insurance as it is most widely undersiood (and as
defined at the end of Chapter 2,115

Qither income, pains oo This 15 a sub-set of the category “gains etc” referred
to above. The detailed life revenue account submitted
to the Department of Trade divides income other than
prémiums and investment income into 3 cetegories:

- Recoprised appreciation on unlinked assets:

- Recogrused appreciation on linked assers;

= Oither incomings, which often include transfers from
investment reserves,

*“Other income, gains eic™ is the last of these
categorics, embracing all incomings other than
prémiums, investmont income and explicitly recognised
appreciation.

sed inve Nt PR Premiums and investment income are generglly
recognised i revenus accounts upon an accruals
basis, but other incomings - particularly investment
approciation - areé not necessarily so recognised;
see the foregoing notes on “gains etc” and on “othar
income, gaing et

Tax provided: Taxation provisions appearing in the revenue accounts.
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AMNNEX C
COMMENTARY ON THE STATISTICS

Sources

1.] Reference has been made in the preparation of this consultarive ducun‘renl:_tn_r a m::ml?ar of
spurces ranging from the Business Monitors published by the Government Statistical Service to
individual company tax files. The graphic material included in Annexes A and B is based upon
statistics publithed or otherwise provided by the Association of British Insurers. The ABI fand
previowsly the Life Offices’ Association) has for Many years c?llectcd data on various aspects af
long-term insurance business. The Association provides stalrstics E-::-_I!hﬂ D'-‘ﬂ'ﬂrl'mlfﬂt of Tmlitlumi
to other Departments, and itself publishes selected annual smpshca. The;:u: gw::}u]:n&t:mtm]ly
complete coverage of the life assurance business of UK companies and their subsidiaries and of
UK branches of foreign companies.

1.2 The revenué acconnt and new business statistics underlying the graphs {Epm:liu-:-nd in Annexes
A and B are derived directly from ABI/LOA statistics. The basis of collection of certam diata hj.w
changed from time to time, 50 that it has not proved practicable to go back earlier than 1981 for
cortain purposes. The revenue account graphs run from 1968, but in view of certain changes of
coverage in the LOA figures, results for sarlier years, and particularly for years prior o ]Fl'-' I, meled
i be treated with caution. The revenue account dafa have been converted to 1986 prices using
the retail prices index.

Problems

2.1 The quantification of the UK tax actually saffered by the life offices, E}nd the presence within
ordinary branch life business of tax-exempl pension buginess, pose particular problems for the
present eXcrise,

22 The ﬂ_'ﬂﬂﬂ[iﬁl:ﬂ:ﬁﬂn of UK ax is a ::.rnl}]:m because Life |J'|'T|EE5 tend 0 bear t&:li I:II"I.m:lI'ﬂ}' s ]
the form of unrelieved tax credis on franked investment income (UK company dividends) rather
than in the form of mainstream Corporation Tax, and statistics for corporation fax p_aid therefore
significantly understate the actual tax borne by the life offices. The stapistics publishad 1?3; the
ABI/LOA include figures for tax {including tax on franked investment income)} charged in the
revenue accounts of life offices (see Graphs 6, 11 and 12). These figures do not dire-:tly_ reflect
tax dus and payable to the Exchequer. They may incorporate overseas tax, but may not inclwde,
for example, any lax on capital gains charged to investment reserves, Exercises mounted by tha
Revenue in receni years suggest, however, that these distortions have tended to balance one
another, so that overall figures for tax provided in life revenue accounts give a reasonable guide
to the amounts of UK tax acrually suffered by the life offices in the form of unrelieved tax credits
and Corporation Tax.

2.3 The income and gains referable to pensicn business (as distinct from the corporate profits
derived from running pension business) are exempt from fax. Thus,in any representation of faxable
ordinary life business revenues, it would be appropriate to exclude investment returns, management
expenses etc referable to pension business, (Mo such problem arises in relation o industrial
business) The appartionments necessary for the tax computations of individual companies are
generally made on a pro rala basis by rcforence to liabilities to policy helders, but there are no
equivalent global statistics for ordinary business in general, The only relevant global fgures for
the weight of pension business are in the ABI/LOA records of premiums receivable and since 1981
in the statistics for pavments to policy holders,

2.4 While premivms give some indication of the relative weight of pensicn and non-pension
incomings they are & poor guide to the relationships between oulgeings. lhus, for exampla,

expenses, and partculady commissions, are much lower for group pension business  than for
individual business and ordinary business generally And the mix of ordinary business has changed
over time. Idcafly, all the ordinary branch graphs should be presanted net of pension business; if
that were done Graph 11 {tax provided a5 a peérceniage of incomings) would shaw tracks rooghly
ona half higher. But for the reasons given it has not proved possible to do this with sufficient
SCCUracy.

2.5 Graphs 11 and 12 need to be treated with caution also because the tax system itsell has
changed during the period coversd. The imputation system was introduced only in 1973, and
nominal tax rates declined between 1968 and 1986, The componeats deterrmaning the affactive
rates suffered by individual companies are complex, but for one important sample of companias
the effective overall average rate of tax suffored on net income and goaing fell during the period
from 37.4% to 33%, All things being equal, therefore, some decling in the proportion of Incomings
absorbed by tax was to be expected.

Departmental Stafistics

3.1 The Revenue has conducted a series of in-house exercises since 1980 designed to gauge the
effectiveness of the current t3x regime for lile offices, and has drown on the expenience of the
Inspectors of Taxes working the cases as an important source. Attention has been directed in the
main towards medium -and larger companies appearing to bear no tax at all or beanng tax only
upon melional Case T profits.

3.2 In one exercise covering the nccounting periods from 1980 to 1984 the tax records of 56
companies wers examined, reprazenting about a3 Gfth of all long-term business funds. Over the
vears in question, half of thess companies bore little or no tax, and two-thirds did not pay any
sipnificant amounts of tax on income and pains raferzble to policy holders fas distinct from
carporate profits). Surplus manapement expenses for these companies at the end of 1984 wealled
Em470. Comparison of the oversll results for these companies with global statistics for the industry
suggested that the compani2s in question were probably not exceptional.

3.3 For 1985 and 1986 accounting periods the Department hos mounied a4 more comprehensive
axercise and collnled mformation on 89 comparies, represenling over 00 of relevant assets, Whilst
the 1986 details are incompleie Eince fax computations end to be filed much kater than Companiss

Act accounis and Department of Trade memurns) the exercise does seem o confirm the picture
comveyed by earlier projects.

3.4 The companies in the sample have been examimed both agzinst the current tax regime and
against the main options for change outlined in this document, The current regime is mtended m
theory to yield tax both on corporate profits and (still more importantly) on mcome and gains
georping for policy bolders, One very bagic measure of the affectiveness of the regime i3 the
number of companias which are paying no more tax than they would pay i policy holders were
simply ignored and the companies were assessed onfy on 8 conventional profits basis (which is
somewhat different from the sowforal Case [ basis, which does not neceszarly (ax unappropriated
profis), The exercise suggests that 3 quarier of the companies in the sample (representing the some
proportion of fundsy fall info this calegory, which i=alf embraces a spectrum ranging [rom

companies suffering no 1ax at all o companies whose mx bill anly marginally sxcesds the national
Case [ threshold.

3.5 OF partscular concern 15 the unevenness of the impact of the corrent regime on individual
officez. One measure of this is referred to in paragraph 6.7, In another gxercise the corrent fhx
base of each of the 89 companies in the sample was compared with its market share and also with
an approximation of it Schedule X base plus s reformead Case 1 base (ses Chapter 90 these bases
reflect the investment réturn to policy holders and the commercizal profits of the office). The general

conclusion is that individual company tax bases correlate very poorly both with company size and
with invastment remrns,




3.6 The allowance of relief for selling costs against investment income represents the most
important structural difference hetween the tax regime for life assurance and that which haolds for
competing investment media. This feature is arguably the single most important factor underlying
both the indusiry's relatively low level of tax payments by comparison with competing investment
media and the unevenness of the impact of tax on life offices. It is not uncommon for investment
income to be largely or completely covered by management expenses and commission and not
particularly onusual for selling costs alone to exceed investment income. A high level of expenses
has always been a feature of industrial business, because of the high cost of door-to-door
callection of premiums: for this reason, industrial business has for many years been taxed sepa-
rately from ordinary busincss. Recent figures however show that high selling costs have pushed the
expenses of some offices’ ordinary business to even higher levels, This can be illusirated from the
Department of Trade returns made by the 89 companies mentioned above {10 of which write both
ordinary and industrial business). Their 1986 returns showed:-

Drdinary Industrial

(B9 cases) (10 cases)
Overall costy over 50% of income 38 cases 6 cases
Owverall costs over 100% of ncome 16 cases 1 cases
Selling costs over 50% of income 22 cazes 0 cases
Selling costs over 100% of income & cazes 0 eases

ANNEX D

INSURANCE COMMISSION - OWN COMMISSION AND COMMISSION REINVESTED

Introduction
I.1 Paragraph 10.17 mentions some issues which arise where
(i) a proposer is entitled to commission in respect of his own policies: and

(i} whers commission i foregone by an intermediary for the proposer’s benefit, so
increasing the amounis effectively invested for the policy holder.

The first topic is the subject of an existing Inland Revenue Statement of Practice which might
appropriately be considered for revision during the course of the current review, The second topic
has been an increasing source of technical problems and uncertainty for intermediaries, which
might usefully be clarified.

Dvwn Commission
2.1 The present practice is set out in Statement of Practice 3/79 which reads as follows:

“l. The Inland Revenue practice at present is o regard an individoal or corporate
tixpayer who is entitled, as sgent of an insurance company, to commissions on
premivms on policies effected on his own account as not liable to tax on them as
income in his hands, except that where the premiums are allowable daductions in
computing profits or gains for tax purposes or are otherwize allowable under the
Jaxes Acts, only the net premiums [@fter deducting the commissions) are allowable.

2. The Board of Inland Revenue have considered this practice in the light of the
provisions for the premium retief by deduction scheme commaneing on & Apnl
1979. The position will then be that the amount of relief will depend on the
amount of money which passes between the individual and the life office at the
time the premium is paid. Thus, if the premium iz €100 and commission is £10
and only the net amount of £90 iz paid, reliaf will only be available on £90. If
howewer, the gross amount of EI00 is paid, the income of the individual is
dimimished by €100, and relief would be based on EI100 even though EI0 comes
back by way of commission later on. In such circumstances, the commission would
be asseszable o fax”

2.2 The practice was devised to cope with problems arising out of the allowanee of life assurance
premium relief at source (LAPR). It does not deal satisfactorily with the full range of possible
circumsiances. Now that LAPR is no longer available in respect of new policies, the treatment of
“bwn commission™ can be reconsidered withoui reference to the constraints imposed by the LAPR
system,

2.3 "Own business" by a person acting in the dual capacity of intermediary and proposer (referred
to for simplicity as the “proposer™) can fake three forms

(1) The proposer pays a discounted premium and receives no commission,

(i} The proposer is entitled 1o commission, pays the gross premium and receives
the commission back as a separate pavment.



{(iif} The proposer i entitled to commission, but sets it off apainst the gross
premium payabla, paving over only the net amount fo the life office.

2.4 In the first case no tax-relievable commission & paad by the office. None s received by the
proposar or (therefore) taxed in his hands. The tax svstem iz symmetrical, Similarly in (he second
cage commission 15 paid by the office which obtains reliel. Commission is received by the proposer
and & taxed (Case | or Case VI of Schedule D) in hiz hands, In the third case, howewver,
COMMISSIon may appear as a relevable expense in the hands of the office but iz mot currently
regarded ag a taxable receipt of the proposer, on the footing that it is not “received”™ by him, Tt
15 anomabous that such bookkeeping details should have important tax consequences; and equally
anomalous that offices should obtain relief for expenses “pand™ which may never, for tax purposes,
reach any recipient,

2.5 In normal wsage, “commission™ implies 3 payment to & third party for the introduection of
business, It is arguable that in this sense “own commission™ 15 nol commission at all; and that in
all cazes, offices should be treated as receiving a net premium, with ne “commission” either taxed
on the proposer, or relisved i the hands of the office. That 15 clearly the economic substance of
the matter; all three case: are effectively eguivalent in terms of the net amount paid and receved.

2.6 In practice, however, there may be operational problems for offices 1o identiiving and applving
a special treatment to “own commizson’ cases. and subseguent complications if, for example, the
chargeable events charpe, or a successor charge, comes into question. A mMore conservative ap-
proach might be o leave the reatment of discounted premiums unchanged, but to clanfy the
position 5o that *own commission™ comes consistently into charge in the hands of the intermediary,
whether netted off or paid separately.

Reinvested Commission

3.1 There are now 8 number of products being marketed by imtermediaries on the basis that they
foregn some of their commission and reimvest this in some way on their client®s behalf. The
products take warious forms bot tvpical are those in which foregone commission 15 used to achisve
a higher unit allocation in unit=-linked assurance policies and those in which it 15 invested in o
huilding society accounf in the client’s name. In some cases the arrangemants are controlled entirely
by the intermediary but in others the life office i5 either the instigator or an aclive party

3.2 In many cases it i8 difficult to determing the precise terms of the arrangement, particularly
where the marketing fiterature doss not make it clear that the additional benefits being offered w
the client result from foregone commission, In such cases the client will find it difficult to discover
just what he is getting and what, if anvthing, he should declare on his ax return.

3.3 These practices raise a number of problems. For example, o what extent is the life office
entitled to a deduction for commission paid? Is the intermediary assessable on the full or the
reduced commission? If the former, is he entitled to a deduction in respect of the sum reinvested
for his client? Is the client assessabla on the amount of the commission reinvestéd on his behalf?
If the commission i5 reinvested in a life policy, what is the premium o be taken inlo account in
any subsequent chargeable events computation?

3.4 I seems anomalous in principle that offices and indirecty the policy holder) should obtain tax
relief for “expenses™ which actually find their way back, in one wav or another, 1o the proposer.
The fact that either the office or the policy holder may not be fully informed about the dealings
between the two partics involved i3 2 considerable complication,

3.5 The nature of the problems, and the shape of their possible solufions, may be affecred by, and
will need to be considered in the context of, possible wider changes in the 1ax treatment of life
office expenses.

AMNEX E
STAMP DUTY

1. Life assurance policies are Lable to stamp duty on issue at a rate of 50 pence for each £1,000
or part of £1,000 of the sum assured - ic effectively 0.05 per cent. There is a similar duty of
pffectively 0.5 per cent of the annuity value of supérannuation annuities and purchased life
pnnuities. These duties currently vield about B60 millisn a vear,

2. Three questions arize here:
8. should stamp duty be charged at all on life assurance policies?
b. if stamp duty is retained on what basis should it be charged?
c. are special arrangemants needed for reassurance of foreign policies?

Stamp dufy on policles of life assarance

3. Policies of life assurance have been liable to stamp duty on essentially the same terms since
|870. The case for the duty, like other stamp duties, is essentinlly o practical one. It collects
significant amounts of revenue; is straightforward 1o calculate; and is relatively cheap for offices
and the Revenue in compliance and collection cost terms. (In many cases, it is accounted for
periodically under composition agreements, rather than policy by policy) Against those advantages,
the question is whether the duty has unacceptable behavioural consaquences in terms of demand
for life assurance products and competition betwsen life assurance and other financial products,

4. One possible criticism of the duty is that it imposes 2 second tier of charge on savings Nows
handled by life offices: duty iz payable on the policy, and also generally payable when the office
Ivests 10 underlying assets, whereas only a single ter of charpe exists in the case of direct
mvestment or (following the 1988 Buodget proposal to abolish unit trust instrument duty) of
collective investment through unit trusts. Tn practice, however, the picture is complicated by tha
fact that the charge is based on the sum assured. This has its roots in the nature of stamp duty

a3 a once-for-all levy on a document which has to be quantifiable from the terms of the document
at the outset of the contract.

3. The effect of the chargs is that the duty payable for a given sum assured js the same whether
the contract is, say, for term assurance; for whole of life without profits (at o significantly higher
premium and with a higher investment content}, or for with-profits endowment assurance (at 2
higher premium again and a correspoadingly higher investment comtent). Where the policy provides
l'l:lf_ ne determinate sum assured, the duty cannot be applied and none is chargeabiz, In practice
Hljs_iﬁ likely to arise in the case of policies - like unit-linked investment bonds with no guaranteed
fummum Teturn - which are most completely orientated to investment, and so most closely
competitive with non-life-assurance products. Conversely, the duty is highest in relation to premi-
ums in the case of pure protection pelicies, where costs generally are relatively high, demand is
likely to be relatively inelastic, and the question of substitution by other products does not arise.

6. It is arguable, therefore, that the effective incidence of the duty, although it may at firat zight
seem rather capricious, is in practice quite well adapted 1o the wider situation as it exists following
the 1988 Budget proposals. Nevertheless, the fiest question for consideration is whether, in the
light of the shape and averall balance of the wider reform of life assurance taxation, the duty
should be abolished on some ar all categories of life policy If the duty were to be retained in

shm'ﬂﬂ form the questions for further examination. still in the context of the wider reforms, wouold
@



» whether any change to the basis of charge, for example to one more closely related to the
level of premiums, would be appropriata;

* the impact of any changes in the tax treatment of expenses on the effective yield of the
duty;

® the EI"I'E:I_:I on premium levels of changes in the structure of the duty and anv behavioural or
BCONOMIC ¢onsequences, with particular reference o policies having a2 substantial protection
Content;

¢ the possibilities for further reducing compliance and administrative costs for life offices and
the Inland Revenos,

Beassurance of foreign policles

7. There & 2 narrower and more technical issue in the area of cross-border Business which arises
when one company reassures the risks of another,

B. '_rhere is_ﬂ relief ﬂ_‘ﬂm stamp duty on tha reassurance of a risk to which a stamped policy relates.
So in practice duty is not paid when a company reassures policies granted by other UK offices.

9. Duty is payable when UK companies reassure risks assured by foreign companies. The vield
is currently sbout £1 million a3 year. The argument fir not extending relief to these policies has
been that someone insuring with a UK company direct {and hence paying dury) should not be
worse off than soméone who takes out 4 policy with a foreign company which passes on the risk
to the United Kingdom.

10. However, the duty on reassurance of foreign risks arguably puts UK companies at a competi-
tive disadvantage compared with foreign reassurers who do not pay duty when hidding for foreign
business (some other countries exempt all reassurance business) The sums at stake are significant
for mortality risks where the premium may be very small in relation to the cover heing reassured.

1. The quesnon therefore is whether relief should be extended w the reassurance of foreign
business, at a cost of some £] million a year, in order w0 allow UK companies to compete more
effectively. If this change were made. a demarcation line to allow relief withous putting at risk the
vield from duty on UK policy holders would need w be considered.

Accruals (basis)

Actrarial

Actunry

Agent [ingurance)

Allocations

Annuity

Appreciation

Appropriations

AMMEX F

GLOSSARY

An accounting convention under
which incomings and outgoings are
recognised as they arise for
accrue), rather than as they are
received or paid,

Following the principles which
govern the practice of actuaries.

A person gualified to apply the
mathemuatical doctrines of
probability and compound interest
io the siatistics on which life and
pension business, ete, are based.

A person who introduces life
assorance bustness for which he
receivas payment by commission.

Appropriations of surplus,
generally to policyholders, by way
of bonus additions ete,

Cranerally o contract whereby, in
return for a capital sum, regular
payments are made by the life
office for the rest of the fife of
the annuitant (Some contracts
provide for poyments for a
predetermined perid),

Growth in asset valoe, espacially
where not attnbutsble merely to
the accumulation of income,

Withdrawal or earmarking of
surplus. Life offices are pérmitted
to appropriaie g5 profit (for the
benefit of shareholders or
poficyholders) only ascertained
surplus [3ee surplus).




Bonus

Broker

Capital Allowances

Capital Bedemption

Captive

Cedant

Cede

Ceding Company

Chargeable event

Share of surplus allocated to
holders of with-profits policies.
Annual or reversiopary bonuses are
allocated az at the company's year
end, whilst terminal bonuses are
added at the company’s discretion
o policies maturing or otherwise
ferminating during the company's
Year,

A professional adviser who assists

a client to arrange his insurances,
and who may réceive Commission on
néw business written.

Tax allowances for depreciation
of capital ascets such a5 plant.

Buziness whereby in return for one
OF MOFE préeauums 3 sum or senies of
sums is (0 becoma pavable to the
insured in the future, without
reference to the death or survival

of any life astured.

A company or unii trust effectively
under the control of a company or
group.

Ceding company.

AN insurer SEEKINg reinsurance
cover i3 said o “cede™ that
business which is covered by the
réinsurance contract.

The inzurance company which covers
part of its risk by buying
reinsurance,

An event giving rise o an “exi™
charge. Maturity, surrender,
nssignment, part surrender or death
can all be chargeable events.
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Claim

Commission

Decreasing Term Assurance

Endowment Assurance

Endowment Mortgage

Exit charga

Franked Investment income

[nvocation of mdemmnity on or after
oecurrence of event insured
against, such as death or maturity

| The remuneration paid to an agent
or broker for the mtrodoction of
business, usually in the form of a
percentage of the. prémium,

Z An alkywance made by the reinsurer
for part or all of a ceding

company’s acquisition and other

cosis. It may also mclude a

profit factor,

A form of fErm assurance under
which the sum assured decreases
during the term of the policy

eg in step with the repayment
of & -morfgage debi.

Policy (strictly “life or endowment™)
under which the benefit is payable
on a predetermined date or ar death
if thiz occurs first.

Con Be with or wathout profits.

A morigage, wsually on a homa,
under which inferesi only is
pavable w the lender, with the
miention that the capital debt
should be repaid out of the
procesds of an endowment policy
which is beld by the lender as
further sscurity

A tax charge made when certain
policy bepefils are realized in
whole or in part. Currently, exi
charges are levied only where
policy holders are liable at the
lugher cate, and are charged af
difference between the higher rate
and the basic race,

Dnvidend income carrving a tax
credif {see Imputation svstem),




Fumd

Cenerdl annuity business

(General Insurance

Hypothecation

[mputation systam

Industrial Assurance

Imtermediary

Investment

Invesiment bond

I An accounting Concept CXpPressing
the balance of a hfe compamy™
Tabilities” (including
unappropriated surples), The

fund must be matchad with
appropriate assels (e¢ margin of

SCEVETCY ).

2 (Sometimes) the assets representing
the fund

Annuity business other than
“Penswon business’.

Indemnity insurance, as distingt
from long term (ncluding [ife)

IOSUrance.,

The establishement, by stabute o
contract, of a legal charge over a
particular asset or group of assels
as security for the performance of
an ahbligation assumed ander a
contract or class of contracis

The current corpornton tax system
under which corporation tax paid
by & company is creditable against
the fax hability of shareholders

on distributions by the compiany

Life assurance run on *home service”
lines; that 15, for which premiums
are collected at the door - ai

shiore régular intarvals,

An oagent or broker through whom a
contract is arranged

Dieployment of premiom income

pending seitlement of claims.

Crenerally @ linked, single premium
whole of life or endowment policy
providing minimal guaranteed death
benefits, and ‘capahble of surrender

without penalts

Investment-linked Assurance

Investment reserve

Life Assurance

Life Assured

Life/long term buosiness

Kevenue Account

Long toerm Business

Margin ol Solvency

Mathematical rescrees

Long term business with an
IMVESINEENE content Whose refurn is
linked to the performonce of 3
specified investment, sroup of
imvaziments, or index.

