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ABSTRACT
___________________________________________________________________________________________________________________________________________________________________________________________________________________  

Last year a Committee of the House of Lords reported on a Finance Bill for the 
first time, and we have carried out a similar task this year. Our terms of reference 
require us to consider the technical issues of tax administration, clarification and 
administration, but not the rates or incidence of taxation. Our approach has been 
similar to that of 2003 except that, with a little more time available to us than we 
had then, we held an opening evidence session to help us catch up with what had 
happened since our first report and to prepare for our work. 

Once again we had to be selective as to the topics we chose to examine in order to 
focus our efforts on a few areas which were causing particular concern and where 
we felt that our efforts might be most valuable. These areas were: countering tax 
avoidance; simplification of the taxation of pensions; small business taxation; 
stamp duty land tax; and duty stamps for spirits.

The measures which we have examined, except for the simplification of pensions 
taxation, form part of a package of measures which was described in the Budget as 
being designed to protect revenues.1 We are unanimous in supporting the 
Government’s objective of countering aggressive tax avoidance. We have no 
intention of weakening that effort. Our Inquiry focused on the technical issue of 
whether the Finance Bill measures will prove workable and effective when they are 
implemented. We sought to answer the question: will they protect revenues 
without imposing disproportionate compliance costs on taxpayers and their 
advisers?

Concerning disclosure of tax avoidance schemes, we have noted the view of many 
of our private sector witnesses that the definitions of tax planning arrangements 
are so wide as to require the disclosure of normal tax planning as well as of the 
“sophisticated and aggressive avoidance schemes” which are the declared target of 
these measures. We were told that supporting draft regulations, which were 
published while our Inquiry was under way, included a series of filters which 
served to narrow down their scope very considerably. In the time available our 
private sector respondents could do no more than provide us with an initial 
reaction to the draft regulations. It was plain that they did not accept that the 
regulations, as drafted, were sufficiently precise to remove their anxiety that there 
existed a significant risk of over-reporting, to the advantage of neither the 
departments nor of taxpayers and their professional advisers. The regulations are 
currently the subject of a dialogue following the Government’s invitation to offer 
comments, and we were told that “updated draft regulations” would be presented 
to Parliament in due course. We trust that the concerns expressed in our Report 
will be taken into account, as a contribution to that dialogue, in the process of 
revising and refining the draft regulations and associated departmental guidance. 
To meet particular concerns that were raised with us in the interests of reducing 
the risk of costly over-reporting, we have recommended, first, that further 
consideration be given to the adoption of a de minimis threshold in the direct tax 
provisions, on broadly similar lines to those in the draft VAT regulations and in 
comparable United States tax law, on which we took evidence from the US 
Internal Revenue Service. 

                                                                                                                               
1 Budget 2004 Press Notices PN5 



Second, we consider that there are good grounds for looking again at the 
appropriateness of a five-day time limit for filing details of certain notifiable direct 
tax arrangements, with a view to its extension to thirty days. 
Third, in the light of the US experience of operating similar provisions, there 
needs to be established for both direct tax and VAT a process of continuous review 
of the definitions of schemes and of provisions associated with schemes, including 
the so-called hallmarks which, taken together comprise the system of filters. The 
objective should be to refine them as often as necessary to exclude legitimate 
transactions.

Finally, on the issue of process, we recommend that the draft regulations relating 
to disclosure of direct tax avoidance arrangements should, in line with the 
regulations for VAT avoidance schemes, be made subject to the affirmative 
resolution procedure so as to provide the same degree of Parliamentary scrutiny 
across these complementary measures. 

The extent of the consultations on the simplification of the taxation of pensions 
has been widely welcomed. There is some tension between the aim of providing 
simplicity and allowing a wide range of consumer choice. By and large this balance 
appears to have been found. It is important however that the Inland Revenue 
should continue to work to maintain this balance as it seeks to resolve the 
outstanding issues, such as those we discuss in Chapter 4. Moreover, if simplicity 
is to be secured in full, the Government needs to ensure that its approach is 
consistent and coherent with pensions legislation generally. 

Our detailed recommendations also seek to provide certainty and to reduce 
compliance costs. As for administrative issues, we are concerned in particular that 
the guidance available to consumers should be as helpful as possible. As the full 
Committee found in its Report on Ageing,2 these decisions may well be made at 
the workplace. Just as in that Report the Committee found that there was a tension 
here with the requirements of the Financial Services Authority, so may there be a 
tension with the limit on taxable benefits: we recommend that the latter should be 
examined carefully. 

The measure introducing the non-corporate distribution rate gave rise to a sharp 
difference in perception between our private sector respondents and the Revenue 
about the degree of complexity and the associated extent of the compliance burden 
that created. We are disturbed that, so far, the Revenue has been unable to 
persuade the experts who gave evidence to us that applying the new measure will 
be as straightforward as it has confidently asserted. Bearing in mind that small 
companies are required to self-assess without an option, such as exists for 
individual taxpayers, for the Revenue to do the calculation for them, detailed 
guidance on how the provision is to be applied, including the topics of dividends 
paid out of the accumulated profits of earlier years and the interaction between the 
new measure and the service company (IR35) legislation, should be made available 
as soon as possible. 