Broadly represents the value of

0 COMPAany's assets over and

above its recopnised lisbilities

v policyholders, sharcholders

and others. It may appear

explicitly m the office’s

HoonuaE, ar implicifly where
assets are given a book valoe below
mrarket value,

Insurance business whose benefiis
are confingent upon the duration of
& human Life for lives)

The person on whose death ar
survival the benefit under a lifo
assurance policy becomes payable,

The income and expendinure Becount
expressing a life compamy's
life/long term business operations,

Life assurance business (including
annuity and pension business),
capital redemption business and
permanent health business,
tcontrast with General Insurance)

Under the Insurance Companies
Acts Lhe total assers of an
INsurance company must exceed its
liabilities by a defined amount.
known as the margin of aalvenoy

The sctuarially calculated

assessment of & company's
obligations to policyholders,
consigting essentially of the
difference between the presemt
value of anticipated benefits 1o
policyholders and the present value
of future premiums.




Maturity

Mortality cover Charges

Martgage protection

Mutual Company

Mew business atrain

Urdinary (branch) business
IHGH“.:I

Petision Business

Permanent Health
Insurance {FHI)

The end of the term of an endowment
masurince policy

The pure protection element in life
assurance may be funded by
pppropriation by the life office of
all or part of the premiums or, in
the case of investmeni=hnked
business, by cancellation of pari

of the policy value,

Policy designed to provide
decreasing form Sssurfnee Cowver
sufficient to pay off the
anticipated outstanding balance of
a repayment mortgape

A company the only members of which
are the holders of policies entitling
them to share in the profits of the
COMPAnY.

Regular premium contracts often
impose initial sirain on comMpanes
insofar a5 they may require the
pstablishment of resérves greater
than the company's net receipts (e
after paving commission und other
front-end expenses).

All long term, including Fife,
busmess other then Indestrial
branch business.

Iix-exempt annuity, death in
service and other busimess,
contracied either with insored
oecupational pension schemes, or on
an individoal “personal penzion”
basis,

Insurance (often arranged by
emplovers for employees), providing
a fimed amount or proportion of
calary for individuals prevented
from working by sickness, accident,
BC.

Person Assured/Policy

Policy

FMortiodio

Premium

Premium rating

Proprictary Company

Qualifying policy

Holdes

The person effecting the policy;
The policy holder or person assored
1% Aot necessarily the same person
a5 the life assured, or the
beneficitry

e docoment which contains written
evidence of the contract between

the insurer and the insured, If

the full terms of the contract are
lncated in more than one document,
all relevant documents taken

together constilule the policy

| A block of business.

2 A block of investments associated
with a block of business.

sum paid o the insurer as
consideration for the assemption
of contractusl obligations

by the infurer

I'he pricing of contracts, by adding
to the basic mortality cost
“loadings™ to cover expenses,
profit, and any additional benefits,

A company owned by shareholders.

& palicy certifisd by the Inland
Revenue as qualifving ander the
rules Inkd down, and therefore
exempt from the exit chargs if
not surrenderad prematursly:
{Any other policy is a
non-guzlifving policy).
Qualification criteria generally
require a term of not less than
ten wvears, regular premivms and
A minimum sum assured in relation
to the premioms paid.



Feassurance

(imwrard joutweand)

Recognised
(gainsAppreciation)

Reinsurance

Reingurer

Reserve

Reversionary Bonus

Roll-up

The reinsurance of life assurance
Liabilites. The reassurer, who
accepls reassurance business does
“inward” busingss, The cedant who
buys reassurance cover does
“putvward” business,

Incomings are ‘recognised’ when
credit 15 taken for them; and more
particularly, when taken into the
Ife revenue account as distinet
from investment rescrves.
Recognised gams Sic are. not
necessarily ‘reglized’ gains.

Assets may have appreciated in
value without being sold.

The msurpnce of insurance or
reinsurance habilities, by which
an underwriter lavs off a
proportion of the risk or
protects his own account against
the effects of very large losses,

An insurer who peCepts insurince
from another insurer or reinsurer,

An amount built up m the early
vears of a group of policies when
the level of premiums is greater
than required to meet claims,
expenses ete. It is osed 0 pay
claims in the later vears when the
premiums are less than required.

A guaranteed addition o the sum
assured payvable in the same
circumstances as the sum assured,
Regular additions are usually made
to policies which have been
effected as “with profits”

contracts, and the additrons arise
from “surplus” funds not required
by compinies to cover their
liabilities,

Combined undistributed income and
gaine.

Balvency

Sum Assured

Surpluz

Surrender Value

Temporary Assurance

Torm Assurance

Terminal bonus

lop-slicing

Sec Margin of Solvency

The cash bensfit guarantesd by a
life assurance policy

The actuanal surplus of a Life
company is that part of the fund
over and above the sum of ifs
liabilities. Holders of “with-profirs™
policies are entitled to g

share in the surplus, usually by
way of g reversionary bonus added
periodically to and payable with
the sum assured,

Cash value of a whaole life or
endowment assurance policy when
discontinued, Surrender values can
be small in the early years of a
palicy. This is hecause expenses
are highest ot the beginning of the
term of 4 palicy and in the first
fowr years there has been little
time for interest o accrue.

See Term Assprance.

A type of assurance under which
benafif is: pavable only on death of
the life assured before a
predetermined dats.

Bonus, added o acerued policy
value on maturity, etc at office
discretion,

A relieving provision associated
with the “exit charge™. It

recognises that the sums to be
charged miay represent the
accumulation of vears of investment
yield, which would have been taxed
#l lower marginal rates had it heen
assessable vear by vear



Linit-linked Assurance

Unit-trust

Yaluafion basis

With profits

Without profits

Whale of Life Assurance

Zillmerisation

s Investment-linked Assurance,

A type of collective investmeni
medium, ‘Authorized” Unit Trusts
aré treated as investment companies
exempt from tax on capital gains.

The particular set of assumptions
and conventions upon which the
aetuary bases his valuation of a
Inabalite

Assarances providing for a munimm
sum assured plus “bomos™ additions,
(See “‘reversionary bonus™).

Assurnnees providing only a fixed
sum assured.

Assurance under which benefit is
payable on death whenever it
occurs; can be with or without
profits,

A modification of the net

premuum réserve method of valuing
a long erm policy: it increases

the part of future preminms

for which credit is taken so as

to allow for initial expenses.
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CHANCELLOR'S PAMPHLET ON TAX REFORM

The Chancellor has mentioned to the Prime Minister that he 1is
publishing a pamphlet on tax rTeform. It iz to be published on
Monday (6 June), and I enclose a copy of the typescripk which was

sent ko the printers. I shall send you a copy of the printed
pamphlet as =oon as we gek one.

Yowrs mneerhy

A P HUDSONW




TAX REFORM - THE GOVERNMENT'S RECORD

Around the world, governments of all persuasicns are moving
tax reform up the political agenda. Everywhere it 1is

politically difficult, yet everywhere governments persevere.

Far u= in the UK, it is part of the second wave of the
'eighties revolution.

First, we had to dispel the notion that the way to economic
success lies through a sort of fiscal levitation. That
was the abiding post-war delusion - that governments could
spend and borrow their way to prosperity, and fine-tune
the performance of the economy through something known
pretentiously as demand management.

It may be hard to remember, but it wused to be an
Establishment nostrum that you need a budget deficit to
get economic growth. That was the belief which lay behind

L -

the notorious letter by 3164 economists in Marech 1981. We
have given the lie to that, decisively. There can no longer
be any argument about it.

Everyone - or almost everyone - now accepts that the proper
role of macro-sconomic policy is to keep downward pressure

e
on inflation and to maintain a stable framewcrk in which
e — e —

the private sector can expand.

e

Cur second task has been to shift attentien to the enterprise
calture. Our commitment to it has been there from the
start but, perhaps not surprisingly, has taken a bit longer
to receive the attention it deserves.




&

Building the enterprise culture takes many forms.

We had to give management back te the managers,
80 we &Stopped the Government from setting pay and
prices through the elaborate and self-defeating
machinery of incomes policies.

We had to give the unicns back to their members,

80 we wWrote into law a series of basic rights.

We had to leave businesses and thelr workers to
accept more of the consegquences of their own actions,
50 we increasingly took the Government out of the
industrial bail-cut business.

We had to get the Government off the backs of the

entrepreneurs, so we abolished whele batteries of

controls.

And we had to make it posaible for ordinary people
ke enjoy the benefits of ownership, and all that
goes with 1it, so0o we gave council tenants the right

to buy, and promoted the spread of share ownership.

All this, ¢too, i3 now accepted as the success it has
manifestly been.

Tax reform is a crucial part of the same story,

For obvious reasons, Budgets are presented each wvyear as
stringe of measures, each explained in its own terms. The
tax changes are invariably analysed in terms of who gains
what and who loses what, while the economic section of

the Budget speech is reported separately.

I make no complaint about this: indeed, I have little doubt

that a1t 13 i1nevitable. But it has the unfortunate effect




. that tax reform and economic performance are seen as wholly
unconnected,

Yet my main ocbjective in reforming taxes has been to improve
the performance of the economy; and that is the overriding
test by which the reforms stand to be judged.

In a nutshell, our objectives have been:

to leave people more of their own money, so that
they can choose for themseslves what to do with it

in particular, and =o far as is practicable, to
reduce marginal tax rates, so that an extra pound
of earnings or profits is really warth having

to see that, as a general rule, people's choices
are distorted as little as reasonably possible through
the tax system

but to be prepared, when it is sensible, to promote
tax reliefs which will help to make the economy
work better.

There have been octher important objectives too - simplicity,

for example, and the fair deal for married women which
I announced in this year's Budget. But I want to concentrate
here on the main economic case for tax reform: what we

have done, why we have done it, and what the results have
been.,

Lower tax rates

The key objective is to reduce marginal tax rates. That
1s what makes the extra pound worth earning, without recourse
to tax dodges; and that, in the long run, is what matters
for incentives. The economics are simple: if you reward
enterprise, you get more of it.




Of course, what really matters is not whether Chancellors
can take a bit off this or that tax rate in any one
Budget - though that is certainly not to be sneezed at.

[t is whether, through a series of Budgets, a climate can

be created in which pecple feel they are living in a country

where tax rates are reasonably low and likely to come down
further - a ecountry where individvals and businesses are
working less for the Government, and more for themselwves

and their families and the causes they want to support.
The salient features of our record can be simply stated:

The basic rate of income tax down from 33 per cent
to 25 per cent, and set to fall further, to 20 per
cent, in due course. The top rate on earnings halved,
from 83 per cent to 40 per cent,

The main rate of corporation tax down frem 52 per
cent to 35 per cent, The small companies' rate
down from 42 per cent to 25 per cent.

The stamp duty on sharas, which inhibited

transactions, cut from 2 per cent to % per cent.

The burden of capital taxation progressively
lightened, with fourteen rates of tax on inheritance,

running up to 75%, reduced to a single flat rate
of 40%,

And five major taxes abolished altogether: the
investment income surcharge, capital duty, the

national 1insurance surcharge, development land tax,
and the tax on lifetime gifts.

Lower tax breaks

The high tax rates we inherited when we first toock office
in 1979 were often not paid. The well-heeled and




'.w-ell—ad'.rised tock great pains to avoid liability through

the use of tax shelters. But with lower tax rates; there

is both less need for tax shelters and less toc be had out
of them.

Feducing or eliminating them is never popular with those
who benefit from the tax breaks; and reform plans in other
countries have foundered on this rock more than once. But
the principle 18 clear: as someone once said, if you want
tha Govarnment off your back, you have to get your hand
out of its pocket.

50 long as we persevere, there is a wvirtucus circle to
be had. Reducing or eliminating tax breaks provides
increased revenue which can be used to help bring down
tax rates. Lower tax rates of themselves reduce the walue
of tax breaks. So it is then a little easier to reduce
the tax breaks that remain. This in turn releases more

money to reduce tax rates. And so it goes on.

S50 Jjust as high tax rates tend to bring with them high
tax breaks, lower tax¥ rates go hand in hand with lowar
tax breaks.

In general, the objective should always be to charge lowar
rates on a broader tax base. That is the best way to improve
incentives without an unacceptable revenue cost, Lo reduce
distortions - a point I shall come back to - and to simplify

the system.

Here toco the key features of our record can be simply stated.
The big reductions In company taxes were made possible
by abolishing stock relief and phasing out the special

first year allowances for capital investment.

Income tax reductions have been facilitated in part

by broadening the VAT base; by more than doubling




the taxation of company cars; by ending tax relief
for new 1ife assurance policies, for foreign earnings
and emoluments, for non-charitable covenants, and
for new home improvement loans; by tightening the
rules for taxing the UK earnings of non-resident
entertainers and sportsmen; and by ending or limiting
a number of othear reliefs.

I have also tightened a number of the more
arcane-sounding rules in the tax system, for example
those affecting partnerships, dual resident companies,

controlled foreign companies and offshore funds.

And I have limited the surpluses which can be bullt

up in pension funds free of cax.

More neutrality

In part, to repeat, this trimming of allowances and reliefs

iz a matter of helping to find the revenue needed to pay

for reductions in marginal rates. But it is alse intended
tp make the tax system more neutral. That is, to reduce
the extent to which the tax system biases people's cholices,
by making it worth their while to spend or save in some
ways rather than others, purely for tax reasons.

The tax system we inherited in 1979 was not only badly
biased, but biased in ways that could not but stultify
the progress of the economy. It was blased against
employment, biased against savings, biased against share
ownership and biased against sensible business investment
decisions.

Employment
There were three main biases against employment.

First and most obviously, there was the national insurance

surcharge - Labour's tax on Jobs. At a time of rising




unemployment, it was hard to imagine a less appropriate
policy than to be levying an extra tax on extra jobs, wholly
unrelated to the need to finance national insurance benefits.
We reduced it in 1982, reduced it again in 1983, and got
rid of it entirely in 1984.

Second, there was a bias against jobs inherent in the
corporation tax system. That provided unnecessarily generous
allowances - tax subsidies in effect - for investment in
capital equipment even where more labour-intensive methods
of production might be instrinsically more economic. I

dealt with that when I reformed the capital allowances
in 1984,

Third - and this is not strictly a tax matter - there was
the problem of national insurance contributicns, which
Wwe were obliged to raise in the early 19808, particularly
for employees, to finance the increase in axpenditure on
national insurance benefits. I announced a major reform
of the structure of the contribution system in 198%, to

make it much cheaper to employ people on relatively lew

earnings, and to allow them to keep more of what they earned,

I believe that, taken +together, these measures have
contributed significantly to the large falls in unemplovment
we have seen in the last two years.

Savings

The main bias against savings was, guite simply, that the
income from savings was subject to a special additional
tax, the investment income surcharge. With its origins
in a distant past, when earned income was considered
precarious and savings income certain, it had long ceased
to have any real Justification. It was particularly
ilnappropriate, +to say the least, at a +time when our
predecessors' policles had produced both high inflation




and low or negative real interest rates. People had to
save more and more to protect the real wvalue of their
savings. Yet they were simultanecusly denied a real return
and subjected to penal tax rates on their nominal receipts.

Geoffrey Howe reduced the investment income surcharge in
his first Budget. I got rid of it altogether in mine,

The surcharge did not apply to capital appreciation, which
was taxed on a guite different basis from eordinary savings
income. And, for higher rate taxpayers, the marginal rate
of capital gains tax was much lower than the marginal rates
of income tax - even after the investment income surcharge
had been abolished. This, too, discriminated against
ordinary income-yielding savings.

Any higher rate taxpayer who could choose had an incentive
to convert 1lncome into capital gains, and te invest savings
for speculative gain rather than steady income. I cannot
believe that this was healthy.

In 1985, I eliminated the tax advantages of converting
savings income into capital appreciation through the device
known as bond washing. That measure wiped out a whole
avoidance industry at a stroke. And, though there was
some nervousness at the time, it did so with no damage
whatever to the gilt-edged market.

In this year's Budget, I have gone a good deal further,
and made the marginal rates of capital gains tax the same
as the marginal rates of income tax. And that puts paid
to another distortion. In general, vyou no longer face
a2 higher marginal tax rate if you work for a company than
if you speculate in its shares.

These changes can only help to promote more sensible savings
and invezstment decisions. They will encourage people to
Judge between alternative uses of funds according te the
return they offer, rather than their tax advantages.




In 1982 Geoffrey Howe introduced an impoertant measure of
indexation inte the taxation of capital gains. In this
year's Budget I completed the process, so as to eliminate
finally the taxation of inflationary or paper capital gains,
which was both an injustice and an economic own goal.

It was an injustice bhecause the paper gains were simply
a4 reflection of the hyper-inflation of the ‘'seventies.
They represented no real appreciation whatever to people
who held land or shares. 8So to tax them was to eat into
the real value of the original investment.

It was an own goal because people with paper gains would
simply =it on their assets to avoid paying an unjust and
penal tax,

Eliminating the tax on paper gains ends that needless
distortion. People who have been sitting en pre-1982 assets
are now able to sell them without incurring a penal tax
bill, and so0 turn them to more productive use.

Share-ownership

The blases against share-ownership affected the willingness

both of companies to sell shares and of ordinary people
to buy them.

Companies were inhibited because the tax system made it
much cheaper to borrow than to raise sguity Ffinance., That
was essentially a function of the difference between the
rate of corporation tax and the basic rate of income tax.
Since we first took office this gap has been eliminated
alteogether for small companies and virtunally halved for
large companies.

Companies also had to pay a discriminatory impost called
capital duty when they raised equity. I abolished that
in this year's Budget,




And anyone buying shares had toc pay a 2% stamp duty. I
halved that to 1% in 1984 and halved it again toc %% in
1986. ©Despite that, the revenue from stamp duty on stocks
and shares has actually increased.

At the same time, ordinary people found it less attractive
in tax terms to buy shares directly than ta save through

the life assurance and pension funds. Institutional saving

attracted tax relief which was not available Ffor direct
equity investment.

To some extent, we have levalled deown. I ended relief

for premiums on new life assurance policies in 1984,

To some extent, we have levelled up. I introduced tax
relief for Personal Equity Plans in the Budget of 1986.
I have consolidated the reliefs available for equity
investment in smaller companies through Geoffrey Howe's
innovatory Business Expansion Scheme, which I shall come
back te. And we have developed tax incentives to foster
the spread of employee share schemes.

I de not pretend that these measures have brought about
anything like parity of treatment. But I do believe that
they have complemented our hugely successful privatisation

programme in helping to treble the number of share owners
in this country.

Business investment

The bias against sensible business investment decisions
arcse because the o©ld capital allowances produced an
incentive to uandertake projects with noe econemic return
whatever, simply to save tax. The unwritten rule was "never
mind the gquality, feel the tax relief”".

o we saw higher rate taxpayers going into things 1like

container leasing, simply to generate paper losszes which




they could set against other income, and so reduce their
tax bills. Gecffrey Howe closed that particular locphole
in 1980.

More generally, we saw the tax system feed a culture in
which businesses were given every incentive to buy more
and more plant and machinery, whatever its purpose, but
not, for example, to spend money on improving the design
of their products, or on ressarch or on training their

employees. This was a classic way to misallocate resources,

I abolished this discriminatory tax subsidy in 1984,

The old capital allowances also made it more attractive
for some companies to lease assets than to own them, again
purely for tax reasons. The 1384 reforms put an end to
that too. And so far from knocking leasing on the head,
the reforms helped to unleash such a flood of profitable
activity - on a genuine and non-tax-induced basis - that
the 1leasing companies have just had their best year on
record.

Promoting flexible markets

These are all examples of changes which have reduced the
distortions between different sorts of economic activity.
Ssome call this greater neutrality. Some call it levelling
the playing field. It is in fact part of our wider peolicy,
to get the Government off people's backs and out of the
market place: leave them their own money and let them choose
what to do with it, without too mach nudging from the tax
man.

But as long ago as 1984, when I introduced my first radical
reforming Budget, I made it clear that I had no intention
of removing all the distortions in the tax system. The
purist tax reformer - the level playing field fanatic - will
be disappointed by this, There are those who would have

a Chanceller drive his steamroller up and down the pitch,
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until he has levelled cut every hummock and filled in every
hole. But I do not believe that this extreme should be
our aim. While the general presumption should invariably
be in favour of fiscal neutrality, in practice there will

dlways be a place for some carefully considered tax
incentives.

The main economic reason is this. The Government's obijective

is to improve the performance of the economy. In general,

that is best served by levelling out tax reliefs and trusting
to the free play of the markets. But in some cases, the
markets in this country have suffered from long years of
ossification. To take the two mast striking examples,
the labour market was allowed to become notoriously rigid,
and the market for ©private renting verges on the
non-existent. If some modest tax relief can help to
complemant cur other policies to get these markets working
better, that is 3 prize worth taking.

In short, well-directed tax relief can help to promote
developments which can make the economy mere flexible,
adaptive and dynamic.

That is why, for example, I extended the Business Expansion
Scheme to private renting in this year's Budget. The lack
of privately rented accomodation in this country is still
a4 crying disgrace, which plainly inhibits the mobility
of labour. Nicholas Ridley is tackling it through housing
legislation. I judged it worth complementing that by
offering a new tax incentive for a limited period of five

YEaATrs,

That is alse why I introduced tax relief for prefit related
pay in 1987: again, a desirable carrot to get more
flexibility inte the labour market. Interestingly, the
biggest response sc far has been among small firms,
confirming that these are in many ways the spearhead of
the enterprise culture.




Limiting the value of reliefs

But while some tax reliefs can play a worthwhile role,
the general presumption againet them means that, as time
passes, every relief must be reviewed with a citical eye.
Is this one still needed for the purpose for which it was
devised? Is that one now being used more as a tax planning
device than for its original purpose? Is the other ocne

showing diminishing economic returns in relation te the
amount of revenue foregone?

Perhaps I could dillustrate the process by reference to
the Business Expansion Scheme.

When we came into office, small business wasg in the doldrums ;
and it was still diffienlt, if not impossible, for small

and medium sized companies to raise venture capital. So

Geoffrey Howe introduced the Business Start-up Scheme,

which developed into the Business Expansion Scheme. That
has provided tax incentives which have helped substantially

to promote new businesses, to the great benefit of the
econcmy .

1 subjected the Scheme to a searching review by independent
consultants from Peat Marwick, before deciding to make
it permanent in the Budget of 1986,

Meanwhile, the spread of the enterprise culture, fostered
by this and other policies, has brought forth a dramatic
growth in the venture capital industry, from almost nowhere
when we toock office to over €1,000 million of investment
a year. Thus much of the original purpose of the Businegs
Expansion Scheme has now been fulfilled. I therefore tock
steps in the 1988 Budget to place a limit on the amount
any one company can raise through the Scheme each year,
80 48 to concentrate BES money in future on the smaller
companies, where the need still exists.




And in extending the Scheme to private renting, I have
explicitly limited the relief to Eive years.

Moreover, it is an important feature of our tax reform
that the wvalue of all the allowancas and raliefs in the
system fallz as tax rates fall. If we had retained Labour's
tax rates, mortgage relief, for example; could now be worth
about €3,000 a year to a top rate taxpayer - assuming the
present E30,000 limit and present interest rates. Instead,

on the same assumptions, it will be worth a maximum of
about £1,200 this year.

Results

I have stressed that the objective of tax reform is to
help bring about a more efficient economy, with more freedom
of choice. And the proof of the pudding is in the esating.

We have created the conditions in which individuals
and businesses can [leourish and prosper.

Az companies have become ever more profitable,
they have come to pay increasing amounts of tax,

aven though their tax rates are lower.

As individuals have become ever more pProsperous,
they tog have come to pay more tax on their higher
earnings, even though their tax rates are lower.

It is the economist's dream: to reduce tax rates to improve
incentives, yet to do it without unacceptable sacrifices
of revenue.

Over the past decade, we have cut tax rates markedly. Yet
g0 far taxes and national insurance contributions still
amount to a higher proportion of national income than when
we first took office.




At the beginning, we could afford to reduce income tax
rates only by raising VAT, because we simply had to get
the borrowing requirement down. We also had to accept
increases in national insurance contributions to finance
increases in spending on benefits for the pen=ioners and
the unemployed. And our oil revenues were still riging.
So it is not Adifficult to =ee why taxes and naticnal
insurance contributions rose as a proportion of our naticnal
income, even though we cut income tax rates substantially.

But over the past five Years, I have been able to make
large reductions in the rates of direct taxation without
having to impose very much in the way of offsetting increases
in indirect tax rates. There has been no increase at all
in the rates of national insurance contributions - though
there have been reductions for the lewer paid, financed
by abolicshing the ceiling on employers' contributions.
And eil revenues have been falling substantially - frem
almost 3 per cent of national income five years ago to
less than 1 per cent now, and from about 7k per cent of
total tax and national insurance revenues five years ago
tc about 2 per cent now. Yet despite all this, total taxes

and national insurance contributions amount to only about

L per cent 1less of cur national income than they did when
I became Chancellor in 1983.

The moral is simple. Tax reform has helped te give us
a better performing economy. And a better performing economy
has given us higher revenue for any given tax rates.

50 we have put paid to ancther POsSt-wWwar nostrum: that yon
need high tax rates to finance the welfare state. I trust
this year's Budget will mark the final break with this
myth.

But although the size of the tax and national insurance
burden has not changed much, and indeed 15 still clearly
too high, the result of the reforms I have described is
that the burden is now much better distributed.
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I would single out three changes in particular, all of
which have promoted both efficiency and eguity.

First, the tax on companies has been shifted decisively
from employment to profits. As a proportion of total taxes
and mnational insurance contributions, revenue from the
national insurance surcharge and employars’ national
insurance contributions is down about 4% percentage points,
compared with the position when we took office; while revenue
from corporation tax is up a little more than that.

Second, the tax on individuals has been shifted decisively
frzom income to spending. Again as a proportion of total
taxes and natienal insurance contributions, the revenue
from income tax is down about 8% percentage points; the

revenue from VAT is up about 7 percentage points.

Interestingly,; the share of VAT continues to rise; even
though there has been no change in the rate since 1979
and no significant change in the coverage since 1984. That
is partly because we have taken measures to ensure that
the tax 1s properly collected; partly because pecple have
chosen, quite naturally, to spend thelr rising incomes
on higher consumption; and partly because spending on the
itemz to which VAT applies tends, on the whole, to be more
bucyant than spending on the items which are zero rated.

Third, income taxX has been shifted from fthe great mass
of the populstion €& the bDetter off. In Labour's last
vear, with their nine higher rates of tax, plus the
investment income surcharge,; the top > per cent of kbaxpayers
bore 24 per cent of the total income tax burden. In 1982-8%;
in spite of the reductions in the Budget, the top 5 per
cent are expected to shoulder 28 per cent of the total
burden.

And despite the Efact that the total income tax burden has

been substantially reduced, to the great benefit of ordinary




taxpayers, it 1looks likely that the single higher rate
in 1988-89 will yield at 1least as much revenue, as a
proportion of total taxes and naticnal insurance
cantributions, as the nine higher rates and investment
income surcharge did in 1978-79.

S0 we have put paid to yet another part of the conventional
wisdom: the idea that a progressive income tax system
requires a steeply rising schedule of marginal rates.

Moreover, the share of revenues from stamp duties and from
capital taxes paid by individuals - in great part by the

better off - has risen by a full percentage point.

In short, we are now raising the money to finance public
expenditure in a way which imposes much less of a drag
on work and effort and enterprise. A&And that will continue
to pay dividends in the years ahead.

The low tax society

That iz the economic bensfit of low tax rates; but there
18 a wider benefit too. Because a low tax system is an
acceptable tax system.

For almost fifty years, from the outbreak of the Second
World War, Britain was a high tax country. Top rates were
seldom below &0 per cent, usually wvery much higher. Left
to their own devices, such penal rates of tax would have
crippled the economy completely.

Did anybody seriously think, when the decades aof high
taxation reached their pinnacle of absurdity between
1976 and 1978, that any investor would really pay at the
toep rtate of tax, 98p in the pound, the rate that applied
during those dismal years? No, the economy had to develop
its own survival mechanisms, with avoidance techniques,
fiddles and downright illegal evasion. That could anly




bring the system into disrepute.

We have now brought the top rate down to 40p in the pound,
which most people will regard as reasonable. Sa for the
first time in our adult lives, Britain is a low tax country.
People will take time to adjust, but it is fair te expect

that the tax system will gradually recover the legitimacy

of which it was deprived during a period when it was hijacked
by the social engineers. And that will be a momentous
change.

I believe, too, that in the Ffinal decade of this century,
the acceptability of the tax system will be further enhanced
by the far-reaching refoerm I announced in this year's Budget
to  provide independent taxation of husband and wife
from 1990, For the greater part of two centuries,; ewver
since the time of the Younger Pitt, a married woman's income
has been treated as if it were her husband's, That cannot
possibly have engendered respect for the tax gystem in
recent years. Scrapping this outdated rule will be a mador
milestone, and a very welcome cne.

Indeed, we may well come to look back on the 1988 Budget
not only as the one which finally marked the end of high
tax rates in the UK - a historic turning point if ever
there was one but also as the Budget which marked the
end, at long last, of the second-class status of married
women .

Conclusion

I said at the outset that the main test by which our tax
reforms stand to be judged was their success in helping
to improve the performance of the economy. I have offered
my own account of the progress to date, and I believe it
gspeaks for itself.

There is still a good way to go. But all the evidence
is that we are going down the right road.

_J_E_




Not the least of this evidence is that other countries
are doing the same. Reducing income tax rates, in
particular, has become part of the new international
consensus of the 1980s, The Americans are doing it, and
s0 are the Canadians, The Japanese are doing it, and so
are the New Zealanders. Many other countries have also
made reductions, or intend teo do so. And most leading
countries have reformed their corporate taxes along the
lines I did din 1984, reducing the rates and reducing the

distortions intreoduced by special investment allowances.

Fretty well everywhere wyou go, tax reform is now seen as
an essential (though difficult) instrument for improving
economic performance. And it has played a critically

impartant part in Britain's economic renaissance.

But this is only the beginning. Economic policies take
years - often generations - to have their full effects.

And tax reform, like other reforms we have introduced,

is in the end about changing the very culture of this
country. There can be no doubt that this is happening,

and will continue for years to come.
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APFENDIX
TAX REFORM - THE GOVERNMENT'S RECORD
This Appendix sets out the main tax reforms which the Government

has made since 1979. The dates refer to the Budget in which a

measure was announced, and not necessarily to when it was
introduced.

REFORMS TAX BY TAX

Incomea

Basic rate reduced in stages from 33p In the pound to 25p
in the pound.

New objective of 20p in the pound set in 1988 Budget.

Personal allowances up by over 25 per cent in real terms.

Top rate of tax reduced from B2 per cent to 40 per cent.
All other higher rates - there were nine in 1978-79% -
abolished.

Starting point for higher rate tax up over 15 per cent

raal terme.

Investment income surcharge of 15 per cent abolished
1984,

Capital Galns Tax

- Indexation introduced in 1982, and extended in 1985;
1988, all gains rebased to 1982; =0 no taxatlion
'paper' gains.

Rates aligned with income tax in 19B88.

Inheritance Tax/Capital Transfer Tax

Tax abolished an lifetime gi1fts made more than
seven vears before death in 1986,




Threshald more than doubled in real terms.

Fourteen rates of tax on death in 1979, now replaced by
single rate of 40 per cent.

Business and agricultural reliefs improved.

Corporation Tax

Major restructurcing in 1984:

- rate reduced in stages from 52 per cent to
cent:

First yvear capital allowances phased out;
stock relief withdrawn.

Small companies rate reduced from 42 per cent to 25 peg
cent, same as basic rate of income tax.

Companies also benefit from rebasing of capital gains to
1982, and indexation of gains since then: as for

individuals, capital gains taxed at same rate as income.

Value-Addad Tax

Duoal rate of VAT replaced by single 15 per cent rate in
1575,

Base broadened, to include hot take-away food and
building alterationz In 1984, and adwvertising 1in
newspapers and perciodicals in 1985,

Options introduced in 1987 for small businesses to move
ta cash accounting to ease cash-flow problems, and

{starting in 1988) to annual accounting Eto ease

compliance burden.

Stamp Duties

Rate on shares halved to 1 per cent in 1984, and again to
! per cent in 19B&.

Maximum rate on land, houses and other buildings halved
ta 1 per cent in 19B4; and threshold raised.




Capital duty and unit trust instrument duty abolished in
1988.

Sevaral minor duties abolished in 1985.

Davelopment Land Tax

- Abolished in 1985.

National Insurance Surcharge

- Mational insurance surcharge abolished in 1984.

THEMES AND OBJECTIVES

Promoting enterprise and participation

- Business Expansion Scheme introduced (Busineas Start-up
Scheme 1981, enlarged into BES 1983). Subsequently
tevised ko improve targeting, particularly limitatien to
£500,000 raised per company per year in 1988,

Hew all-employee share scheme i[ntroduced in 1980;
guccessive improvements te that and 1978 profit-sharing
legislation.

Emplovee share option scheme introduced in 1984.
Perscnal Eguity Plans intecoduced in 1986,

New tax relief for Profit-Related Pay in 1987.

Tax relief extended to new personal pensicns in 1987.

Reducing Tax Reliefs and Tax Breaks

- Life assurance premium reliesf abolished for new policiles
in 1984; tax relief for pre-1984 policies reduced in line

with basic rate of incoms tax.

Tax on company cars increased by 150 per cent in real
terms.




Commercial woodlands taken out of income and corporation
tax in 1988, ending notorious abuse.

Mortgage interest relief withdrawn from home improvement
loans in 1988,

Wew covenanks, other than to charity, taken out of tax
system in 1988,

Mew rules introduced in 1986 to limit surpluses which can

be built up in pension funds free of tax.

Introduced limit on size of tax-free lump sums, and on
tax relief on fast-accrual pensions, in 1987,

Taxation of Married Couples

Independent taxation of husband and wife from April 19930
{legislation in 1988 Finance Bill)}, follawing two Green
Papers.

Tax penalties on marriage abolished in 1988 Budget.

Helping Charities

Tmprovements in tax regime for charities and charitable giving in

successive Budgets, includings:

reduction in minimum pericd of charitable covenants from
T to 4 vears in 1980;

gifts to charity exempted from stamp duty in 1982 and
CTT/inheritance tax in 1983;

employers given ktax relief on salary costs of employees
seconded ko charities in 1983,

new Payroll Giving Scheme, to enable individuals to give
regularly to Charity with tax relief in 1986:

abolition of limit on higher rate relief for covenanted
donations by individuals in 1986;

tax relief for company donations in 1986;

extension of VAT concessions for charities, especially
For tha disabled imn 1986,




.Inprﬂv ing Tax Administration

Computerised Pay-As-You-Earn, to be followed by taxation

of the self-employed.

Simplified administration in a number of ways =2.9. giving
met kgage. interest relief at source ([(MIRAS): extending
composite rate to the banks, and taking maintenance
payments and non-charitable covenants largely out of tax.

Set up Kelith Committee to investigate enforcement powers
of the Revenue departments; gradually implementing
recommendations.

Planning for the 19903: legislated for "pay and file"
system for corporation tax, to be implemented when new
computer system is operational.

Countering Tax Avoidance

Tax charged on profits of inveskment in certain offshore
funds in 1984.

Tax charged on certain controlled foreign companies in
1984.

Tax advantages inm bond washing (conversion of income into
capital) eliminated in 1985.

Restriction on use of losses by dval resident companies=s
in 1987,

UDnapproved share schemes: simplified and retargeted tax
provisiona affecting acguisition of shares by emplovees
in 1983,




10 DOWNING STREET
LONDON SWI1A 2AA

Fram the Private Secretary 15 April 1988

MORTGAGE TAX RELIEF

You asked me about the Times report of the Prime
Minister's press briefing on her return from Turkey.

I enclase a copy of the relevant part of the t:an5¢ript‘|
Ae you will see, the Prime Minister did not say she would like
to see the ceiling raised; the Times comments on this point
were their own interpretation.

GRAY

Jonathan Taylor, Esg.,
H. M, Treasury
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different kind of background for people who are retiring now.
I think there are still some more regtrictive practices to
go. The battle is still to realise that it is not the Government

that provides more for Soclal Barvices:; it is the earnings of people

and if you take too much out of people's pockets of their own

earnings and leave them less and less over which to decide how to

aole attitude
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From the Private Secrelar) 17 March 1958

NATIONAL SAVINGS: REDUCTION IN INTEREST RATES

Thank you for your letter of earlier
today, which the Prime Minister has seen
and noted.

Paul Gray

F.0.P. Barnes, Es5g..
H.M. Treasury.
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[reasury Chambers

Paul Gray Esqg

10 Downing Streest
LONDON
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17 March 1988

b ST

NATTONAL SAVINGS : REDUCTION IN INTEREST RATES

This is to let you know that we have decided to make the following
reguctions in National Savings interest rates which will be announced
at 5.30pm today:-

{a) Investment Account - reduced by 1.5%
4 vear to B.5% from 31 March. 1%
usual to give 2 weeks' fotice of changes
in Investment Account rates.

Income and Deposit Bonds - reduced
by 1.5% a year to 9,08 a year from
1 May. The prospectus for =zach regquires
us to give 6 weeks' notice of changes
in interest rates.

Premium PBonds - the rate of interest
used +to calculate the prize fund is
tc be reduced from 7.0% a vear to B.5%
@ year from 1 July. Thiz will “not
reault in fewser priges,

These changes bring the rates offered to personal savers by National
Savings into lime with those offered by banks and building societies.
These decisions were made in advance of today's reduction in base
rates, but are not affected by that reduction.

i [T L\:
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P D P BARNES
Private Secretary
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NATIONAL SAVINGS: GENERAL EXTENSTON RATE

This is to let you know that we have decided to reduce the General
Extension Rate, which is paid to holders of matured savings
cortificates, from 6.51% to 5.76% from 1 March.

This is the fourth in a series of reductions in this rate since
April 1987. The aim is +o help improve the gquality of funding
by encouraging holders of these certificates to transfer into the
current igsue certificate which offers a guaranteed tax free return
af 7% if held to maturity (5 years).

The Department for National Savings will be announcing this at
noon on 25 February.

bk rh:;hr#:
--ET Zh =4 ¥

P D P BARNES
Private Secretary
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GOODS SUPPLIED WITH MEDICAL CARE

-

I' understand that, ticesomely, on Tuesday (23 February] the
European Court {8 to publish its. judgment in the infraction

proceedings taken against us by the EC Commission over our VAT
v — '-_-_'_..__-\- -—-—r_ a
cxemption for spectacles and cectain other goods supplied wita

medical care.

The Commission's case is that the relevant provision of the EC

Sixth Directive on YAT (which was adopted in 1977 and lays down a

narmonised system of exemptions Erom the tax) permits exemption
T TR T |
only for the services of doctors and other medical professions; it

does not extend to goods supplied in connection with Eheir
Eepwices. Our VAT reliefs for many goods supplied in connection

with medical care, Eor Examplejdrugﬁ and medicines on prescriptbtion

and artificial 1imbs& are in fact protected under other provisions
R ——— o

af the Directive; the Commission's proceedings will in practice

affect only spectacles. contact lenses and privately purchased

— —eey =—

hearing aids.

dn the basis of the Advocate General's opinion, which the Court
normally follows, the Court's judgment is likely to go against us.
We shall therefore be obliged to apply VAT at a positive rate to
spectacles and the other goods concerned. This should not mean
tH:E_Eﬂgkprice of spectacles would increase by anything like the
full 15% of the standard rate of vaT. Opticians are at present not
Zero-rated but exempt from VAT, and thus already suffer sticking
tax on their purchases. This means that prices should rise only by

the amount of VAT on the retail margin.

—




As you may recall, werfought the infractlon procesedings through' to
the Buropsan Court not because we expected to win but to allow a
breathing space for Ethe breaking of the opticians' monopoly to
bring down prices, This has duly occurred; but unfortunately the
imposition of the tax now, with an annoal yield of some
EZ25 million, would come at a pa:ticulqiii_awkwa:d time, given the

gensitivity over the NHS in general and eye-testing in particolar.

I propose that, as an immediate response,; the Economic Secretacy
should answer an acranged PQ, along the lines that "the UK has =2
Treaty obligation tﬂ'TEEEEE;nt culings [rom the EBEuropean Court.
The Government will abide by the Court's decision but we need to
stidy the Judgment [n detail before we can make any firm decisions
about how to proceed. Any amendment to United Kingdom law imposing
taxation will have to be proposed to; and approved by, the House of
Commons " .

However, in practice, given the controversy this matter is likely
to cause, it seems to me that thé ESoner We get it over the better.
I would not, of course, wank to take any decision in Lime for the
Budget, but would briing forward the necessary clause in time for
the Committee Stage of bthe Finance Bill.

M Gy Loz tla e
l!- " '_._'-'_'_._._._
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q | 19 December 1988
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TAX TREATMENT OF THIRD PARTY ENTERTAINMENT AND GIFTS L;/?
LATE NIGHT TAXIS FOR EMPLOYEES -

Thank you for your letters of 15 September recording the Prime
Minister's views on Third Party Entertainment and Gifts and
Late Might Taxiz, which we have taken on board.

The proposed E100 limit on the exeception for gifts will be
regularly reviewed along with other minor monetary limits in
tax legislation or extra statutory concess=ions. The
Chancellor would not propose to commit the Government Eo
automatic annual upratings=- which (he would hope) would be
trivial in amount. But he entirely agreez that the intention
ehould be to ensure that the £100 limit maintains its real
value over time.

The extra statutory conceselion on late night taxizs will
operate where the number of Jjourneys is no more than 60 in a
tax wvear, and 1if Civil Servants face liability by exceeding
this number they will be fully compensated.

1::Ilr.rﬂ b Ly F'E'rr:L,lI

<t by

J M G TAYLOR
Private Secretary
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From the Private Secretary 22 Beptember 1987

Tax Arrangements for Expatriates

You may like to see the letter attached
gent to me by Bir David Wolfson.

{DAVID NORGROVE)

Jeremy Heywood, Esg.,

HM Treasury.




SIR DAVID WOLFSON

Thank wyou for yvour note about

the tax arrangements for expatriates.
What wvou say seems to me to make a
good deal of sense, and I have

taken the liberty of sending a copy

of your letter to the Treasury.

David Norgrove

22 Beptember 1987




Sept.17,1987

Dear Dawvid,

The Expatriate rules are, I presume, designed to
discourage people from moving their residence abroad in order
to avoid UE Tax. £ return is made too easy, many people who
do not reguire to be in UE full-time would "emigrate" and
enjoy the benefits of lower tax rates while continuing to be
in UK as much as they wanted.

Therefore I propose that, for a pericd of say 4 vears,
the expatriate would continue to operate under present rules.
BUT, AFTER SUCH A PERIOD, THE RULES COULD BE RELAXED TO
ENCOURAGE EXPATRIATES TO SPEND MORE TIME OVER HERE. An
additicnal 60, or even 310 days per year, after 4 vears, would
net encourage more peocple to emigrate. But it could generate
a considerable sum of Foreign Income into the UE, since many
axpatriates spend as much time over here as they are allowed,
and spend money each day they are here!

One could even restrict the additional days to pecple
over retirement age, and make it a concession which only
applied from wvear to year. That way no-one would emigrate
because of an enlarged allowance in the future which might be
withdrawn before they could take advantage of itl

But each vear it operated we would derive income, hotel
charges, food bills, and shopping requirements which might
otherwise have gone to Marbella, Palm Beach or Cannes.

Why not try to get the best of both worlds?
No reply needed, this is merely to put on record the
ocbject of the exercise as I see it.

YOUrs ato.

B

David Welfeon
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fou wrote to Tony EKuczys on July asking about the current rules
on residence in the UK fofr tax purposes - in particular with
regard to expatriate visitoers - and for comments on a suggestion
by 8ir David Wolfsen that the presence test could be extended
for expatriates who had bheer abroad for sufficient years to have
established residence rirmly outside the UK.

TAX ARRANGEMENTS FOR EXPATRIATES

In order to simplify the explanation of +the existing rules I
will assume that the expatriate js working full time in a business
profession or employment carried on wholly abroad. In these
circumetances a wisitor, expatriate or otherwise, will not be
treated as resident or ordinarily resident in the UK unlece

1) he stays here for six months or more in a tax vyear
- when he will always be regarded as resident here
for that year;

his wisits for four consecutive tax years have
averaged three months or more per year - when he
will be regarded as becoming resident and ordinarily
rasident:

on the occasion of his first wvisit to the UK, he
proposes to make wvisits for four consecutive tax
years which will average three months or mure per
vear - when he will be regarded as becoming resident
and ordinarily resident from the outset,

The extent of a wvisitor's liability to UK tax wvaries with his
residence status: a resident in the UK is liable to tax on his
worldwide income and gains; an individual who is not resident
but ordinarily resident is liable on his worldwide gains but
only on income arieing in the UK; whereas an individual who is
net resident and not ordinarily resident is not liable on capital
gains and is liable on income arising in the UK. There are some
exceptions to these rules which depend upeon domiecile or upeon
special issue terms of certain British Government securities.




The current "regular visitor" rules do permit an average three
months' presence per tax year over a four year period and provided
the six monthse per tax vyear is not exceeded, this does give
considerable flexibility to the wisitor to the UK - whether he
be an expatriate or not.

As it happpens, the residence rules for tax purposes are being
loocked at 1in some: detaill at present and Sir Pavid's comments
will certainly be bérne in mind in that review.

LTﬁL#ﬂ e,

®
L

JEREMY HEYWOOD
Private Secretary




10 DOWNING STREET
LONDON SWIA 244

s e e Z Seprember 1987

TAX ARRANGEMENTS POR EXPATRIATES

You wrote bo David Horgrove on 30 July with a note
about the existing rules in response to a reguest from 8ir
David Wolfson hera.

Sir David Wolfson had a word about his proposals with
the Prime Minister last week, and she has noted that you are
reviewing residents' rules at present, One particular point
8ir David raised, which I should be grateful if you would
also bear in mind, was a proposal that retired people living
abroad might be given more flexibility, and allowed to spend

more time in the UK.
Once again, his argument is that this would help

increase expenditure in the UK, without adversely affecting
LAX ravenuess,

MARE ADDISON

Jeremy Heywood, EsSQ.,
H.M. Treasury.
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Froam the Private Secretary

LATE NIGHT TAXIS FOR EMPLOYEES

Tha Prim= Minister has seen the Financial Sacretary's
minute of 7 Saptember about the limit of forty occcazions
proposed for the provision of transport home for an employee
Eo be regarded as exempt from tax.

The Prime Ministar remains wvery doubtful about the wisdom
of making the announcement proposed; partly on grounds of
prineciple and partly because she regreks the way in which the
tax system {5 being alaborated., ({She has in mind alsa of
course the proposed anncancement about the tax Ereatment of
thirtd party entertainment and gifts.)

The Prime Minister 15 nevertheless willing to go along
with the proposal on late night taxis for employees praovided
first, that the limit of forty journeys is increased to sixty
journeys, and secondly, that thosa civil servants affected
iwhether for ‘example in Private Offilces or thosa involved in
taking legislation through the House, 2.9, the Finance Bill)
are proporly compensated, with the compansation grossed up
according to the marginal tax rate faced by each Indiwviduaal.

R
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David Norgrove

Jeremy Haywood,; Esg..
Financial Secretary's 0ffice,
H. M. Treasury.
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10 DOWNING STREET
LONDON SWIA 2AA

Fram the Private Sccrelary 15 September 1987

Bear Aoy,

The Prime Minister has seen your letter to me of
11 Beptember about the proposed 100 limit on sxemption for
third party gifts.

The Prime Minister continues to have great doubts about
this proposal. 5he is, however, prepared to go along with it
on the understanding that the size of the limit is reviewed
and incresased each year. It should not be allewed tg fall in
real tarms.

Vil

David Norgrove

Aalex Allan; Esg..
H. M. Traasury.

PERSOMAL AND COMFIDENTIAL
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11 September 1987

David Norgrove Esqg
10 Downing Street
LONDON
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TAY TREATMENT OF THIRD PARTY ENTERTAINMENT AND GIFTS

Your letter of B September recorded the Prime Minister's
invitation to the Chancellsr to reconsider the E100 limit on
the proposed exemption for third party gifts to ensure that ih
will be adeguakte.

The proposal is that gifts - but not, of course, gifts. of
cash - of up to E100 in any tax year from any third party
gource should be exempt from tax.

The Chancellor has looked ecarefully at this again. The
purpose of the £100 limit is to ensure that tax should remain
payable on really quite wvaluable gifts given to somecne
hecause he or she is an employee, while excluding from tax the
overwhelming majority of more modest goodwill gifts, so that
very few people will need te be bothered about tax on third
pacty glifts at all.

We are not proposing any overall limit when someone receives a
number of gifts, each within the £100 limit, from different
sources, But we are ralying on the monetary limit on the
value of gifts from each source to help ensure that we are
only exempting genuine "gﬁﬁﬁwiil" gifts and not gifts which
are an indirect form of remuneration.

The Chancellor feels that, in these circumstances, a limit of
2100 strikes the right balance.

I understand that the Prime Minister also asked about the
pasition of the Royal Family. The advice we have [rom the
Inland Revenue is that they are not, as such, holders of an
"~fEfice" for income tax purposes. It follows that, as a
general rule, there is no risk of their incurring a tax charge




PERSONAL AND CONFIDENTIAL

on gifts they receive. This applies even where a member of
the Royal Family holds an office (for example as Patron or
President of some charitable or artistic body) which is
essential honorary or unpaid. But the normal rules would, of
course, apply in the case of a member of the Royal Family who
holds a paid employment or office of profit, and who receives
a gift in that capacity.

Yows,
C

L S

A C 5 ALLAN
Principal Private Secretary
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FPRIME MINISTER

LATE NIGHT TAXIS FOR EMPLOYEES

The Financial Secretary argues that a limit of forty journeys

par year is about right as the number to be regarded as exempt
—— ———— —

From tax.

This is not a welcome development for pecple in private

offices, including your own. But, reluctantly, I believe that

the Inland Revenue are right to want to set a limit of this
kind, given the appreoach they are following.

Large numbers of people work unsocial hours and this seems to
—

be spreading, not just in the entertainment industry but also

n o

in the City and elsewhere. If an employer wants an employee

to work late it should be his job to look after that employse

both in the matter of extra payments and, if he wishes, to

make the person's journey home guicker and esasier. The help

for the journey home is as much part of the employes's
remuneration as overtime payments or payments for working
unsocial heurs. It is also an important principle that travel

Betwean homz and work iz not allowable for tax.

Against this background, the Inland Revenue are drawing what
segms to mée a reasonable distinction between late night travel

which is regular and frequent and more occasional journeys.
—— — —

There will however, as the Revenue recognise, be a number of
people who will have to pay tax even though they receive no

financial benefit from the use of private transport, because

for example they own season ticksts.

——

PERSONAL AND CONFIDENTIAL
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50, agree:
k1l a Llimit of forty journeys?;
(1) to ask the Revenue to investigate the possibility of

exempting also those peocple who already have

arrangaments for their journeys homa?

fI would like to suggest also exempting those who wouald
otherwisa travel by bicyclel But that would scarcely be taken

geriously.)

DEA

David Norgrove
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From the Private Secreiary B September 1987
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TAX TREATMENT OF THIRD PARTY ENTERTAINMENT AND GIFTS

The Prime Minister and the Chancellor this afterncon had
a word about the draft press releases, attached to your letter
ko me of 2 September, which discussed the tax treatment of
Ehird party entertainment and gifts,

After discussion, the Prime Minister agreed that the
press release on third party entertainment was acceptabla, buk
invitad the Chancellor to reconsider whether the proposed
limit of €100, below which the Inland Revenue would ignore the
Lax charge, was adeguata,

N

D B NORGROVE

K. Cu 84 Allan, Esqg.
H. M, Treagury

CONFIDERTIAL
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FINANCIAL SECRETARY
7 September 1987

PRIME MINISTER
LATE NIGHT TAXIS FOR EMPLOYEES

Your Privabe Secretary's letter of 1 Septémber asks
s to review the limit of 40 occasions we propose 1f the
provision of transport home for an employee is to be regarded
as exempt from tax.

The Chanceller and I have given further thought to whether
an upper limit for the number of journeys which can be taken
in a8 year 1s necessary. We have concluded that 1t 1s. The
main reasons are st out below:-

1 Under Lthe concession as 1t presently stands, both
employers and employees will ba free from the need to make
a return of the benefit to the E;;;;Uﬂ- However, if wa do
not stipulate an upper limit for "infreguent™ it will be

a matter for each employer's judgment how mary journeys he

can provide for an employee before he need regard them as
taxable, and feel under an obligation to return them to the
Revenue. This will wvary, but some will include all these

——
journeys in their returns even where these have been relatively

£ oy Similarly employees themselves would wonder whether
or not to include the journeys on their tax returns. Again
interpretations will wary., and some will choose to include
tham.

PERSONAL and CONFIDENTIAL




PERSONAL and CONFIDENTIAL

g Another result would be that the a&application of the
concession would be inconsistent as  between taxpayers,

depending upon the wview taken by their employers. This would

be a wery difficult position to defend and I do not think

it would be a practical way to operate the concession.

3 Undoubtedly; employers will want to know what the cfficial
interpretaticon of "infreguent” is. If we do hot offer a
nonber at the outset we will scon come under pressire to
provide oneo.

&, We alsc need an upper limit to make sure the concession
158 confined to the people Lo whom 1t is meant to apply. These
are people who habitually work normal office hours but are
occasionally required to work late and the idea 1s to spare
them a tax penalty in addition toc the other inconvenience
thie <can <cause. An- wpper limlt I5 ‘& practical way of
ildentifiyving thesze cases. Without 41t there would ba littlae
o prevent emplovers who were so minded from exploiting it
to provide free transport for the much larger number of workers
who habitually work late — &g in the catering and entertainment
industries - for whom the concession is not designed. This
would substantially increase the cost.

i 5 In addition, if the relief were to be awvailable to
employees on A wide basig it would not be proper to give
it by way of an extra statutory concessioln. If therse were
no limit to the concession and it became widely wused, it

would then become muach more clearly a matter for legislation.

B. Therea 18 onea final point. Travel between home and work
13 not allowable for tax. This applies egually to people
working unsociable hours. What we propose here is a limited
exemption 1n exceptional circumstances 9. where late working

is unexpected.

PERSONAL and CONFIDENTIAL
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As you say, the reasons for providing an employee with private

transport homs may be similar on the first and forty-first
occasions, but this is an inevitable charackteriatic of any
numerical bhorderline and forty journeys is already a fairly
genercus interpretation of the kind of case at which we are

aimineg.

PERSONAL and CONFIDENTIAL
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LONDON
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Dear Danid,

TAX TREATMENT OF THIRD PARTY ENTERTAINMENT AND GIFTS

The Chancellor has asked me to let you know about two press
releases that the Inland Revenue are proposing to issue about
the tax treatment of entertainment and giftzs which employees
receive from someone other than their employer (a third
party)., 1 attach coples of the draft press releases which

are, T think, self-explanatory.

Yiws

U (

a—

A C 8 ALLAN
Principal Private Secretary
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MLAND MEVENUE PRESS OFFICE, BOMERSET HOUSE, STRAND, LONDON WIR ILE
FHOME: 01438 8852 OF Br0E

[3x] September 1987

ENTERTAINMENT PROVIDED FOR EMPLOYEES BY THIRD PARTIES

The Financlal Secretary to the Treasury, the Rt.Hon.

Norman Lamont MP has announced that the Government intend to
introduce an exemption from income tax for entertainment
enployees receive from third parties. The exemption will take

effect from 6 April 1987. The necessary leglslation will be
included in the 1% Finance Bill,

The exesption will apply to entertaloment an employee
recelves by reason of hia employment from someons other than

his employer. It will not, however,6 apply where thé&
entertalnment is directly or indirectly procured by the
eaployer for his employess or where it is provided under any
kind of reciprocal arrangement with the employer, The tax
treatment of sntertainment provided by the employer for his
employees remains unchanged, Nor will the axemption apply to
antertainment provided as a reward or inducement for or in

recognition of some specific service or services done or to be
done in the course of the employee's duties.

2. Ministers have authorised the Inland Revenue not to
pursue liabilities in respect of entertalnment received from
third parties for years up to and including 1986/87 which are

ungettled at the date of this announcement, Liabilities which
have been settled will not be re-opened.

3.

The Finance Act 1976 provides special rules for chargilng
tax on benefits and expenses received by directors and "higher
paid® employees and office-holders (people whose earnings
including expenses and benefits are at the rate of £8,500 a

year or more). Thesa rules apply to all expenszes and benefits
received by a director, higher pald employee or office holder
by reason of his esmploymént and not just those provided by his
employer., Any benefit such a parson recaives from

entertainment provided by reason of the smployment is thus
chargeabla ko income tax. The exemption will apply only to
antertainment provided by a genuine third party. It will not




include entertainment provided (or procured) by the saployer
for his esployees (subject to the present concessionary
exemption for expenditure on a Christmas party or similar
function costing up to £30-35 a head), for which the same
probless do not arise. WNor will it apply where the

entertainment is, in effect remuneration for services provided
as part of the employss's normal duties.

4. In some circumstances the employee may De able to claim
a deduction against the charge for expenses "incurred wholly,
exclusively and necessarily in the performance of the duties®
of the employment, This will genarally bs tha case where
hospitality is provided at what ia essentially a working
occasion and the Inland Revenue has long accepted that in

practice no tax liability will arise on the typical working
lunch, dinner or raception.

S. Many businesses however provide entertainment for
business contacts and clients as a means of generating
goodwill. Such entertainment provides the recipient with a
benefit chargeable to tax, for which he is unlikely to be able
to claim a tax deduction. However this charge ralses numerous

practical difficulties for the reciplent, his employer, the
provider and the Revenue, and the Goveroment have concluded
that the present rules cannot be effectively and satisfactorily
Accordingly they propose to exempt such
entertainment provided for employees from tax with effect from

enforced.

6 April 1987.
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NLAND REVENUE PRESS DFFICE, SOMERSET HOUSE, ETRAND, LONDON WCIR 108
PHONE: 01430 88537 OR #7068

[3x] September 1987

GIPTS POR ENPLOYEES PROVIDED BY THIRD PARTIES

The Inland Revenue, with Treasury Minlsters approval proposa to
intreduce an extra-statutory concegsion exempting from income
tax gifts employees receive from third parties costing not more

than £100 in any tax year. The concession will apply to gifts
received on or after 6 April 1387.

1, The concession will cover gifts which an employee receives
by reason of his employment {from someons other than his
amployer. It will apply to gifts coating £100 or Tess from any
oné socurce in a tax year. A gift made to a menbar of the

employee's family or household will count towards the annual
£100 limit.

- The concession will not however apply where the gift is

directly or indirectly provided or procured by the employer for
his employees or provided under any kind of raciprocal
arrangement with the employer. MNor will it apply where the
gift is provided as a reward or inducement for or in
recognition of some specific service or services done or to be
done in the course of the employee's dutles. It will not apply

te cash or other monetary gifts eg tips, whether or not given
in recognition of some specific service.

Xa For years up to and including 1987/88 where the tax
liability 1is unsettled at the date of this announcesent Hre
Ministers have authorised the Inland Revenue to collect tax only
where the coat of the gift exceeded £100 or more than £100 of
gifts were received from the s2ama psource in oOne tax year.
Liabilities which have been settled will not be re-opened.

4. The maipn features of the concession - in particular the
definition of a gift from a third party will be in line with

proposals for enturuana-at:t_j for employeea provided by third
parties which the Secretary, the Rt. Hon. Nerman

Lamont MP haa announced will ©De included in the 193988
Flnance Bill.




S. The gift of an asset to an employee, 223 such, (or the sale
of an asset at less than market value) is taxable under the
schedule B rulas as part of the renunsration of the job.
LAFETTTEy IV generally based on the realisable (market) value
of the agset; but for directors and "higher paid® employess
and office holders (people whose earnings, including expenses
and benefits, is at the rate of £8,500 a year or more) the

charge 4is on the cost %o the eaployer 4if that excesads
realisable valus. i

6. The tax charge extends to any gift which comes to the
employee by wvirtue of his esp oyment and not just fts
received from the employer. Many gifts are made by businesses
to "third party" business contacts to generate geoodwill. Such
gifts provide the recipient with a benefit chargeable to tax.
However, the Inland Revenue have bean authorised to ignore the

charge where the cost of a gift or gifts received by the
employee from one source is £100 or less in a tax Yyear.

T4 The concession will only apply to gifts from a genuine
third party. It will not apply to gifts provided (or procured]
by the employer for his employees. Nor will it apply to gifts
which are in effect remuneration for aervices provided as part

of the employeess normal duties - for example, various kinds of
*incentive awards"®.

8. Extra statutory tax concessions are relaxations which give
the taxpayer a reduction 1in tax liability to which he is not

entitled under the strict letter of the law. Most concessions
are made to deal with what are, on the whole, minor orF
transitory anomalies under the legislation and to meet cases of
hardship at the margins of the code where a atatutory remedy
would be difficult te devise or would run to a length out of
proportion to the intrinsic importance of the matter. In a
particular case there may be special circumstances which will
require to be taken into account in considering the applicatiecn
of a concession. A concession will not be given in any case
where an attempt is mada to use it for tax avoidance.
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PRIME MINISTER -
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My Private Secretary's letter today enclosed a copy ofF drakt

TAX TREATMENT OF BENEFITS IN KIND

Inland Revenue press releases on the proposed tax treatment of
e —— 5 - g

"rhird par_’E:.r" entertainment and gifts (ie those provided by someone
Em————— e __l-\.,_ 3

other than the recipient's emplover). I thought it might be

[r———
helpful if I zet out some background to these proposals.

We have a difficult line to Eread on bensafitz in kind. On the one
hand, it iz clearly wrong in principle that some emplovees should
be able ko avoid tax simply by receliving part of their
remuneral:igns in the form of perks, rather than cash. ©On the othear
hand, excessive =2Zeal In pursuing this-?ﬁineiple can lead to a
gouring of relations between the Revenue and the taxpaying public
in pursuit of a tax that cannot be enforced with any reasonable

degree of consistency. A —

Recent legal advice obtained by the Inland Revenoe has revealed
that many more "benefiks"™ are liable to tax than had previously

been thought, certainly by the taxpaving public. The Revenue do

zeam ko have been taking a somewhat purist attitude, but the legal

position seems unassailable. *rhird party® ‘benefits provide

parhaps the most notable eaxample: few people 1imagine that

—

accepting entertainment in the course of their jobh potentially
——a.

e ——

leaves them with a tax bill; indeed, few would think this was

justified. And the administration of this tax charge would be
e ——
completely impossible.
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Horman Lamont and I have examined this at length with senior Inland
Revenue officials. T am satisfied that the only practical route is

to exempt these benefits entirely. Emplovees would of course

continue to be liable te tax on benefits provided by their own
—

employers.

=

I am proposing that this exemption should be enacgted in next year's

Finance B8ill, and made retrospective to April 1987, But the

Revenue press release makes it clear that there "would be no
guestion of pursuing unsettled tax liabilities for previous years.

There iz a similar problem with the legal taxability of third party

i
gifte. While there are some instances of very substantial gifts to

éﬁaiuyees. which it is reasonable to tax, 1t would be a nonsense to
legy tax on, for example, the recelipt of a desk diary. e are

therefore proposing that gifts (other than cash) totalling up to

£100 from any individual source [should be made exempt Erom tax.

r———y,

———wrews

This seems most appropriately done by an extra-statutory

COnNCESS10Mn.

There are =several other issues on benefits in kind which have
cropped up as a result of the Revenue's more careful interpretation
of existing law and which are still under discussion. Thesa

inciode:

{3} some problems over the benefits which employees receive
from their priority applications for shares in

privatisation issues. This raises some difficulties over

the BP sale; and I am pursuing these urgently;
e — e e e
the proposal which you have already seen on late night

taxis; we will be letting you have a FEurther note
whether we should set a specific limit on the freguency:

{1ii) a host of ather "antomotive™ bhenefits, of which the most
contentious is perhaps the provision of car parking




PERSONAL RAND CONFIDENTTIAL

spaces; where I think we will want Eo announce a
gubstantial exemption.

These problems inevitably raige the guestion of the earnings
threshold below which employees are not liable to tax on benefits
in kind; which has nok been raigsed since we first took office, when
it skcod at E8,500. I shall be considering this in the context of

the Budget, and will bring forward proposals in due course.

Meanwhila, I should be happy to discuss this tedious but sensitive

complex of 1ssues with you when we next meet.

NIGEL LAWSON

2 September 1987
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TAX ARRANGEMENTS FOR EXFATRIATES

You wrote to David Norgrove on 30 July with a note
about the existing rules in response tg a regquest from Sirc
David Wolfzon hers,

Eir David Wolfson had a word about his proposals with
Ehe Prime Minister last weak, and she has noted that vou ara
reviewing residents' rules at present. One particular point
Sir David raised, which I should be grateful iFf you would
also bear in mind, was a proposal that retired people liwving

abroad might be given more flexibility, and allowed to spend
morea time in the UK,

Once again, his argument is that this would help
increase expenditure in the UK, without adversely affecting
LAaX revenues,

MARE ADDISON

Jeremy Heywood, Esg.,
H.M. Treasury.
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1l sSeptember 1987
From the Private Secrefary P

Denr Nyl |

The Prime Minister has seen your letter of 28 August to
Migel Wicks about the proposed Press Release on taxation of
the bens=fit an employee receives if his employer sends him
home by private transport.

The Prime Minister has noted the intention that benefit
would not be taxabhle if the occasions on which private
transport were provided were pneither regular nor freguent, and
that late working would normally be regarded as frequent 1f it
occurred on more than 40 occasions in a tax year. The Prime
Minister is most doubtful abount setting a limit in this way
and has asked that it should be reviewed. 5he has commented
that the reasons which reguire an employee to be given private
transport for the journey home will be just as much present on
the 41st, 42nd and later days as on the first 40 days.

eed,

D. R. Norgrove

Nigel Williams Esg.,
H. M., Treasury.

PERSONAL AND CONFIDEMTIAL
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Dear Me. (© Lr,ltif—

I am writing to let you know about a new extra-statutory concessio
the Financial B8ecretary has agreed the Inland Revenue should
ANNouUnce . I attach a +©copy of the Press Eelease which it is
intended should be issued on 2 September. & b i

/
The concession will provide that where an employee is occcasionally
regquired to work late and either publie transport has ceased
or 1t would not be reasonable to expect the emploves to use it,
he will not be charged income tax opn the bensefit he receives
if his employer sends him home by private transport.

-z S

It is intended to cover the situation in which an empleyee who
normally works regular hours which enable him to travel to and
from work by public Eransport is cocasionally, perhaps
nnexpectedly:; reguired to work so late that public transport
has either stopped for the night or could not reasonably be used.
The employer then provides private transpert home for him. The
employves will generally be liable to tax on the cost of private
transport provided 1n these clircumstances. But the employee
gains nothing £from this. Duite apart [rom ft£he inconveniencs
of ‘beling kept late at work, he will generally hawve a ticket for
the Jjourney home which he cannot use; sSo he does not save on
travelling costs. Hor does he get any financial benefit from
thz2 ride home. An extra tax penalty on the cost of the Jjourney
home seems unduly harsh when the employee has in effect no
alternative means of getting home.

Occasional late working is becoming more aof a feature of life
these days and this me2ans that even guite junior members of staff
Can sometimes be kept late. The Revanue havea recelved
representations and enquiries from a few private sector firms
about the tax treatmant of the cost of transport they provide
for their staff. Treasury Ministers agrea that clear guidance
on this 18 Necessary.
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The proposed concession will apply where an employee iB
occasionally reguired to work until %pm or later provided those
occasions are neither regular nor freguent and by the time the
employee can go home public transport has either ceased or 1t
would not be reasonable to expect the employee to usa it.

The concession will not, however, apply whera +transport home
is provided on a regular basis. Travel between home and work
is private expenditurs which is not in law deductible for tax.
Where late working is a predictable and regular feature of the
job the nesd to make special arrrangements to get to and from
work can be properly taken inte account and the problems that
arise whan late working happens unexpectedly need not occur.

Jﬁg&ﬂ; EHJWCEIEgﬂ;

! |
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INCOME TAX : LATE HIGHT JOURNEYS BY EMPLOYEES FROM WORK
O BHOME

With the approval of Treasury Ministers, the Inland Revenue have
today announced a new extra-statutory concession. It provides
that where an employee is occasionally required to work late, and
either public transport has ceased or it would not be reascnable
to expect the employee to use it, he will not be charged income
tax on the benefit he receives if his employer sends him home by
private transport, for example, a taxi or hired car.

Hotes for Editors

b The full text of the new concession is given below.

2. It is intended to cover the situation in which an employee
who normally works regular hours which enable him to travel to and
from work by public transport is occasionally, perhaps
unexpectedly, required to work so late that public transport has
either ceased, or could not reascnably be used, and his employer
therefore provides private transport home for him. Tha cost of
private transport in these circumstances would often form part of
the employee's income for tax., The concession provides that, in
the special and limited circumstances to which it applies, the
cost of private transport home paid for by the employer is not teo
be treated as part of the employee's income.

e No change is proposed in the present statutory treatment when
these special circumstances do not apply. In particular, when an
employer provides work-to-home transport for an employee more than
vgsecasionally®, or when reasonable public transport services are
available, the full cost of all work-to-home journeys will
continue to be liable to tax on the present basis.

4, The concession takes effect from 6 April 198/, Where the
concession applies, empleyers will no leonger need to include the
cast of late night transport provided for employees in their pay
for PAYE purposes (where cash is reimbursed) or in the employer's
return of employees' expenses and benefits (on form Pl1D).
Similarly employees will be able to exclude such payments from

1




th-*r tax returns. In deciding what action to take regarding
re. vant payments made to employees since & April 1987 employers
will need to consider, in relation to each employee, whether
taking the tax year as a whole payments to that employee are
likely to come within the terms of the concession.

5. Extra statutory tax concessions are relaxations which give
the taxpayer a reductien in tax liability to which he is not
entitled under the strict letter of the law. Most concesslons are
made to deal with what are, on the whole, minor or transitory
anomalies under the legislation and to meet cases of hardship at
the margins of the code where a statutory remedy would be
difficult to devise or would run to a length out of proportion to
the intrinsic importance of the matter. In a particular case
there may be special circumstances which will require to be taken
into account in considering the application of a concession. A
concession will not be given in any case where an attempt is made
to use it for tax avoildance.

6. The new concession will be included in the Inland Revenue
booklet on concessions (IRI) when it is next reprinted.

TEXT OF THE CONCESSION

Employees' late night journeys from work to home

Where an employer pays for an employee's journey between work and
home, the cest to the employer is generally treated under present
law as a benefit to the employee forming part of his taxable
income from the employment; and no off-setting deduction would
normally be allewable under the Schedule E expenses rules.

Where hoawvever -

a. an employee is occasionally reguired to work late but
those occasions are neither regular nor freguent: and

by the time the employee can go home, either public
transport between the employee's place of work and home
has ceased or it would mnot be reasonable in the

circumstances for the employer to expect the employee to
use it

the employee will not be charged income tax on the cost of a taxi,
hired car, or similar private transport which the employer
provides solely to take him homeé after work on such occasions.

For the purposes of the concessicon

a requirement to work late means working until Spm or
later

late working would normally be regarded as frequent if
it occurs on more than 40 cccasions in a tax year.

regular means a discernible or predictable pattern, for

example if late night transport is provided every other
Friday.




ci-~umstances in which, although public transport has not ceased,
it ould not be reasonable for the employer toc expect the employee
to use it to get home include circumstances where, because of the
low level of availability/reliability of services at that time of
night, a journey using public transport would be likely to take
much longer than a normal journey between work and home.




Depending of course on the Prime Minister's
comments on my note, vou may like tomorrow
to send the Treasury & letter along the

lines of the draft attached.

(8

—

F*i Voo, |1Fuuhxl1k5~1
Mevy E slow Made, We can ia

Mark Addison IT Jle o, e T, ?”L 1'“—"5}1_

26 August 1987 f:)lgﬂ¢r &tJ Lj-
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PRIME MINISTER

David Wolfson mentioned to you yesterday his ldeas about tax

arrangements for expatriates. Yon might like to see the note

which the Treasury prﬂvadeﬂ in response to a reguest from
e

David Norgrova.

—r i

The Treasury note says that visitors not wishing to be treated
———
as residents for tax purposes ¢an spend up to six months here
- M T T T
in any one year, though they must not exceed three months per
- — —_— — e

——

year on average over a four year period. The Treasury are, as

— they say, looking at these rules at present and have agreed to
bear David Wolfson's comments in mind. I think all that needs
to be done is to put the particular peint about exemptions for
retired people to them at this stage.

Pﬂw Palolav

Mark Addison

26 Bugust 1987

MJ2BHC




From: B B Willis
Date: |& August 1987

POLICY DIVISION

=2 Mr Beighton
Mr Houghton
Mr Weeden
Mr M P Wright

"
_l!..!rrl_.-_.-ll..

FAWCETT !o/fr)” faiais

HE-JL+i‘
DAVENEFORT
Lﬂ.rlulu-

E..;Jm.._
§ C JONES . D—n.JHJ,‘,,. ]

MASON h{ﬂh{.gf*
Fﬂ_fhamﬂﬂ e,

REEIDENCE: COHESULTATIVE DOCUMENT
Lt

I attach the results of my work on who might be affected
by the changes discussed in the consultative document. I
am grateful to Mr Dearman, Mr Jones, Mr Wright and other
colleagues for pointing me towards information and for
explaining the effects of the existing rules, although
they share no blame for any remaining misunderstandings.

3 There iz information about flows of people coming to
and leaving +he UE which may provide c¢olocur and
background for the consultative document, But hard
information (on the numbers of gains and losses) and the
size of their gain or los=z, will reguire  spacial
exercises. I recommend two highly selective samples,

s Mr Taylor Thompson suggested in his minute of
30 July (not fo all) & meeting to taka =stock of +the
consultative document and to commis=zion further work, I
aggsume that will be the occasion on which to decide anv
statistical samples, and would be happy to attend the
meeting to deal with qguestions about my paper.

4. May I suggest that any detailed comments and
guestions on the paper are copied to Mr Mason, with whom
I shall be leaving the background papers ([including the
helpful comments from Special Offices) while on leave
(14=-31 August]).

=

R B WILLIS
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RFESIDENCE CONSULTATIVE FAFER
WHO WOULD BE AFFECTED?

Summary

chanigas to the tax rules for residence and domicile, or to
the remittance basis, might affect many different
individuals in diffarent categories = people coming to this
country to wvisit or work or live, people born and living
here of overseas origins, and people leaving the UEK
temporarily or permanently. We do not have information on
the tax position of these groups. It would be expansive to
collect it, because spﬁciél sampling exercises would be
needed in Distriects. Options for carrying out such samples
are considered, but the cnly two I recommsnd are a salactive
survey of cases which have been subject to Claims Branch
rulings on domicile, and a selective sample of foreign
firms' PAYE schemes.

Cverviaw

There were about 1% million people living in the UK in
wha are not UE nationals fl]. Of thesa there are:

about 4 million Irish citizens.
about % million Commonwealth citizens.
[ about 4§ millicn octher naticnalities.

3. There were another 1% million people born cutside the
UK but living here as British nationals [2].

CONFIDENTIAL

X




- In total 2 million pecple (including children,

dependent relatives, students) have some potential to claim

they are not domiciled in the UK

5 There is little net emigration but there are substantial

flows of people into and out of the TE.

6., In 1985 over 170,000 people left the UK. ©Of these

nearly 70,000 were people who were born outside the UK.

Also in 1985, 230,000 pecple came to the UK. Of these
90,000 were born in the UK.

These flows suggest stocks at any one time of veary

roughly a million non-British resident in the UK and
Y million UK nationals resident overseas.

INLAND REVENUE STATISTICS

e The Revenue has no need to collect centrally
infarmation on overseas visitors or UK citizens working
abroad which would justify the considerable costs of doing

250,

10. There are a few estimates avallable from management
statistics and previous special exercises. The main figures

aAre:

a. about 65,000 foreign employees in UK in 19580-81
claiming FED [NB probably now more] [3].

b, abhout 65,000 seafarers of whom about 49,000 in
1983 /84 had work relisef for 365 days abroad [NB
probably less now with contraction in shipping] [4].




C. some 3,000 requests a year to Claims Branch for
rulings on domicile in cases which are not
straightforward, of which about 1 in 10 are foreign
employees and 1 in 5 long-~term residents;

d. about 20,000 new reguests a vear to Claims Branch
for rulings on residence of which most (about 4 in 5)
are peocple leaving the UE or returning afterwards, and
most of the remainder are people coming to work in the
UK.

10. MWote that (¢} and (d) are unrepresentative samples

becauge straightforward cases are dealt with in Districts

without reference or record.
OTHER DEFARTMENTS' STRATISTICS

11. No government department ccllects statistics which are
intended to give a direct handle on the numbers and incomes
of migrants. Several departments have useful statistics
which they collect for other purposes.

12. The OPCS carry out an internaticnal passenger survey
which yvields figures for the natignality and country of
regidence of people coming to or leaving the UK. For our
purposes it provides a measure of where immigrants to the UK
come from (Tables 1 and 2 attached) and how long they stay
in the UK (Table 3). Information about people entering the
UK whe were born here provides a measure of how long thevy
have bean away ([Table 4).

13, The DHSS collect management statistics of people

registering or re-registering for Naticnal Insurance
purposes (Table 5}, These will be less than the number of

immigrants but more than the number of people with a net

liability to DE tax.




~14. The HAome Qffice publishes each year immigration control
statistics. The latest figures for 1986 (Cm.l66, June 1387)
confirm the large flows of people into and cut of the UK.

of particular interest are the figures for work permits and

residence permits (Tables 6 and 7). At first sight the
total of about 11,000 in 1986 loocks low; and Home QOffice

statisticians confirm informally that there are immigrants
working without permits. On the othar hand the figqures
consistent with our broad estimates of foreign employees of
foreign firms (paca 10(a) above)l - pecple who might en the
whole ha axpected to register.

THE MAIN GROUPS AFFECTED

15. We do not have much guantitative information. We do
have gualitative informaticon and examples of the main groups
of people who might be affected by changes. We can divide

them into 3 clusters of a total of 131 categories.

Aa Peopla coming =o thea OK:

visitors

foreign employees of UK firmsa
foreign emplovees of foreign firms -
foreign people living here long-term
new immigrants®

Fagple leaving the DE:

people working abroad long-term
pecple leaving the UF for other reascns (eg
avoid CGT)

smigrants.

* Different departments use different definitions of
immigrant and emigrant. I use the words in their dicticnary
gense - le an immigrant i3 someone Who cComes as a parmanent
rasident and an emigrant someone who laaves this country to
sattle in another.




Miscallaneous

8. wisiting expatriates/emigrants
10. returning expatriates/emigrants
11. commuters and cross-border workers

e

12. 1investors in GOVeErnmant Securitlies.
13. trustees and beneficiarias of
noen-resident trusts,

16, I have already circulated notes on these groups, with
examples of the more ocbjectionable kinds of cases which crop
gp. The examples are anonymous $0 that they could be used
in digcussion with Ministersg or = with a bhit more

camouflage = a public document. In the following paragraphs
I £x7 toc put some numbers on the q}nup.‘ ¥ :

Faople ccming to the UK

17. Over 5 million visitors in 1986 were given leave &5
eritar the UK for less than 12 months. Finding those who
might hawve availables accommodation, or be caught by changes
in residence rules, is impracticable.

13. ©Cur bast diract handle on foraign peoola of ore kind or

ancthar who are hara on a longer tearm basis (groups 2Z=4) is
the numbar of forma 11X. Digtricts reguisiticned 50,000 in

1987. This puts an upper bound on the number of people




...ﬂ

known to be in these categories. Of course many of the
forms will not be used: they will be scrapped by Districts,
or by agents who like to keep a stock. ©On the other hand
there will also bhe pecple in these categories who ought to
be on our books but are nat. Allowing for this, and for the
anecdotal but consistent stories of increasing activity by
foreign firms since 1980, I suggest we work on the
assumption that some 60-90,000 foreign taxpayers are

employed in the UK. If we take the OPCS figuras for

emigration as typical of employees (ie we assume size of
family is not a determinant) then about a third of the
people - say 30,000 - UK are in the for 3+ years.

19, Our only extra handle on long-term stayvers (group 4)
are the management statistics of Claims Branch domicile
rulings. If we assume 600 such cases a year and a i1ife of
10 years we get a population of 6,000. Adding to that an
allewance for people who never come tc our attention a round
figure would be 10,000 long-term residents af foreign
originmiv dedmalead  weslte

20. For new immigrants we can take the Home Office figure

of 47,000 acceptances for settlement in 1986 as a lower
limd*. (%8 this counts wives and children and other

deapendants as separate immigrants.)

Pegple leaving the UK

2]1. Even less is known about peeple leaving the UK. Our

controls are over immigration.

32. (Claims Branch statisties do not help us greatly because
Digstricts deal with straightforward cases. 5o we are forced
to rely on the OPCS figures for people coming back to the UK
(Table 4). These sugcest there are szomething like 100,000
British people leaving the UK each year and about the same

number entering. A&As morse than half of the entrants who were




bern in the UX have heen away for less than 5 years I think

we have a high churn rate of people working overseas. Hence
my very rough estimate of 5 a million UF naticnals

overseas - say about 250,000 taxpayers (counting husband and
wife as one), This could easily be wrong by a factor 2 or
more.

g Miscellaneous

23, The only groups on which I would comment are the
visiting or returning expatriates/emigrants. The OPCS
figqures (Table 4) confirm the impression that there is a
sizeable body of people who return to the UK for
vigits/residence after leng periods away: 20,000 in 1985
after 10 years or mora.

TIELD

4. Tt will always ba difficult to estimate the unremitted
income where at present we have no locus to insist on

information. But some impressions are:

A . many of the 60,000+ foreign employees in the UK
(greups 3 and 4) will have overseas investment income
and/or income from other employments. Scme of this
will be taxed overseas and protected by DTAs. But
perhaps [£10] million tax might accrue to the UK. And
in [many] cases by voluntary compliance.

b. foreigners living here long-term (group 4) are a
mixture of people who will probably arrange their
affairs in other wavs to avoid UK tax (eg the wvery
rich), or who would still need an enforcement effort to
identify and collect UE tax (eg the "ghosts" who keep
out of the Revenue's net by claiming to live on capital
remitted from abroad). But assuming we will at least
gain better rights to information about worldwide
income and gains a first estimate is E10-100 million;




<, people leaving the UK to avoid CGT (greup 71: it
i

s difficult to estimate how many leave for this
purpaose rather than deciding to leave and then
subsegquently disposing of assets. It is also hard to
estimate how changes (eg a fiscal connection) would in
practice change behavicur. And enforcement would be an
abvious difficulty. But 5C and Claims Branch cases

suggest we might hope to gain up to E[10-50] million.

How wWoUuLD WE CET BETTER ESTIMATES OF NUMBERS
aAND YIELD?

25. The only way we could get reliable estimates would be
to:

T examine a large sample of District records (PAYE
and Schedule D) in order to identify the numbers of

taxpayers entering or leaving the UK net; and

b follow that up with a survey of a sample of those
taxpavers to ask about their unremitted income and

gains.

2§. This would not be practicable and cost—-effective. A
larce sarmple would be needed to hit a reascnable number of
people in the categories that matter. We have no ready-made
identifier because 11Ks are issued manually under COF;

D registers will generally just show a manual return; and
aztahlishments files are rgarely kept (and kept up to date)
in Digtricts. If the sample was drawn randomly from FAYE
records we would need to lock at akont 200,000 cases to hit
about 500 foreign employees. 1 cannot guess how many of
those emplovees would respond to our enguiries about
unremitted income. They would however have little if any

motivation to answer our gqueations truthfully.




27. We might undertake less ambitious exercises to look at

some of the more sensitive groups.

28, First, foreign emplovees. Many will be employed by

foreign banks, airlines, and multinationals. We could lock
at their PAYE schemes to get a measure of how many employees

ara non-domiciled and how many admit to remitting overseas
income, (An exercise in connection with FED gives us a list
of LP districts and schemes for some 50 companies). I think
this would bhe worthwhile because it would allow us to see
the marginal rates of the people involved and hence how

much they stand to lose if unremitted income is brought inte
the computation, and gain if the Chancellor reduces UK
rates. Appendix A suggests how this exercise could be

carried ook = a* a post of seme hundreds of man-houre.

28. BSacond, capital gains tax. Special 0Offices and Claims
Branch have provided refersnces to 50 or so cases which
could be examined to see which would and would not be
brought within liability by various "fiszcal connectiona”.
The gquestion is whether or not it is worth deing so when
this is an area whare behaviour is likely to change with any
change in the tax regime? On balance I do not think it
would be worth trying to identify and guantify the gains and
losses when the players will react to a new set of rules.

30. Third, long-term foreign residents. This is the
heterogensous group which will generate most opposition; andg
where much of our evidence is anecdotal or based on cases
which cannot be called represantative. 8o I think we would
find it worthwhile to look at a sample of cases from the
Claims Branch Domicile register. 2Appendix B suggests basic
information o collect, And, on the basis that esach case
takes 4-1 hour to examine, suggests a sample eof 300: 1 in 20
cases from the past vear and 1 in 40 from each of the

2 preceding years,




31. Feourth, pecple leaving the UE to reside permanently
overseas = especially those who retire to ancther countrv.
The idea of a fiscal connecticn which applies some vears

after departure vwould be the main issue for these pecple.

But we know little about their circumstances. We could find
cut more by aking Districts to extract P85s. However I
doubt the wvalue of such an exercise because the majority of
PESs will relate to people working abread; and we would

gtill not get information about their subsegquent gains,




REFEREMCES

Official Report,; 4 FPebruary 1936, WA col 104

Labour Force Survey, OPCS Monitor, LEFE B3/1,;

District Memo 9371982 and Staks 4975

Notes on Clauses; FAB4 [p.3T71)




IMMIGRANTS BY COONTREY OF LAST RESIDENCE (13B5)
{thousands)

EC 53
RS- 23
Commonwaalth Ta
Cther i )

TOTAL 232

TABLE 2
TMMIGRANTS BY S5EX AND CITIZEMSHIP (1985)
Total
British 114
ald Commonwealth ig
Mew Commonwealth 28
Foreign 75

TOTAL 232

source: OPCE Populaticn Trends

Notes: 1 Statistics are based on sample survey of
passengers arriving in and leaving the UE. They
are not considered raliable by all Government
statisticians.

Contact: & M Richardson, OFCS Migration Analvsis Unit
01=-242 0262 x 2182




TABLE 3

LENGTH OQF STAY IMN UK: LEAVING MIGRANTS BOERN COUOTSIDE
CE (1985)
(Thousands)

CITIZENSHIP LENGTH OF TIME IN UK
10+ years 5-8 vears 1=-4 years

British T
Dld Commonwezalth 1
HNew Commonwezalth

Foreign

TOTAL

TARELE 4

LENGTH OF ABSENCE: MIGRANTE ENTERING WHO WERE BORN IN
UK (1983)

(Thousands)
ITIZENSHIFP LENGTH CF TIME OUT OF UK
years 5=5% years i=4 ym=ars
British 20 1 52
0léd Commonwealth ! . g,

Mew Commonwealth
Foreign

1
v
i

i 8
s

TOTAL ! ! Iis S52.8
Source: OPCS Series MM No 12.

Notes: Confidential until 1985 figures published.

Contact: A3 above.




IMMIGRANTS (RE-)})REGISTERING WITH DESS IN 1985-B6

COUNTRY TOTAL MALE

Ccther European 42,6467 22,224
old Commonwealth 2,194 043
WNew Commohwealth § B i 6,981
Fakistan 3,205 1,902
Other Countries s B e s 2,766
Not Enewn Tr818 6,426

TOTAL 109,837 ST a315

Seurce: DHSS Newcastle Central Qffice

Motas: e informatien based on DHSS MNational Insurance
recards. These do not pick vp many immigrants who
have no need to register.

2. the registration with DHSS cannot be taken as
avidence of wark.

B DHSS have provided tables with more detailed
breakdowns by country of origin.

Contact: Mrs E Cowley
Longbenton
b R




TABLE &

WCRE PERMITS ISSUED IN 1986 POR EMPLOYMENT OF 12 MOMNTHS OR
MORE ({excludes EC)

2ld Commonwealth
Naw Commonwealth
Foreign

TOTAL

PESIDERCE PERMITS ISSUED TC EC NATIONALS IN 1986

Workers 2,020
Self-emploved 200

Source: CM,l66 (Control of Immigration: Statistics)

Motes: : 1S figures exclude Irish national=s whoe do not

have to obtain residence permits.

2 net all migrants reguire permits; and some EC
migrants who should probably do not.

Centact: Pauline Penneck
Lunar House
GTHN: 2822 = 2301




APPENDIN A

SAMPLE OF POREIGH EMFLOYEES

Sample size

i If we concentrate on the PAYE schemes cf foreign
companies, as I think we should, we are accepting a sample
which is not necessarily representative. How big it needs
to be to be representative of those people is impossible to
predict without some assumptions.

I suggest we assume there 1i3:

A a majority of legitimate and straightforward
people working in the UK on relatively short terms af
duty (say up to 5 years);

b. a sizeable fraction - perhaps a quarter - who are

here for longer periods;

£ a wide spread of incomes: from about average

earnings to some very high salaries;

20 (c} is the crucial facter. In order to capture the
distribution of incomes we need a sample big enough to. pick
up the tail of high earners. Subject to any suggestions
frem Mr Dearman I suggest we aim for 500 employees. The
sample could be extracted sequentially from sach scheme up
to a ration of, say, 10 employees.

3. The bigger the sample the better our chances of gaining
seme indication of other factors - eg the distribution af
emplovees by nationality. However I doubt if 500 will be a
big encugh sample for reliable estimates. We should not

have a medel by income and nationality and length of stay.

Is this acceptable?




Information

q. Table 1 lists the essential information I think we need
for each emplovee and further information it would be
helpful to have if it is readily available (eg from the 11K.)

L, Hote this does not include informaticon about expected
date of departure from the UE; or about the nature of
overseas income or UK investments. Although it would be
helpful to have this=s it

would often reguire a more narrative report and examinaticn

of correspondence.

Extra:tinﬁ_the Information

s ¥Ye have first to identify suitable PAYE schemes.

Claims Branch have provided liste from previous exercises on
FED (copies attached - Annex A } of banks and overseas
airlines. These are a good starting point. However we
would be in a stronger position to answer potential
criticism of change if we also had information about people
in manufacturing (eg Nissan, Sony). new technology (eg IEM,
McDonnell Douglas, DEC) and the newer areas of the city [eg

Makumural .

i Second there is a choice between looking at taxpayers
in whatever District deals with their company or
concentrating on a few Distriets. I recommend the latter.
Table 2 suggests a few LP districts which should (give a
crogs-section of companies. By concentrating on those we
minimise the work required to extract the information,
although the work will bear more heavily on individual

Districts.




. Third, do we ask Districts to extract the information
or provide someone to do so from their files? I raise the
possibility of putting in separate people because they would
be additional to the District's rescurces, couold be bBriefed
centrally on the information we are locking for, and could
be given extra remits - eg to lock for examples of pecple
resident here for many years and examine in greater depth
their connection with the UK. Against this approach are the
difficulties of finding people who could be used in

LP Districts, and the possible objections from staff in
Districts,

I have no strong views either way. But if we ask Districts

to extract the information we mav be asked to pav for
overtime (perhaps 100-200 hours) to do the work. Does F5 or
SC or M4 have any budget for this?

Analvsis
9. I suggest we use the informEtion primarily to model the
distribution of foreign employvess by income and length of

stay. If we can show a table on the following lines.

income

time in UK

We can show how meny forelign employeas gain, and by how
much, from reductions in UK rates. We can also show roughly
the boundary between those who would and would not be caught

by a fizcal cornnection based on vears of residence.




The points for decision now are

do we go ahead with the survey?

with the guestions in Table 17

with the Districts in Tahle 27

i#
far the schemes in Annex A?

with Districts extracting the information?




TABLE 1

Information to be extracted from PAYE scheme for foreign

employees - defined as employees not domiciled in UK.

PART I

Dietrict:

Employer:

District Reference:

II

taxpaver's reference

domiciled in UX: Yes / Neo

ordinarily resident in UK: Yes/No

earnings from UX employment

overseas earnings received in

awverseas earnings paid

claim far FED Yes/ Ho

income from UK trade stc

investmant income

income from abroad

capital gains




Part III (if avallable]

national

Irxrish

other (please specify)

#A year of arrival in UE.

= If married whether wife is

domiciled Yas /Ko

prdinarily Yes/Ko

resident

PRRT IV = COMMENTS




ANNEX Lan
GROUP: 4 VISITORS (EXCLUDING POREIGN EMPLOYEES AND EXPATRIATES)

PRESENT POSITION:
Become resident on any wisit
i} whan have available accommodation,
1i) of 183 days or more.
Bacome resident and ordinarily resident if
i) resident in 4 consecutive vears,

ii} average visit in 4 consecutive years is
3 months or morea.

Assume not domiciled in UX.

POESIBLE CHANGES:

Abolition of “"available accommodation® test would
ralieva some visitors.

Weighted average could have both winners and lesers depending
on what calculation we adopt and the pattern of wisits.
However, "losers"™ will not faca real loss 1f no UE income and
gains.

DISCUSSION:

Unlikely to be mach affected in practice, but some hard cases
at the margins are likely to add to pressure for generous
rules on averaging/accumulating wvisits.

Some will argue against removing the available accommodation
test because they want to be resident here in order to sscape
residence in their home country e.g. for Danes the UK provides
a convenient tax haven.

INITIAL ASSESSMENT: EBROADLY NEUTRAL AND SOME WINNERS




GROUP : & POREIGN EMPLOYEES OF UK FIRMS

PRESENT POSITION:

As for (3) above but with less likeliheod of the complication
of second employment.

POSSTIBLE CHANGES:

Ags For (3) above.

DISCUOSSTION:

With mobility of labour within EC will be difficult to
identify those affected.

INITIAL ASSESSMENT: LOSERS

EXAMPLES ATTACHED




Examples: Group 2

i 4 Mr A was a UUS citizen
work for a UE company. He

inescapable because it was
investigation he was found

of employment with another

who came to the UK in 19B0 to
declared his UK income (which was
taxed under FAYE]. But an

to have in effect dual contracts

£100,000 a year paid in the USA.




GROUP: FOREIGN EMPLOYEES OF FOREIGN FIRMS IN UK

PRESENT POSITION:
About [60,000] people. Many employved by banks and airlines.

Unlikely to be domiciled in UE. Are likely to be R and in
mast (but not all?) cases ORH.

May have second employment abroad which ascapes tax.

POSSIBLE CHAMGES:
Main changes are from FC/abolition of remittance basis.

With FC main effect is to bring overseas investment income and
gains into UK net, And to close door on second amployment.

With abolition of remittance basis would have bigger numbers
affected - in particular foreign emoluments of those not OR.

DISCUSSION:

One of the areas where UK's rules ara gensrous by comparison
with other countries. Change would give UK better information
about and rights over foreign incoma. But net effect turns on
DTAs so we need to know countries of origin of emplovees
(presumably USA, Japan, EC and old commonwealth pradominata?)

Bound to generate complaints from city bodies/multi-nationals,

INITTAL ASSESSMENT: LOSERS

EXAMPLES ATTACHED




EXAMPLES: GROUP 3

1. Mr A is an American who comes to work in London for the
UX branch of an American bank. He is resident and
crdinarily resident but non-domiciled. He hazs a second
cantract of employment in a tax haven,; the income from which
is taxed neither in the UK nor tha USA,

2% Mr B in Japanese. He works for a Japanese company in

the UE and in Japan., FHis UE income is taxed herea, Japan

taxes his income in Japan and his UE inccme, but with deouble

taxaticon relief For the latter,




GROUP : oy FOREIGHN PEOFPLE LIVING HERE LONG—TERM

FRESERT POSITION:

Will be Ry and OR: but not domiciled.

FOSSIBLE CHANGES:
Will lose remittance basis.

FC likely teo bring scme (many?) emigrations.

DISCUSSION:

Thesa arsa the wealthy individuals who might point to their
contribution to the UK economy in other ways: spending on
goods; sarvices and property; employment; investment;

suppert of arts and instituticons. The group is heterogeneous,
eovaring people genuinely living off (overseas) capital;
"ghoets"; businessmen who operate through foreign companies;
nsars of trusts in tax havens; stc; etc.

INITIAL ASSESSMENT: LOSERS AND A POWERFUL LOBRY.

EXARMPLES ATTACHED




GROUP: & NEW IMMIGRANTS

PRESENT POSITION:

Become R and OR frem date of arrival: Domicile less clear
EE -

Practical position depends on whether
a. employed/or business here, in which case in UE net; or

b. living on overseas investments/gains, in which case an
remittance basis.

POSSIBLE CHANGES:

FC/abelition of remittance basis would bring overseas gains
and investment income into the tax net - but nota FC might

dalay.

Residence rules irrelevant for genuline immigrants.

DISCUSSI0N:

Difficult to define an objective test which distinguishesg
immigrants from long-stay visitors (turns an intentionsg). But
immigrants unlikely to command support for anything but full
DK liability.

INITIAL ASSESSMENT: LOSERS.




GROUP: & BEITISH PERSONS WOREING ABROAD LOWG-TERM

PRESENT POSITIONW:

Will usually cease to be R and OR from departure until return.
Will be domiciled.

POSEIBLE CHANGES:

FC would extend to 3 years following departure and bring gains
in that period within UK tax.

DISCUSSION:

Bound to generate complaints about asymmeatry between emigrants
and immigrants (see 9 below), aspecially from those who argue
they do not know whether or not they have "savared their
connection”. ;

special consideratlion needed for merchant seamen and airline
staff,

INITIAL ASSESSMENT: LOSERS




GROUP: T  ONE-YEAR ABSENMCES TO AVOID coT

PRESENT POSITION:

As for emigrants.

POSSIBLE CHANGES:

As for emigrants.

DISCUSSION:

A subsat of people who make substantial gains while overseas
which eascape UK tax.

INITIAL ASSESSMENT: SOME LOSERS WHO DESERVE NO SYMPATHY. SOME
LOSERE WHO ARE LESS CLEAR-CUT

EXAMPLES ATTACHED




GROUP: & EMIGRANTS

PRESENT POSITION:

As for people working abroad except intention to leave UK
parmanently may establish domicile of chaoice.

POSSIBLE CHANGES:

As for people working abroad: note new rules would make
intentions irrelevant.

DISCUSSION:

INITIAL ASSESSMENT: LOSERS.




GROUP : ™ VISITING EXPATRIATES

PRESENT PDSITIONM:

Agsguming has become non-resident and not ordinarily resident
rulas are as for other wvisitors (see 1 above).

Howsver are likely to be domiciled in UK 50 conseguences of
becoming resident are more substantial: liability for foreign
investment income, gains and (if OR) emoluments.

POSSIBLE CHAMGES:

Most are likely te be relieved or unaffected by abolition of
available accommoadation fest and by averaging. Indeed
averaging might allow occasional longer wisits. But have to
kear in mind possibly of hard cases if weighted average makes
gome resident who at prasent keep below the 3 month limit.

Introduction of PC (or abolition of remittance basis) would
not affect genuine expatriatas.

DISCUSSION:

A sensitive group with Ministers and the publie. Argument -]
likely to be that we should encourage expatriatas to return
for holidays and to invest in UK.

We need to get some idea of the numbers in this group and the
patterns of their visits.

INITIAL ASSESSMENT: BROADLY NEUTRAL AND LIKELY TO BE MORE
WINNERS THAN LOSERS BUT SOME HARD CABES
WILL TEST AVERAGING RULES ON RESIDENCE TO
THE LIMIT.




GRCOUP: L= RETURNING EXPATRIATES

PRESENT POSITIOM:
Likely to have UK domicile and to becoma R and OR on return.

However also have returning emigrants who may claim to have
established a non=-UK domiecile.

POSSIBLE CHANGES:

No significant change for axpatriates generally unless FC
delays start of charge.

For those who claim non-0UK domicile effects would be as far
immigrants generally.

DISCUSSTION

INITIAL ASSESSMENT: NEUTRAL; POSSIBLY SOME WINNERS.




GROUF: | COMMUTERS AND CROSS-BORDER WORKERS

PRESENT POSITION:

May be: a. living in UK but working abroad, and thereby
able to establish not R and not OR3:

b. working in UE but living abroad, in which case
ara likely to be ND and hence liable only on UK

incomsa.

(b} includes about [2,000] who live in Irish Republis but work
in Wortharn Ireland.

POSSIBLE CHANGES:

Those in (a) may not be affected, although depends on length
of time spent in UK and the averaging rules.

Those in (b} likely to become FC and hence lose protection of
ND etatus. (Would pressumably need to make special provision
to deal with cross-border workers.)

DISCUSEION:

Much will turn on treatment of day of lsaving UK and day of
returning to UK.

INITIAL ASSESSMENT: LOSERS WILL MAINLY BE THOSE LIVING IN
UE AND WOREING ABRDAD.




DHAFT

RESIDENTS AND NON RESIDENTS: THE
OF UX TAXATION FOR INDIVIDUALS

INTRODICT TON

s This consultative document reviews the way in
which an individpal's tax liability on his income
and capital gains depends on the closeness of his
connection with the Unitfd Kingdom, and examines

gome possible changes to the present rules.

Part I contains a description of tha present

; : s p—— :
gygtem in the UK and sets out soOmé Criteria

e
against which it, and any changes, should be
judged.

Part II indicates some of the main criticisms
which are made of the present system, and
gvaluateas itz effects in the ITight of the

abowe criteria.

Part III sets out a number of areas in which
the present system might be changed, suggests
& possible approach to overcane the
deficlencies of the present rules and
congiders the implicatiens of <this approach
for a number of broad categories of

individuales who might be affected.

< Thia document is concerned only with i1ncome

tax and capital gains tax. It does not axamine the




rules which affect liability to inheritance tax or

gny other taxes,

3. Further, it doess not consider the position of
r E

companies, partnerships and other boadies. The rules
which are relevant for them are different from those
which zpply for individuals. A new test of company
regidence for tax purposes, based on incorporation
in this country, is propozed in the enrrent Finance

Bill.

4. The proposals which are outlined in Part ITT
will ke relevant tn +the regidence status of
individual trustees and of =he heneficiaries of the
trusts for which they act. Eut the document does
not discuss the tax treatment of trusts more
generally, That is being considered in the context
of tha review of settlements announced by the
Financial Secretary te the Treasury in the dehates
on +this wyear's Pinance Bill [Hansard, GStanding
Committee A, 23 June 1988 cols &23/4).

Be In this document, "United Kingdom"™ or "UK"
means England and Wales, Scotland and HNorthern
Treland., It does not inelude the Channel Islands or
the Isle of Man.




B. Comments on the suggested approach contained
in Part III in this document should be sent by
£ +the Board of Inland Rewvenisa,
Room Somarset House,
London WZZERE 1LE.




THE EXISTING UK SYSTEM

kL The scope o©f the liability +to tax of an
individual under the present system 1n the UR
depends, i moet CRASES, on three factors -
regidence, ordinary residence and domicile. The

meaning of these terms has remained largely

unchanged owver the years. It may be helpful at the

outset to give a brief description of what they
= e 5

mearn .

Residence and Ordinary Resicence

Y.2 although there is ne definition in the Taxes
Act of the terms resident and ordinarily resident,
gome guidance as to their meaning has been given in
decisions of the Courts, These show that both
expressions are used in an everyday sense and do not
have any special or technical meaning. The Courts
have also stressed that residence is wvery much a
gquestion of fact: they have been loath teo interfere
with &Secisions of the bodies of appeal Commissioners
on the facts, even 1if they themselves might have

come to a different conclusion.

1.3 If & person is to be regarded as resident in
the United Kingdom for a particular year of
assessment he must normally be physically present in
the country for at least part of that year. He will
always be regarded as resident 1f he is ‘here for 183
days or more in the year. Where a person

resident, under their respective domestic laws,




two countries, then the relevant double taxation
agreement will usually determine in whic country
+ha individunal is to be regarded as resident for the

parposes of the agreement.

1.4 Tf, however, a persocn & present here for
periods amounting to less than 183 days in a year, a
large number of factors: may |be glevant 1in
determining whether or not he is resident. These

may lnclude

whethaer he has &sccommodation in the DK

availabhle for his use, in which event, a

day's presence may suffice to make him
resident,

whether he intends to make Tregular
vislts exceeding on average 90 days a

year for 4 vears,

whether he 1is iIn this country

dabroad for a temporary PuUrpoase,

whether he is working full time, either
as an employee or by carrying on a trade

or profession,

whather any duties of an office or
amployment performed here are incidental

to those performed abroad, and

whether he has set up a& permanent home

abroad.

1.5 The term Tordinarily resident® is broadly

equivalent to "habitually resident"; 5 an
individual is resident irn the United Eingdom year




after year he is ordinarily resident here. Thus, an
individual may be resident but not ordinarily
rasident in the United EKingdom for a given year -
if, for exampla, he normally lives outside the
United Kingdom but makes wvisits here in that year
for 183 days or more. It is also possible for an
individual o be ordinarily resident but not
rezsident for a gliven year - although a recent
decision by the High Court has restricted the
circumstances in which this is likely to apply.

1.8 The statutory position is that an individual

is resident andfor ordinarily resident for a

complete tax year; there iz no provision for
dividing the year. However for certain categories =
eg a person coming to take up permanent residence in
this country, or conversely leaving this country to
take up permanent residence abroad, a long standing
extra estatutory concession does enable the UK
liability to be related only to the period of

residence here during the year.

2 5 Domicile is a concept of common law. It is
distinct Erom nationallity or residence. An
individual may be resident in more than one country,
but, 4in the Onited Kingdom, the law ensures that
every person has a domicile, and only cne domicile,
at any given time. A person acquires a domicile of
origin at birth: this is normally the domicile of
hig father and therefore not necessarily the country
where he himself was born - or even where his father
was born. This domicile of origin is retained until

a2 different domicile is acguired.

1.8 A person with the necessary legal capacity may
acguire a new domicile - a domicile of cheoice - at

any time. To do so, he must normally sever his ties




with the country of his existing domicile and settle
in another countrvy with the clear intention of
making his permanent home there. If he severs his
links with his domicile of choice, his domicile of
origin will revive unless and until he has acquired
a new domicile of choice. The Courts have put a
heavy burden of proof on anyone who claims that an
individual has changed his domicile - particularly

if it was his domicile of origin.

1.9 In addition to these threes concepks;

nationality may also be relevant, rimaril in
¥ P i §

determining relief from UE tax. For example, a

perscn who is not resident in the UK may be entitled

te personal allowances if he is a Commonwealth
citizen or citizen of the Republic of Ireland. This
derives from the fact that before 1948 a British
subject was anyone owing allegiance to the Crown,
wherever in the Empire they lived; thase who Ilater
hecame citizens of independent Commonwealth
countries nevertheless retained the status of
British subject under the British Nationality Act of
1948, Jjust as did the citizens of the UK and
calonies. Thig 1link was however broken by the
British MNationality Act of 19B1, which introduced
various categoriss of British nationality which were
restricted to those whe had been citizens of the UK

and colonies.

II. THE SCOPE OF LIABILITY

2.1 The basic principle of ¢the scope of UK
taxation can be discerned in the first Income Tax
Acts of 1799 and 1800. Thege distinguished only
between residents and non-residents. Everyone was
taxed on income arising ir the UK, but residents

were also taxed on their income f£rom abread to the




extent that it was received in this country (ie the

remittance basis}).

2.3 This distinetion still applies. An individual
ig taxed on tHe whoele af thse werld wide incoma
arigirnng to him only 1f he is rasident, ordinarily
resident and domiciled in the United Eingdom. At
the other end ef +the aspectrum, someone who 18
neither resident nor ordinarily resident here and is
not domiciled in the United Eingdam iz liable,

broadly,; only on income arising in the UK.

2.3 In between these two extremes there 1s a host
of liabilities, reliafs, éxemptiﬂns and exceptions,
including the use of the remittance basis, which
gepend on various combinaticens of residence,
ordinary residence and domicile. MNationality may be
ralevant in some cases and the position may alse be
affactad by the residence status of the employer.

2.4 The tegt for liability to capital gains tax -
which was introduced 1in 1985 - 18 whether an
individual ig resident or ordinarily resident.
Somecne who dis not resident and not ordinarily
regident is not liabla to tax on c¢apital gaing -

except from UK assets used by him for a trade which
1 a

g carried on here through a branch or agency.

= - The present system is shown in tabular form in
Annex A. A short account of the historical
development of the existing rules 1s proviced at
Annex B.

2.6 There are now around 200 references to
residence and ordinary residence in the Taxes Acts
and about 30 to domicile, wexcluding those relating

only to corporation tax or inheritance tax. A list




of the more important of them is in &Annex C. The

rumbar and diversity of these references

damonstrates how substantial wiould be any
=

undertaking to make changes in the system of which
they form a part.

ITI RELEVANT CURITERIL

e In considering whether any changesa should be
made to the present system, it is desirable to set
oOuE Some yardstickﬂ against which the present syatem

and any proposals for change, can be measured.

3,2 In the broad cnntuxf of residence, so Ear as

practicable a tax system should, inter alia, satisfy

the following criteria:-

fairness and aguity

it should in principle bear less heavily on those
whose  connecticon with the UE is limited, than on
those with permanent and suobstantial connections
with this country: and pecple in similar

clrcumstances should be liable to a similar extent.

neutrality

it should not needlessly discourage people from
goming to live and invest in +this country or
encourage pecple already living here to invest
abroad or to leave; any incentives provided by the
tax system for particular groups of taxpayers or in
relation to certain types of dincome, should be

intenticonal and specifically targetted.




iii. simplicity and certainty

the rules for determining liability should be as
clear as possible and based on objective tests. The
taxpayer should be able to ascertain his pesiticon
reasonably guickly and easgily and should not have to
inour unpdue expenditure 1in complying with the law,
Similarly, the rules ought to be readily applicable
by the tax authority with the minimum of

administrative cost.

iy, enforceability

whatever rules are laid down sghould ba zapable of

being reasonably enforced,
33 In practice, 1t 1s unlikely that all these
eriteria can ba =aatisfied - at least to the same

degree - but they are all relevant in jJjudging the

existing rules and any propeosals for changing them.




FRRT II

CRITICISHME OF THE EXISTING SYSTEM

4,1 In recent years, there has Dbeen increasing
criticlsm of the difficulties which a taxpayer may
have of knowing under the prasent system exactly
what his status is and therefore of determining his
liability to UOK tax. The main criticisms have
centred on the following areas.

Lack of statutory quidance

4.2 There 18 a lack of statutory guidance on the

meaning of the terms which determine liability to UK
tasx. Etatute law dating from 179% and Court
decisions mostly from the period 1880 = 1940 are
generally regarded as of diminishing wvalue in
dealing with a wery different world in which there
is inereasing internatienal mobhility of labour and
capital and communications between countries are
both easy and almost Insgstantangous. It hasg been
suggested that the Inland Revenue booklet on the
subjact (IR 20) has, in effect, come to £111 the
gaps in the law, although it 13, of course, not
intended to be anything more than a general guide te
the way in which the law 1is interpreted and
applied: nor indeed could it be anything other than

that under the law,

a i T Complexity

4.3 Oover tha years, the UK system has become
inereasingly complicated, With thres main
determining factors - residence, ordinary residence,
and domicile - 4t is poseible to have eight

different combinations, each giving rise fto 2




different s=set of liabilities
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individual to be in the United EKingdom on svery day
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half of
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of the wyear and not be treated as resident
far a few hours on at least

be

a3 he 1s absent

them. 8imilarly, an individual could in

tnited ¥ingdom for almost three—-guarters of every

year for four consecutive years and not be treated

as resident here for tax purposes. Not only is the
present practice complicated to understand and apply

therefore, but the result may often appear arbitrary.




4.6 Where it is necessary to go beyond the
counting of the days in order to determine
residence, an individual's mode and hakits of life
over several vears may be relevant; much may then
depend on his stated intentions. This introduces an
element of subjectivity into the determination of
his status, It may be necessary for example, toO
examine a person's activities for a4 period of vears
both before and after the year in guestion, BSuch an
enguiry means that decisions must be provisional and
liabilities may remain unsettled for a number of
years. The practice in this area can be contrasted

with what a judge has recently called the "normal

approach of a taxing statute® which he said 15 to

"make +he amount of tax assassablea by reference to

objective criteria”.

Unsuitability of domicile

4.7 It is sald that deomicile is unsuitable for
defining the scope of liability to an annual tax,

-—

since it often reguires a conslideration of a
pargon's life history and long term intentions. It
might be considered appropriate for a tax such as
inheritance tax which iz charged on the agssts a
person has acquired over the whole of his life. But
even for this purpose the law recognises that, after
a long pericd of years of continucus residence, an
individual's connection with this country has bescome
sufficiently c¢lose to justify complete worldwide
taxation even if he has not become domiciled here,

4.8 Domicilée can also be capricious in its
effects. An individual's domicile of corigin is
determined by reference to that of his parents.

person may be domiciled in a country which he has

never visited because only one domicile is possible




gt any one time and a domicile wof origin, 1is
difficult to shed. Thus, an individual may not be

domiciled in this country even if he was born in the

United Kingdom, has lived in this country &ll his
life and holds a British passport. But he will be
taxed differently from his neighbour who is in all
respects the same except that he has a UK domicile.

4.9 The relevance of domicile runs wider than tax;
it alsc affects matters such as marriage and
divorce, A the law stands, any changes 1n the
gqenaral law of domicile, such as that brought about
by the Domicile and Matrimonial Froceedings Acts
1973, antcmatically affect taxatiom. The Law
Commiszion and the Scottish Law Commission has
recently reviewed the law of domicile and suggested
soma changas. They caoncluded that their
recommendations were unlikely to have a significant
impact on taxation. But that if justified anxieties
did Arise, the rontinued unge of domicile for

taxation purposes should ba reconsidered.
Opportunity for exploitation

4,10 Under a long standing practice for income tax
purpeses, and more racently for capital gains tax
purposes, an individual who goes abroad for full
time service under a contract of employment may be
treated as not resident and not eordinarily resident
from the day after his departure until the day
before his return. This practice applies s0 long as
all the duties are performed abrecad (apart from
merely incidental duties), the period abroad extends
over a complete tax year and visits to the Unitad
Kingdom during that period do not amount to six
months or more in any one year or an average of

thres months or more A& Year.




4.11 This practice has had the unfortunate resuld
of employments being created abread with a view to
realising gains free of United Kingdom capital gains
tax shortly after departure. The individual may
then return to the UK a year later, and remain here

for the rest of his life.

4,12 Another significant gap in the present rules
concerns the individual carrying on a trade or
profession who is able to ecentrol both the timing of
his income receipts - for exampla, the proceeds from

the dispozal of a copyright for a lump sum - and his

regidence for tax purposes. If he spends a full tax

vear outside the United FKingdom, such proceeds can
fall outside the UK tax net, and guite possibly that
aof other countries as well. This process can be
rapeated at Jjudiciously cheosen intervals to secure
that #he maximuam amount of income is not subject to

tax,
Defects of the remittance basis

4.13 Ag indicated earlier, some Individualzs are
liable to UK tax on wvarious bases falling between
tax on world wide income atd gains, and tax on
income and gainsg from a UK source only. Prohably
the most esignificant of these ie the ramittance
basis - under which the liability to tax is based on
the "sums received in the United Kingdom®.

4,14 At present, it is primarily those who are not
domiciled in this country who pay tax omn the
remittance basis, As can be seen from the table 1in
Annex A, it is alsoc available to certain categories
of UE demiciled individuals who are not ordinarily
residant in this countrcy. In -practice, this bhasis

guffers from threse major drawbatcks.




4.15 First, the broad defirnition of remlttance

in the Texes Act and the wide interpretation which
has been given to it by the Courts make it extremely
difficult for & taxpayer to calculate his own
liability; effectively, it reguires an analysis each
vyear of almost EVETY financial transaction

undertaken.

§.16 It may., for =xanple,; be necessary o Iollow
income as it arises through a2 humber of different
bank aceonnts 0 its final destination. The

compliance burden an the taxpayear CAan be

gubstantial. An Inspector of Taxes faces egqual

diffieulty when examining tax returns 1if he has
raason to suspect that the full amount remitted has

not been disclosed.

4.17 Becond, it encourages +the setting up of
arrangements overseas - which may he more or less
artificial = in order to secure effective exempticn
on Iincomea which 48 4dn reality ralated TtTo a UK
employmant, and which would otherwise be taxed in
fall,

4.18 Third, it is easy for the well advised to
arrangse to bring back money f{rom overseas ©O mest
their expenditure in the United Kingdom without it
being regarded wunder the present law as a

"remittance". Thase arrangements include:

opening =separate accounts for capital
and income and remitting only from the

capital account) and

clesing an account or selling an
ineome producing asset in one vear, and

remitting accumulated income in the next




when there is no longer a source of

income that can be charged to tax.

EVALUATION DF THE PRESENT SISTEM

5.1 When set against the criteria outlined 1n

gaction II above, the present system 13 open to a
namber of criticisms. These include the lack of:

- eouity. on the ane hand,; the

availability of the remittance basis for

individuale who are not domiciled in

thig country means that for a particular

group of long term residents 1in this

country, tax on oOverseas income And
gaing is effectively a wvoluntary tax.
on Lhe other hand, the available
accommodation ryla can hie seen to
gperate unjustly. As a result, there
are people with the closest possible
connections with the UK who pay tax on
gnly their UK income and others with
very little connection who are liable on

all sources.

neutrality, Thae remittance basis also
operates teo bias the non-UK demiciled
long term resident towards overseas as
against domestic investmant. An
imbalance alse results from the ability
to avoid a charge to capital gains tex
on agsets that have acorued in valua
over a long period while a taxpayer was
resident, by their realisation shortly
after departure from the United EKingdom
for a relatively short term assignment
abroad, A similar zrTesult can be

achieved with certain income receipts.




gimplicity and certainty. The law on
residence conslists of a complex set of
rules attempting to codify ancient case
law and sketchy statutes. 1t ‘can ‘be
difficult for a taxpayver to know his
status for a particular year and it may
take several years before a definitive
ruling c¢an be given,. A detailed
examination of a persan's life style and
financial affairs may be necessary in
which intentiens and motives may be

ralavant.

enforceahility. The remittance basis

in its prassent farm iz extremaly
difficult to apply In practice. In
tarms of enforcing liabilities, however,
racant amendments to the BRules of the
Supreme Court have made it easier for
writa and Dbankruptcy petitions to bhe
served on those lLiving outside the

United Kingdom.

L. In congidering the weight of these criticisms,
comparison can usefully be made with systems
operating in other countries. Some of the main
provisions are given in Annex D, but in general,
most OBECD countries have only one facter, residence
aor "fiscal domicile®. The factors which determine
residence wvary greatly and include available
accommodation, duration of stay, place of family,
and centra of economic interests. Some countries
have specifiec reliefs for particular classes of
taxpayer, £for example for foreign executives
working in the country, but only the Republic of
Ireland and Japan adopt the remittance basis for

thesa Cases.




PART 1II

VI. POSSIBLE AREAS FOR CHANGE

7 The first section of this part of the document
considers a mnumber of areas in which the present
rules might be changed, and suggests some possible
alternative approaches which might be adopted.

6.2 The preceding analysis suggests that there are

two main areas for consideration:

tha ecope for rationalising the present Ltests
of residence, ordinary residence and deomicile;
and the possibility of replacing them by sone

pther, more objective, tests a@nd

whethar there is a need for an intermediate
bagis of liability. By +this is meant an
unrestricted charge on all UK source income,
but only a 1limited charge on income from
abroad. Such a basig could apply to those who
are rasident in this country for a number of
years but who have strong ties with another
country. If there is a need for such a basis,
then it is for consideration what precise form
it should take.

Citizenship as a factor in determining liability to
TR tax

6.3 At present, the nationality of an individual
plays only a small part in the UK tax system. The
following paragraphs consgider the implications of
uzaing it more widely. Tha rules for determining
regidence would then, for example; apply only to

foreigners living in this country.




6.4 The only major country in the world which uses
ciEizensnip as the main test of liability is the
United States., A US citizen is liable to tax on his
worldwide income and gains wherever he mway be: the
only concession to US citizens living abroad is that
they are exempt (at present) on $70,000 of non-US

earned income,

6.5 At first sight, citizenship seems a suitable
test to determine the extent of an individual's tax
liability. Perhaps more than any other, it reflects
the degree of association which an individual has
with a country. It is, arguably, a concept which is
more easily understood tﬁan domicile, as well as
providing a greater degree of certainty 1in 1ts
application to individual cases. In general terms,
a British egitizen is, by definition, an indiwvidual
whe has a permanent right of abode in the United
EKingdom (in this case the definition of the United
Fingdem includes the Channel Islands and Isle of
Man} rormally through birth, parentage or
naturalisation. There are other classes of British
nationals (eg British Dependent Territory citizens
and British Overseas citizens) who do not have the

unrestricted right of entry into the UK.

6.6 The most ebvicus consegquence of adopting this
approach is that tax liability would ne lenger be
datermined by the place where a British eitizen
lived; there would be no incentive to liwve abroad

golaly for taxX reasona.

& .7 There are however a number of other factors to
he taken inte account in considering whether this
concept should be accorded greater prominence 1n the
U¥ tax system, First, naticnality i1s much more of a

political concept +than domicile or residence.




British citizenship can feor example, apply to

individuals who have never set feot in this country
or who were born here but have spent the whole of
their livee abroad. Sacond, the naticnality rules
have bean drawn up without regard to any taxation
Consagquancas, If the possession of British
citizenship meant higher taxation there might he a
move by some +o renounce their citizenship and it
might deter others from applving for naturalisation
evert though they were residentially gqualified to do

50,

b8 Third; if the concept of pnationality were o
be accorded greater prominence, the guestion would
arize as to the definiticn which would apply. At
present, where naticonality is used for tax purposes
it generally refers to Commonwealth citizens [(which
ingludes British citizens) or citizens of . the
Republic of Ireland, It could be argued however
that there is no relevant distinction for the
purpose of levying UE tax between foreign and
Commonwealth ({(other than British) citizens. On this
view, the appropriate test to apply might be whether
or not the individual was a British citizen, but
evan 1f +this approach were adopted it wmaght be
necessary to have special provisions to cater for

some classes of citizens,

6.9, Finally, the adoptieon of citizenship as +the
main test of liability would raise a number of
practical issues. It would be necessary, for
example, to compile and maintain a comprehensive
record of all British citizens living abroad. This
would be a considerable task, regulring dccess to
the records of other government departmentas eg the
Pasesport Dffice, tha Home oEfice Immigration
Departmant, the DHSS and Customs and Excize.




Moreover, the difficulty of collecting tax

liabilities, particularly where thers may be no
agsets in the UK, and the cost of establishing a
network of offices throughout the world to assist
both in the c¢completion of returns and to carry out
andits and any necessary investigations should not

ba under-astimated.

6.10 It is perhaps relevant in this context that
although the US has used a nationality basis for the
last 75 wyears, Congress has expressed concern about
the non-completion of vreturns by U8 citizens
living abroad, A reacent study by the General
Agoounting Office found tha: about 60% of Americans
abroad were not filing US tax returns. In the light
of this, the Internal Revenue Sarvice 1s taking a

number of special measures to increase compliance.

6.11 It is apparent from even this short summary.
that the use of nationality as +the basis for
imposing liability on world wide income would
require the most careful and detailed consideration
of the far-reaching isszues, of both a practical and
political nature, which it would raise. Although
gome of the administrative difficulties would be
less significant if the test were used to determine
a limited meszure of liability, as against a charge
on world income, +the underlying problem of the
nature of naticnality as a fiscal test would remain.

Rationalising the present residence rules

5.12 If citizenship is not adopted as the main
criterion, the residence rules become all the more

important.




6.13 In order to deal wlith the criticliems and
diffieunlties of the present system of determining
regidence, 1t would clearly be desirable to mova to
a system which is based more on ohjective and easily
detarmined facts. This could bBe achleved by
determining residence for tax purposes solely on the
length aof time an individual i in the UK. And to
remove what has become an ineguitable feature of the
present system, the rule relating *o available
accommodation could be abolicshed: somescne who ig in
tha country only for one day in the wvear would not

then be treated as resident simply becauge he had a

houze or ¥flat hers. The present practice of not

counting daye of arrival and departure might alsoc ba

changad.

B.14 A possible approach to meat these objectives

could incorporate the following featuras:

an individual wheo was present in the UE for 30
days or less in the year would not be resgident
for tax purposes in the UK in that year. The
"available accommodation® test would be

scrapped.

the first test of residence would remain as
now = an individuoual would be regarded as
resident if he was present in the United

Kingdom on 183 days in any tax year.

the szecond test of residence would apply to an
individual whe is present for between 30 and
183 days in a year. There are a wvariety of
possible approaches involving loaking back
over the number of days of presence in the
country in previous vyears which <could be
adopted. It is important however that any




rule which 1is chosen should apply egquitably
not only to emigrants and immigrants, but alsoc
to regular, or irregular, wvisitors hers. The
Us introduced trules in 1984 wunder which an
individual who is present in the United States
for at least 31 days in a year may, depending
on the number of days of presance in the 2
previous years, be regarded as resident in
that vyear. This is calculated by adding to
the number of days he is actually present in
that vear one third of the number of days he
was present in the previous year and one sixth
of the number of days he was present 1in the
yvear before that. %he fractions used and the
years brought into the ecaleulation could be
varied te suit particular purposes. Taking
thege fractions as illustratiwve however, an
individual wounld be able to be present in the
country for up to about 120 days each year
without becoming resident [ie 120 + (1/3 of
120} + (1/6 of 120) = 180).

presence for any part of a day would generally
count as presence for the whole day subject to
the exclusion of some special categories like
transit passengers. It might be necessary to
amend the appropriate double taxation
agreement +teo deal with cross-border workexs
g.g9. those commuting to work 1in Nerthern
Ireland from the Republic of Ireland and wvice

VEILS5a.

Basis of liability

£.15 The next area for conszideration 1ia

whether there is scope for radical gsimplification of

—

the present system by imposing tax 1iability on




aither worldwide income or UE sSource income, and

doing away with the remittance basis and all the
other intermediate bases. If it 1is considered that
there is a need for .an intermediate basis, it is, of
course, necessary to go on to cansider who should be
entitled to it and what form it should take,

Need for an intermediate basis

6.16 As we have =een, at one end of the spectrum
there iz the individual who has his permanent home
here and has noe ties with any other country. It
would be generally accepted that such a person
should be Liable on tha whole of his income and
capital gains for the year, wherever they arise. At
the other end, there would also be general
acceptance for the proposition that the individual
who has no connegtion with the United Kingdom and
whose permanent home is in another country shonld be
liakle to UK tax only on any income which arises or

iz earned heare,

6.17 These are however wvery general propositions
and a wide wvariety of circumstances can arise in
betwean thesea two extremes for which the tax system
should provide an eguitable and acceptable regime.
This poses the classic tax dilemma of equity against
simplicity. Although there is considerable scope
for rationalisation of the present rules, there may
be a need both in terms of equity and on economic
groands to provide some intermediate basis of
taxation for certain groups of taxpayers., On this
view, simplification ought not to be achieved at the

expense of other objectives.

6.18 Although most other OECD countries distinguish

only between residents and non-residents, some have




special provisions for foreign executives or other
groups. There are good reasons why this should be
go: those who have a part to play for a relatively
short period in the economic or cultural life of a
country should not be deterred from sc deing by the
tax burden; and, more genarally, their position can

be distinguished from that of long term residents.

§.1% This suggests that any intermediate basis of
taxation should not bhe permanent for the individual
concerned, In those countries which do have such a
basis, five years is the longest period this type of

relief lasts. It is for consideration therefore

whether an acceptable intermediate basis could be

introducad which applied only for a number of years,
after which the individual would become liable to
tax on his worldwide income in the same way as any

other long term resident.

6.20 An apprcach on these lines would adversely
affect those who have been resident in this country
for a leng time, but who are not domiciled here.
They are, under the present rules, subject to tax on
their income which arises here and on any income

which they remit here from overseas.

6.21 Most of those in this category will have
enjoyed the benefits of living in this country for
many years, if not for their whole 1life - and many
play a full part in its economic, esocial and
cultural life. It does not seem unreasonable that
they should be expected to meet their fair share of
tax on similar terms te other people who spend all
or most of their lives in the UK, and that their
liability should not continue to be affected by
their origins or background, including in some cases

the domicile of their parents,




£.22 The impact of any change in the tax rules for
this group will, in many cases, depend not only on
the burden of tax which they are asked to bear in
this country, but on the amount they would bear
OVerseas. In some cases it will mean Llittle more
than. & change. 'in the taz take between the UK
Exchegquer and that of another country. The
raduction of the top rates of income tax this year

isg, of course, an important factor in this context.

Entitlement to the intermadiate basis

6.23 At present; it is primarily those who are not
domiciled in this cﬂuntry.whﬂ can enjoy a basis of
taxation less than that of their worldwide income
and gainsg. For reasons whieh have already bean
cutlined, this is, in its present form, an
unsatisfactory oriterion for this purpose, since it
enables a wvery favourable basis of taxation to
enjoyed by aroups of taxpayers for whom taxation
their worldwide income might be regarded
appropriate and eguitable.

6.24 The main problem in dealing with domiecile
under the present regime is displacing it when it
loses wvalidity  because  of the duration and
continuity of a person's connection with this
countrv. The test turns in part upon an
individual's intentione and it is difficult to prove
that he has for example lost a domicile of foreign
origin even where he may have lived in this eountry
for most of his life and intends tc go on doing so

for some years.

.25 There are two possible approaches which might

be adopted:




to retain the concept of domicile but to
introduce a rule that, purely for tax
purposes, a person who had been resident
in this country for a number of jyears
should be regarded a3 gsufficiently
"fiscally connected” with the UE to be
liablea to tax here on his world wide
income and gains. The number of vyears
taken for this purpose would nead to be
long enough to establish that a person
had done more than make a temporary home
in this: country; and it would be

necessary to prevent the test from being

easily avoided by a relatively short

break in residence. Taking account of
these factors, a possible test might be
that a person who was not domiciled in
this ecountry but who was resident in a
year and had besn resident in say 7 out
of the previous 14 vears had established
the recegzary fiscal connection with
this country. Until +this point was
reached, thea parson whao Was not
demiciled in the United Kingdom would be
liable to tax on the intermediate basis.

This approach would remova the
main weaknesz of using domicile in
the present system and has the
advantage of continuwing with a
concept which is probably familiar

to tax practitioners.

o drop the concept of domicile
altogether, and replace it by a concept
of "fiscal conhecticn"™ based purely on

years of residence. Any dindividual who




was resident in the UK in a year and had

naot been resident for 7 out of the

previous 14 wyears would then be liable

to tax on the 1ntermediate basis.

This approach would provide much
greater oertainty and objectivity
than &ny rule relying on domicile,
but it might seem less appraopriate
fo those coming, or returning, to
the DE- for permanent residence.
For example, where a person whose
home 4is in the UK but who has
spent mahy years working abroad,
retired to lLive ‘in this country,;
it might be difficult to Jjustify
their receiving a preferential tax
basis for a period af 7 years as
compared with other retired people
who had spent a&all their working
livas in this country. Tg neet
thia point an additional rule
would be necessary - possibly on
the lines that the individual
should not have been previously
resident in the UE at any time for
a continuous period of say 10 orx
15 years. Not only would this be
a somewhat arbitrary test however,
it would presumably raguire
information which could relata to
the distant past and which might
not therafere be readily available.




ii1i, The form of the intermediate basis

6.26 The present intermediate basis consists of
two, gquite sgeparate; parts. First, 1t bBrings 1into
UK 1liability any 4income and gains which arise in
this ecountry. There sesms no nead to change this
rule, Eowever, congideration may need to be given
to making it more effective by bringing within it
income which iz closely related to a UE employment
baut which has baen split off dinto an overseas
employment in order +to securs the Dbenefit of the

present remittance basis.

A new Praeceipts basig”

627 'Thea socond gtrand - and the more
ungatisfactory at present - 1s the taxation of
income and gains from overseas on a "remittance
basig". The main defects of this basis have already
been ocutlined (see paragraphs 4,13 to 4.18), and
particular referance has heen made to the
exploitation of the source rule and of remittances
of capital, Clearly, any new basis of intermediate

liability must counter arrangements of this kind.

6§.28 A possible approach would be to extend the
concept of remittance basis so that, in effect, all
benefits enjoyed in the UK from foreign income and
gains were regarded as a remittance from overseas,
and as therefore within the UK tax charge.

6.29 Under an appreach on the lines, UE tax would
be levied not only on all financial remittances, but

also on the proceeds of certain wvaluable chattels

eg. Jjewellery, paintings and antigues which were

brought inte this country and disposed of while the

owner was residant here. in addition, the value of




pbenefits, for example in the form of an interest
free loan or the rent free use of a property, which
was provided for out of overseas assets would be

brought into the UE tax charge.

6,30 In determining the amocunt chargeable to UR tax
under this basis, account would need to be taken of
any tax which was otherwise payable, for example
capital gains tax on the disposal of an asset, and
appropriate relief would need to be given Ifor any
ovarseas tax paid, Overall, the amount brought into
charge could be subject to a limit of worldwide

income and gains for a particular year.

6§.31 A strengthening of the remittance basis in
thiz way would remove many of the unsatisfactory
features of the present basis, while continuing to
provide a more favourable basis of taxation for
those who are resident in this country for a
relatively short period.

£.22 On the other hand, it would introduce a new
element of complexity and impose substantial
compliance burdens for those to whom it applied. 1In
order to prevent avoidance, the definition of a
benefit would nesd to be wvery widely drawn, onhe

consequence of which could be to attribute income

tax liability te what were genuinely remittances of

capital.

A "world income" apprcach

6§.33 An alternative approach would be to charge a
percentage of an individual's world wide income to
UK tax, while taking into account the proporticn of

income and gains which ariges in this country.




. 6.34 This

determining the UE liability by the greater of

could take the form, for example; of

- the tax on any income and gains arising in

the UK, and

- a percentage of the tax liability eon the
individual's world wide income and gains.
This percentage could be graduated to phase in
with the length of period after which the
individual would become liable to UX tax on
his total IiIncome, Thia would ensure that

thera was no sudden jump in liability when the

parson became liable to tax on all his income

in the same way as all other long term

regidants.

6.35 Clearly, thare is a <considerable amount of
flexibility over the figures which might be chosen
for this purpose and the impact in any particular
casa would wary according to the ratio which
overasas income bore +to tha individual's world
incoma., In general, however, it would provide a
basis of taxation which was certain and relatively
simple, and which reflected the closeness of an
individual's econnection with this country in terms
of the duration of his residence here.

Measures to avoid exploitation by short absences

abroad

6.36 A=z indicated in paragraphs 4.10-41.12, there
are gaps in the present rules which enabla, for
example, capital gains which have aceruec over many
years to be realised free of tax during a relatively

short period of absence abroad.




.37 A number of countries deal with this
particular problem by impesing a capltal gains tax
charge on any unrealised gains up to the date ot
emigration. A measure on these lines is included in
the package of reforms ta the rules governing the
residence and migration of companies in this year's
Finance Bill: 10 » iz  however accompanied by
appropriate measures to ensure that notice is given
to tha Revenue of an intention to emigrate and that
the +tax is paid; sancticns can be taken against
others eg a controlling company in +the United

Kingdom or a director of the migrating company, if

the company fails to meet its liabilities, It would

clearly be more diffieult to ensure a gimilar leavel
of compliance in tha CREe of individuals.
Additicnal provisiens would be necessary, 1ln any
event, to deal with those who expleit the present
rules of assegsment by choosing appropriate years to

ke non-resident for tax purposas.

6.3 A more comprehensive way of dealing with this
problem which would apply for both inceme and
capital gains, 'would be to provide that an
individual who went abroad for, say, up to 31 years,
and on his return was regarded azs "fiscally
connected” with this country, wouléd be liable to

=aX

- on any gains made during the periocd of
non-residence, except 1in reéspact of any
overseas assets which were acguired and

disposed of in that period, ana

- pOo any income receipts recelived during the
pericd of non-residence which related to
activities carried out in the UK in an earlier

vear of residence. This could be done, for




axample, by adopting 5Ome form of
apportionment basis of ificome received during
the year of non-residence, or by introducing a
gsimple averaging provision which would lead Lo
a subseguent adjustment to the profits liable
to UE tax in the years immediately prior and

subseguent to the year of non-residence.

A POSSIBLE APPROACH

iy o - The previous section gxamined the main

fmatures of the present residence regime and

considered warious possibilitlies for change. This=

saction brings together a numbar of these
possibilities in the light of the criteria which
wara se= out in the early part of the document and
the difficulties to which the present system gives
ri=za, In the final part, consideratien is given to
the way in this approach would@ affect certaln

categorias of taxpayer.

7.2 This approach could contain the following main

alaments:
FEesidenae

- an individual who was present in the United
Eingdom for 183 days or more in any year would
be resident for +tax purposes in the United

Eingdom in that year;

- an individual who was present in the United
Kingdom for 30 days or less in any Yyear would
not be resident for tax purpcoses in the United

Kingdom in that year;




= when an indiwvidioal was present hers between
30 and 183 days in any year, his residence
position would be determined by including not
only the days spent here during the year in
guestion but alsoc one-third and one-sixth of
the days spent in the UK in the preceding year

and the year before that, respectively;

- prasence for any part of a day would count
as presence for the whole day subject to an
exclusion for certain special categories like

transit passengers.

- it would be for consideration whether the
present concessionary tresatment for years of
arrival and departure could be given statutory

backing.

Some simple examples of the effect af rules on these

lines are given at Annex E.

Basis of liability

There could be a thres tier basis of liability on

the following lines:

{a) Liability on world-wide income and gains would
apply to all residents of the United EKingdom who
have been resident in this country for at least 7
gut of the previous 14 years, The term "fiscally
connected® with the UK might be adopted to describe

this category.

(b) Liability on UE income only would apply to
individuals who are neot resident under the rules

considered above.




() Liability to an intermediate basis of taxation
would apply to residents of the United Kingdom who
have not been resident here for at least 7 out of
the previous 14 vyears. If it were considered that
the concept of domicile should not be retained in
thig limited context there would be an additional
gqualification to ensure that this basis applied only
to those who had not previously been resident in
this eountry for a continuous pericd of say 10 or 15
years., It must be recognised however that evidence
on this guestion might not always be readily

availahle,

i441. Form of intermediate basis of taxation

7.3 Broadly, as outlined earlier, the intermediate
basis of taxetion could take the form either of a
more effective and wide-ranging remittance basis or
the more radical, but possibly simpler approach of
impesing tax on a percentage of world wide income
and gains, er tax on UE income and gains if that

were greater.

7.4 In principle, it is arguable, on eguiteble
grounds, that the UK liability of these living in
this country for a relatively short perisd should
take account of the extent to which their style of
living is fineanced out of resources abroad. It 18
unlikely however that any strengthening ef the
remittance basis to secure this result could be
achieved without imposing substantial additional
complexities and compliance costs on these to whom
it applied. i1t is perhaps significant that there
are very few countries which adopt this particular

basis of taxation.




745 Oon balance therefores, +the better appreach
might be to replace the remittance basis by a charge
on world income and gains which was raduated
according to the length of an individual's stay in
this conntry. This would introduce a new element
into. the UK system, but it would reduce the
relatively high compliance costs which are currently
ineurred in order to anaiyse in detail the origins
of gums which are remitted to this country.
Examples of this alternative appreach are given in

hppendix F.

Measures to prevent exploitation

7.6 The concept of "fiscal connection” could also
hae used more widely for tax purposes to prevent
exploitatien of the rules by short absences abroad.
In particular, it could be used to apply any specilal
measures which were regarded as necessary to prevent
the avoildance of income tax and capital gains tax by
going overseas for a relatively short period,
although sufficiently long to be regarded as hot

ragident in this country,

Transitional provisions

Td Scme form of transitional provision would be
necessary for these individuals wha are already
resident in this country and who would face the
possibility of becoming liable to tax on their world
wide incoms and gains for the first time under these
proposals,

7.8 There are a number of possible approaches to
determining when the clock should astart running for
the purposes of the proposed "fiscal connection®
Lest. One possibility would be to start the clock




-
§

years before the introducticn of the legislation.
The =effect of this would be that a non-UK domiciled
individual who had been resident in all of the 7
preceding years would become liable immediately to
UE tax on all his worls wide income and gains. B
however he had been resident hers for fewer than 7
vears or, if during those 7 wvears there had been a
break in his period of residence, the change in the
bagis o¢f his liability would not come uptil a later

cdate,

Anotheyr possibility would be for the ecleck to

in the vyear in which the legislation was
introduced. This would provide & minimum pericd of
7 years on a favourable Dbasis of ‘taxation
irrespective of +the number of years which an

individual had already been resgident here.

7.10 A compronmise apprcach and one which would give
a reasonable transitional pericod for all thosge
affected, might be to allew a 2 year pezicd of
adjustment. In other worde, if the legislation were
introduced in the Finance Act 1989, the 7 year test

would be applied to the years from 1983/84.

VIII. IMPLICATIONS OF THIS APPRODACH

Bl The approach set out in the previous sesction
would have & number of advantages over the present

By s5Team

the residence rules would be simple and
objective; a new copngcept of "“Eiscal
connection™ would largely remcve the

elements of subjectivity and uncertainty




by applying the same tax treatment to
those who =spend all or most of their
lives 4in the UK, the eguity of the

system as a whole would be enhanced;

the remittance basis would be replaced
by a =impler and more certain relief
which could be graduated according +to
the lencth of an individual's stay in
this country;

the opportunity Lo manipulate the
present rules to secure tax advantages

would be Hiqnificantly reduced.

8.2 It might be helpful to consider how some broad
categories of individuals might he affected by an
approach on these lines.

As we have gean, under the present system
those who have lived in the United EKingdom for
much of their livee and who happen by birth or
background not ta be domiciled here are liahle
to ta¥ on any income or gains arising here and
on any remittances here from thelr overseas
income and gains. Under the appraach
considered above, these people could be liable

to tax on their world-wide income and gains.

Similarly, a foreign executive who comes to
the United Kingdem for the purposes of a short
to medium term employment, say 5 to 7 years,
is under the present system liable to tax here
on any income or gains arising here and on any
remittances here of his coverseas income and
gains. Under the approach considered above,
he would be entitled to the new intermediate




basis which could bring into his UK liability
depending on the scale of the charge not enly
the tax on his UE income and gains but also an
increasing proportion of the ftax won his
overseas income and gains. This might lead in
some cases, to an increased liability as
compared with the present remittance basis but
nonetheless would be less than that of othex
regidents,

For the regular wvisitor to the United Kingdom
from abrecad, the present law can be at 1ts

most guestionable and complex. If for example

the visitor 15 regarded as having

acrcommodation awvailable for his use here, he
will be regarded a&s resident here in any year
in which he spends at least a day here. Under
the approach considered above, this person
will he resident in the United EKingdom for tax
purposes only if he is here for 183 days or
more in any ©ohe tax yesr or more +than an
average pf 120 (approx) days each year for 3
guccessive years. Thig might bs particularly
important for emigrants from this country who
wish to spend some time sach year with thedr

family and friends here.

Under the present rules, the UK expatriate
employee who has been working abroad for a few
vears can find that hiz exact status depends
on a wvariety of factors, ircluding whether he
retains accommodation in the Onited XKingdom
and the extent and nature of any duties which
he performs here. For him, like the short
stay wvisitor, the present system can be

complex and uncertain. Repglidence rules of a




more objective kind would be a considerable

improvement,

A person living, say, in the Channel Islands
and commuting regularly to the United Kingdom
for a few days at a time,; spending in all a
substantial period here both on business and
domestic affairs may not be resident here
under +the present practice of not counting
days of arrival and dJdeparture here. Changing
thig practice would secure a more eguitable

result.

CONCLOSTOHN

1 This document has attempted to ildentify some
of the unsatisfactory features of the present
ragidence rules, A review of an area of the tax
system where the rules are of long-standing and have
not previously been codified in statutory form
clearly raises izzuas which nead careful

consideration and discussion.

2. The document does not attempt to deal with all
the detailed circumstances on which the residence
rulaes now impinga. The starting point for any

wide-ranging review of this kind is to consider the

framework of the syetem. Indeed it ig a criticism
of the present arrangements that to a large axtent
they represent a piece-meal geries of changes tO
meet changing conditions, without adequate
congideration being given to the basie structure of
the system into which they had to be fitted.

3. The possible approach te residence considerad
in this document would represent a move in the

direction of greater simplicity, ecertainty and




neantrality, and would result in liabilities more
closely related +teo¢ an individual's degree of
connection with this country. But it is abwviously
important that those who are likely to be affected

should have an opportunity to present their views

before any firm proposals are brought forward.
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HISTORICAL DEVELOPMENT

This Annex traces the development over nearly two centuries
of the income tax and, more recently, capital gains tax law
of the provisions described in this document.

1789 In an Act (39 George IIT ¢.13) Income Tax wWas
imposed for the first time. Section 2 charged tax
on "all Income arising from Property in Great
Britain belonging to any of his Majesty's subjects,
although not resident in Great Britain, and upon
all Income of every person residing in Great
Britain®. Section 8 provided that people who were
in Great Britain "for socme temporary Purpose only
and not with a Vview or Intent of establishing his
or her Residence tharein" should not be chargeahle
ags residenta. Section 10 provided that a subject
who had been ordinarily resident who had gone
avarseas for occasional residence abroad should
still be chargeable as a resident.

A further Act of the same year (39 George III C.
77} divided inmcome into various categories (Ccaszes)
with special rules for each. The seventesnth case
provided fer income from foreign possessions to be
charged on the "full Amount of the actual Annual
Met Incoame racelived ip Great Britain®™. The

eighteenth case, income from foreign securities,
was to be charged on "the Annual Income of such

Securitieg”,

Saction 19 of an Act (3% and 40 George III c.49)
amended Section B of the original Act to treat as
regident people who, despite being in Great Britain
for a temporary purpose, had "centinually resided
in Great Britain for the Space of six Calendar
Months", Section 23 allowed a person whose
ordinary residence was not in Great Britain and who
was treated as resident by wvirtue of Section 19 to
elect to pay only on that part of his incoma
accruing to the date of his departurs,

For the firat time the familiar schedules
appeared. Schedules A, B and E concerned only
property in Great Britain and did neot contain any
limitation by reference to the residence of the
taxpaver, (Schedule E then only covered offices
and employments paid out of the publiec revenue of
Great Britain).




Schedule' C charged to tax public revenue dividends
but Section 71 exempted a non-resident who was not
a British subject.

Schedule [ charged residents on the profits of all
property, whether in Great Britain or elsewhere,
and non-residents, whether British subjects or not,
on property in Great Britain and profits of trades,
professions, employments or vocations exercised in
Great Britain,

The cases of Schedule D appeared for the first
time. The fourth case charged interest arising
from "Securities in Ireland. or in the British
Plantations in America, or in any other of hais
Majesty's Dominions out of Great Britain, and
foreign Securities". The duty was charged on the
whole amount received in Great Britain in the year.

The fifth case charged duty in respect of
"pogsessions in Ireland, or in the British
Plantations in America, or in any other of his
Majesty's Dominions out of Great Britain, and
foreign possessions. The charge was computed "at
not lese than the full Amount of the actual Sums
annually received in Great Britain, either for
Remittances from thence payvable in Great Britainm,
or from Property imported from thence Into Great
Britain or from Money or Value received in Great
Britain, and ariging from Property of any Person or
Persens, which shall not have been imported into
Great Britain".

Caction 10 of the 1799 Ack (and Section 1% of the
1800 Act) reappeared as Section B5 of the 1803 Act
(43 George IIT c. 122) while Section 8 of the 1733
Act reappeared as Section B6. Eection 87, a new
provision, contained a special rule to the effect
that anyone departing f£rom Great Britain and
returning befora the 5th April was charged on the
whole income of the year. The "split year” rule
enacted in Section 23 of the 1800 Act appears to
have disappearad.

Thus as early as 1803 the framework was established
which is still elearly with us today.

Apart from a number of provisions amending the

charge imposed by Schedule C and the conditions for
exemption from Schedule C for non-residents and

foreigners, no substantial change was made in this
areas for more than & century., In 1853 Ireland was
integrated inte the tax system which until then had
applied only to CGreat Britain. A&s a result, Irish




source income previously chargeable under Cases &
and 5 of Schedule D on the remittance basis was
brought on to the arising basis.

For the first time, income from forelgn stocks,
shares, securities and rents was taxed on the full
amount arising but with excepticns. Persons not
domiciled in any part of the United Eingdom and
British subjects not ordinarily resident remained
entitled to claim the remittance basis on this type
of income. This was the first occasion on which
domicile became relevant for tax.

Exenmpticn from taxation on interest from certain
Government securities was afforded to people not
ordinarily resident in the United EKingdom

The rule in Section 87 of the 1803 Act, concerning
people returning te the UK before the 5th April,
although featuring in the 1842 Income Tax Act when
income tax was reintroduced, had disappeared from
+he statute book by the time of the consclidation
of 1918,

The remittance basis was further cut down, FoOIr
persons resident, ordinarily resident or domiciled
in the United Kingdom it applied now only to
tradec, professions or wvocations carried on abroad,
pensions from abroad and employments carried out
wholly abroad (which wera then still within
Schedule D, UK source employments having been moved
Eo Echedule E in 1922).

Following recommendations of the Royal Commission
on tha Taxation of Profits and Income, foreign
employments were moved to Schedule E. ThE
remittance basis however continued to apply to
sarnings for duties performed outside the UK,
whatever the status cf the taxpayer, and, if he was
not domiciled and his employer was not TEH]ﬂEnt, to
garnings for duties within the UK as well.

In determining whether a perscon was resgident, the
availability of accommedation in the UK was
statutorily ignored if he had gone abroad to work
full-time in a trade, profession, vocation or
employment.

Capital Gains Tax, like the short terms gains tax
in Case VII of EchﬂduLe D which was introduced in
1962, had a charging provision which recuired a
taxpayer to be either resident or ardinarily
resident, but did not charge non-residents on UK
source gains except in a very limited area. It




maintained the remittance basis for gains from
foreign assets for non-domiciled taxpayers.

The scope of the remittance basis was reduced
again. Trades, professions, pensions and all UK
employments came on to the arising basis subject to
a range of percentage deductions; foreign duties
remained on it only for non-domiciled employees of
non-resident emplovers and for taxpayers who were
resident but not ordinarily resident.

The percentage deductions introduced in 1574
{except for that on foreign pensions) were, subject
to transitional arrangements, abolished.

The provisions relating to residence in Sectlions &
and 10 of the 179% Act and Section 19 of the 1800
Aot 8till appear in the law today. They are now to
be found in a modernised but essentially

unchanged form in Sections 334 and 336 of the
Income and Corporation Taxes Act 198B. Section 335
of the 1988 Act is the provision dating from 1956
concerning available accommodation, The only
provision in the Capital Gains Tax Act 1979 on this
subject is Section 18(3) which is the eguivalent of
Section 336,
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ANNEX O

Provisions in the Taxes Acts where ordinary residence is a factor.

51901} .1

52 CGETA 79

547

BE5(4)

5135
5138

5193{1) &
Sch 12

5133({3) -
{7] 5194

5219 B 5220

52a1(1)

{81B1(1) .1

[ S599)

(8122(2))

(S186)
(879 FA 72)

[Para 1 Sch 7
Fa 77)

{532 FA 77,
5314 FA HB&)

553 5 Bch 3
FA BZ)

[Para 4({1]}
Sch 5 Fa 83)

(i) All emoluments charged on arising basis 1f resident and
ordinarily resident,

(ii) Emocluments for non-UK duties charged on remittance basis if
resident and not erdinarily resident.

Charge to CGT arises if either resident or ordinarily resident.

Interest on certain gilt-edged securities exempt if not ordinarily
resident,

remittance basis for foreign income if resident but not
ordinarily resident and Commonwealth or Irish citizen.

Stock aption and incentive gains charged as income only if resident
and ordinarily resident at the time of grant/acguisition.

100% deduction for absences abroad only 1if resident and ordinarily
rasident.

Relief for certain travel expenses only if resident and ordinarily
resident.

CoT treatment for sharehalder where a company purchases its own
shares from him only available if resident and ordinarily
resident.

Relief for Business Expansion Scheme investments: mast be resident
or ordinarily resident at time of share issue.
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565 (4)
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SB0(1) Fh 81
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Al%31
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PA 74)

{837 A BG)

ANNEX

Certain gilt-edged securities free of All taxes if held by not
ordinarily resident and non-domiciled individual.

Famittance basis for forelgn income if non-domiciled.

Remittance basis for emoluments of emplovment if all duties

outside the UK, employer non-resident and taxpayer non-domiciled,
Deductions for certain paymente abroad if employer non-resident
and taxpayer non-domiciled.

Reliaf for travel expenses etoc if non-domiciled.

Remittance basgis for foreign gains if non-domiciled.

Ho relief for logses on forelgn assets if non-domiciled.

No liability on gains made by non-résident companies in which
non-domiciled taxpayer a shareholder,

No liability on gains of non-resident trusteesa if settlor
non-domiciled at time of settlement and during the year of
assesament when gain arose.

No liability on gains of non-resident trustees if beneficiary net
domiciled in year of assessment when capital payments made.




BHHNEX

Provisions in the Taxes Act in which nationality is relevant.

EES(4)
8232
S2THI2)
5334

BE730(5)

Para 4(5)
Sch 4

{512212))
598 FA 72
BE2T7T1(2)
549

(5470(3))

(Para 1(5)
Seh 9 FA B4

Remittance basis for foreign income if resident but not
ordinarily resident and Commonwealth or Irish citizen.

Tax credit on UK dividends and personal allowances due if
non=-resident and Commonwealth or Irish citizen.

Temporary absences abroad are ignored if Commonwealth or Irish
gitizen who was previously ordinarily resident.

Trangfer of incomse from securities 1f non-domiciled or resident,
not ordinarily resident and Commonwealth or Irish citizen.

Foreign deep discount securities if non-domiciled or if resident,
nor ordinarily resident and Commonwealth or Irish citizen.




ANHEY D

INTERMATIONAL COMPARISONS

Thiz annex describes vary briafly, amd in general terms, the
provisiona of a number of OECD countries concerning
rasidence, and treatmant of resident and nom-rasident
individuals, for tax purposes. The table below covers threes
aspects:

dafinitisn of recidence, dooicile etcr

incidence of tax on income and gains of resident
and non-resident individuals:

tax provisiens coming inteo effect at the time of
amigration.

The table is based on the most recent information available
t the time of writing: im practice 1n most casas this
eflects the position in 1987,

The most etriking featzure of the definitions of residence in
the countries covered in the wide wariety of tests applied,
ranging from objegtive tests (eg citizenship or time spent
in the country) tB much less precise tests of Intention or
degree [eg centre cf econoaie interests). Most of the
countrias listed have a combination of time-tests and @more
subjective criteria, but the tests 1in Denzmark and USA are
purely of tha gbjective type, while the tast in Belgiunm
appears to ba largely subjective. Available acconmodation,
in the senga in which it is a facter currently taken into
account in the UK, appears net in itself toc be a determining
factar in any of the countries covered in this annex.

As for the scepe of taxatien of resident and non-resident
individuals, by far the most common appreoach is to tax
recidents on world income (and world capital gains to the
axtent that gains are taxed at all), and tao tax
non-ragsidan=g enly cn ineome and gains arising in the
country concerned.
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DEFIRTTICN OF RESIDERCE

RESILENCE AND SOOPE OF TARATION

Zonpg OF TLEATION

RESIBENTS

- presence In France for & mopths ef Lhe year
or, LE less than & montha, st leask lomger
than hie stay In ony other countryj oF

- pentye of economic interests in France

HOK-RESTDENTS EPECTAL EHIGRATTON

FROYIE1OHS

Corpany (FHG)

pn individual is resldent In FRG LE he pecuplen
a4 residenee there not mergly on & EEEpoCRty
vasin, or 1 his customary place of abnde 1a
Ehere .

fropce

Chiargeable on world incoms
and werld caplenl gains
{bar only shart tern and
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certaln Germon-source
fnocome and goins ad LE
fealdent, presd dlypeiel
wn wm iy rebes i DML Rabhiagl

i individual? s Yordinary vesldence® inm
the place viere he [a malnly or
peTminently eatall 1shed.

Chargeable on world ipcome
erd warld coplinl galns
{business goina only).

bn Emagaslil sl ikl Wik

.‘- Ayl dl il l'-'n.l-

Chorgeabie on Greek=
pource fncome snd
hhiginess geaing, =

in individaal who has hils “domicile™ or
ham n resldenec for o year or mive in
Jopan is deemed to be resfdent. Anm
Indlvldus} who hes no Inteptlon of
resliling peraanently in Jopan and has
hod vesidencs or domiclle for 5 years
oy leas 1a denignabed o “mon-permapent
reaident, "Tomlelle” mesnn Moentre
nf 1iwing*, and [acECOTE sjecermintng LE
include locatlen of primary vealdence,
presence of family penbors and logution
of erployement.

Reslidenta

Chargeahla cn world
[ncoimre and warld coplial
galia.

Han-permanent repldents

Chargeablae on Japanese-
pourea bpcoms pnd golns,
and foreign locome and

golns pesfrted to Japan.

Chargpable on Japongses
pource Incone and galnd.

Maw Tealand

An Indiwidual ie resldent 1 e spenda
a coptinuous perlod of 165 days In

Hew Zealaond, [gnoring short breaks, But
he |o decned bo be not reaident LI he
ghaws Enst hila permapent place of alode
js outslde Hew Imaland.

Chargesble on world
incone {no Lok on
galnzl.

Thargeable on Hew Lealand=
pource kncome,

dn Jndiwldual who staye In Spaln [or mooe Lhan
183 days In o yesr is tegepomarily realdent
ihere. Tenporsry nliEenced sTe {gnored.

Charpeshle on world
incone sl galng

Dergesble on ingasd and
gelns arlsing kn Spaln and
on Ilncome poild to them Ly
peranns or encltied
renldent In Spoln.
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ANNEX E

ANNEX E: EXAMPLES OF PROPOSED RESIDENCE RULES

Suppose an individual spends the following days 1n the
United EKingdeom after an absence of two years:

A B c

Year Bl 1340 3440
Yaar 5 130 25
Yaar 150 1348 =1
¥Yaar 130 138 104

!sing a three year test, with fracticns 2/3 and 1/3, the
result is:

A Year 60 + (Z/3. x 0} + (1/3 x 0} = 60 therefore NE
Year Net preasent 31 days therefore NR
Year 150 4+ {273 x 5) + (1/3 x 60) = 173 therefore NR
Year 130 + (203 x 150) % (1/3 % 5) =232 therefore R

i

30 therefore HNR
216 thercesfore R

Year I 130 + (2/3 01 + (1/4 x
Year 130 {23 L0 ¥ L3
Year 130 (243 % 130F + Ly
Year 130 + {12/3 % 130F + (L/S3

260 therefore
26U therefore

R

|
)=
1320)
130)

& Lab B3 |

Yaar
Year
Year
Year

Frazsent 183 days therefore R
Not present 31 days therefore NR
50 % (273 %25 + 1173 x 340)
100 # [2/3 » 50) + (173 x 25)

180 therefore HE
142 therefore BHERE

B Ll P

Resident
Mot REesident

NR




Qutline of a proposed intermediate basis of taxation

BASIC RULES

(1) the liability to tax on UK income and gains 1s
calculated in the pnormal way.

the liability to tax on world income and gains is
calculated, taking account of any overseas tax paid.

the amount of tax in (2) is reduced by a percentage
appropriate to the length of the individual's years of
residence in this country.

the UK liability to tax will be the greater of the tax
under (1} and (3] .

EXAMPLE I

Assumptions

Kumber of vears' Percentage applied
regidencse in the UK to tax on world
in previous 14 years income

3
i
HUL
41
e
a1
HE

100%

0
1
2
3
4
L
[
q

kL An individual who has never previously been resident
in the UK comas to this country and remain here for B years.

i Eis income remains the same throughout and is, in each
year, as follows

UE =source incomea E£55,000
Overseas income E30,000 {(overseas
tax of E6,000)

3, He has no chargeable gains, and is entitled to
personal allewancas of £5,000. (A basic rate band of
£20,000 is assumed, and tax rates of 25% and 40% are also
assumed throughout).




Liabllity

. 1. On the basis of these assumptions the tax position 1is
as follow:

Tax

Tax
o

The liabil in each year would be as followa:

1L ¥ W1 ¥il ¥YIIT

ho. af Morld World Aatual pslliaf
tears UK Source e Sklsiant CfabilZty Lienilkty hgeinzt
fesidaat Lisbility e o x Relevant (Graater Of Tax fn
In Past (£e) ‘E; il ; % Colupnz IID fverseas
Faurssss s ) ) AT Prafits

{£) {£)
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EXAMPLE 2

The assumptions are the same as in the previcus example
except that the individual's income each year is:

UE sourese incoms E1S5,000

Overseas incoms E70,000 (ocverseas tex of ELS,000)
|

Liabilitsy

| 8 on the basis of the assuxmptions, the tax
as follows:

rax on UK income is E2,500

on world wide income [(after allowing for overseas

- paid] is E14,000.

liakility in each-year would be ag Iollows:

II I1 IV i ¥I Wil VIT1

No. Of ter] World hekual Faliaf
Years UK Source 2 Liabllity Liapility Agalnst

o Py
Bysidant Lisbiltty Lgi;if:; EH‘;”rt x Relevant (Greater Of  Tex On
I= Feat VIR L]

=
: (£a) 2
Foertmen

Columns ILI Jisrsgas
(€l E NI Proflits
(L) iE)

1k, 000 2,504 41,500
15,000 2,500 11,500
1h , 000 323070 0,300
14,000 5. 500 B, 400
14,000 7. 700 &, 300
1,000 . o, 800 b, 200
1%, 000 11,500 2,100
4&, 000 Th, DO Ril
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Treasury Chambers, Parliament Street, SWIEP 3AG

David Morgrove Esq . A
private Secretary o= ‘[l"' M '!’J"#"L- f-’-vl.ﬂt A
10 Downing Street

LONDON SW1 I.Jg_ M Pea . 30 July 1987
D : e
Car D
217.

You wrote to Tony Kuczys on July asking about the current rules
on residence in the UK for tax purposes - in particular with
regard to expatriate visitors - and for commente on a suggestion
by Sir David Wolfeon that the presence test could be extended
for eipatriates who had baen ahrnaﬁ for 'E'-_Ifflt'.t.ét‘.l.t years ko have
astablished residence flrmly outside the UK.

e e — - =y

TAX ARRANGEMENTS FOR EXPATRIATES

In order to simplify the explanation of the existing runles T
will assume that the expatriate is working full time in a business

profession or employment carried an wheﬁlg abroad. In these
circumstances a wvisitor, expatriate ar “herwise, WwWill not be

treatad as resident or ordinarily resident in the UK unless

(i) ha stays hers for six months or more in a tax year
- when he will always be regarded as resident here
for that year; e -— pr—— '

or (ii) hig wvisits feor four consecutive tax years have
averaged three months or more per year - when he
will ba regarded as becomimg ¥ESident and ordinarily
resident =

an the occasion of his first wisit te the UE; he
proposes to make visits or four consecutliye Lax-
years which will awverage threa months or more per

e ———

yaar - when he will be regarded as Becoming residen
afid ordinarily resident from the outset.

The extent of a wisitor's liability to UE tax wvaries with his
residence status: a raesident in the UK is liable to tax on his
worldwide incoma and gains; an individual who is not resident
but ordinarily resident 1is 1liable on his worldwide gains but
only on income arising in the UK; whereas an individual who 1is
not resident and not ordinarily resident is not liable on capital
gaing and is liable en income arising in the UK. There are Ssome
exceptions to these rules which depend upon domicile or upon
special issue terms of certain British Government securities.




The current "regular visitor™ rules do permit an average three
morths' presencd@ per tax year over a four year period and provided
the =ix months por tax year is noCL exceeded, this does give
considerable flexibility to the wvisifor to the UK - whether he
be an expatriate or not.

ns it happpens, the residence rules for tax purposes are being
locked at in some detgil at present and Sir David's comments
will certainly be"borne in mind in that review.

Lﬂfnﬂ-u—ﬁ et

Q1

JEREMY HEYWOOD'
Private Secretary







10 DOWNING STREET
LONDON SWIA ZAA

From the Private Secretary 6 Jaly 1987

Do Tonn,

TAX ARRENGEMENTS FOR EXPATRIATES

8ir David Wolfson has mentioned to me a suggestion for
changing the tax treatment of expatristes. He believes that
at present the basic rule is that an expatriate may spend up
to ninety days a year in this country before becoming liable
for UK tax. He hae suggested that there might be a case for
increasing that period ance an expatriate had been abroad for
enough years to establish that his residence was firmly
outside the UK. H= argues that an increase in these
clreumstances might encourage higher expenditure in the UK
rather than overseas,; without jeopardising tax revenues.

1 should be grateful to know what the rules are, and for

your comments on this suggestilicon.

I

Yald .

David Morgrove

A. W. Kuczys, Esq.,
H. M. Treasury.
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