Had the Government not taken the view it did about this being an anti-avoidance 
measure, its introduction could have been preceded by a period of two-way 
consultation with the advantage that a lengthy period of anxiety for the many 

                                                                                                                               
2 HL Paper 179 – 1, paragraphs 9.17 – 9.19 



owners of small incorporated business and their advisers might have been reduced 
or avoided altogether, and the opportunity could have been taken to iron out the 
technical issues referred to above at a much earlier stage. 

Thanks to the efforts of all concerned, there was no major breakdown on the 
introduction of stamp duty land tax on 1 December 2003. The general picture is 
however one of just about getting through, and greater confusion and compliance 
costs arose than would have been the case with a more measured timetable. There 
remain today administrative problems, particularly in relation to Scottish issues 
which we think need special attention, and we are pleased that the Inland Revenue 
proposes to continue to administer the tax with a light touch. The extent of the de
minimis limit for notification also needs to be considered. 

We support the blocking of avoidance devices through the use of partnerships. But 
we are concerned that the normal functioning of commercial partnerships may be 
affected. The uncertainty needs to be removed, and a proper balance has to be 
found between the proper aim of preventing avoidance and allowing the ordinary 
business of bona fide commercial organisations to be maintained. 

More generally, the history of the introduction of SDLT illustrates well the case 
for taking time when introducing a major tax change to balance all the interests – 
the need to collect a proper amount of tax, curb avoidance, reduce compliance 
costs, remove uncertainty, and maintain the functioning of the industry in 
question.

The question whether the compliance costs of the measure providing for duty 
stamps for spirits to be introduced in 2006 represents a reasonable burden 
depends to a large part on the extent of the fraud. In this context we were 
particularly disturbed at the size of the statistical range in the Government’s own 
figures, and we had some sympathy for the view urged on us by the industry that 
uncertainty over the scale of the fraud meant that a necessary pre-condition for the 
introduction of so burdensome a measure had not been met. 

We note, with approval, the ongoing work to review and refine the data sources 
regarding alcohol consumption used by HMCE and we recommend that, if and 
when it proves possible to narrow the differences in these estimates, the outcome 
be reflected in the continuing discussions with the industry on the implementation 
of the provisions. We express the hope that the consultations will result in an 
outcome that properly reflects the interests of the smaller producers and importers 
and meets their very real concerns that livelihoods could be put at risk, while 
permitting a proper lead-in time. 

We noted the length of the Finance Bill and the increase in complexity and 
compliance costs for taxpayers and their advisers inherent in many of its 
provisions. One means by which a balance between the protection of revenues and 
the imposition of compliance costs may be found is, wherever possible, by 
exposing legislation in draft and encouraging a two way dialogue with those 
involved – the pensions taxation legislation provides a good example of what can 
be done. 

We are most grateful to all our witnesses for their most helpful evidence, both 
written and oral. However, we have to enter one reservation. Having seen our 
official witnesses at the outset of our Inquiry in order to enable them to explain the 



Government’s proposals to us, we had intended to see them for a second time to 
give them an opportunity to respond to the points which had subsequently been 
put to us. However, in view of the reluctance of the Treasury, we accepted instead 
to send them our questions in writing. In the event, although they replied in full to 
many of these questions, there were others to which they gave us no substantive 
answer.

Since we have been acting entirely in accordance with the remit of the House, we 
are at a loss to understand why officials should have withheld their full co-
operation, all the more so as they have been inconsistent in applying the principles 
on which they purported to rely. When a committee of Parliament is acting within 
its remit, it should at all times be able to rely on the wholehearted co-operation of 
departments in discharging its task. 

The Sub-Committee was set up for a two-year trial period. So this report is not 
only our second but also our last under current arrangements. We believe that, this 
year as last year, we have been able to contribute constructively to Parliamentary 
scrutiny of the Finance Bill and that the Sub-Committee should be put on a 
permanent basis. 





The Finance Bill 2004 

CHAPTER 1: INTRODUCTION 

1. Last year, for the first time a House of Lords Select Committee scrutinised 
the Finance Bill. 

2. The background to this innovation was set out in the Committee’s report1.
Briefly, the aim was to bring to bear on the Finance Bill the considerable 
financial expertise existing on all sides of the House with a view to informing 
consideration of the Bill during its passage through Parliament. This aim was 
achieved by the setting up of a sub-committee of the House of Lords Select 
Committee on Economic Affairs to examine specific aspects of the Bill in the 
space of time between its publication and the completion of the Commons 
committee stage. The Inquiry was to be carried out in such a way as to avoid 
encroaching on the financial privileges of the Commons, and the sub-
committee was therefore specifically prohibited from addressing questions 
involving the rates or incidence of tax and required to focus instead on 
technical issues of tax administration, clarification or simplification. 

3. The Finance Bill 2003 sub-committee’s report therefore addressed three 
proposals in the 2003 Finance Bill— the introduction of Stamp Duty Land 
Tax; new provisions designed to counter the evasion of VAT; and the 
introduction of mandatory electronic payment of tax by large employers. 

4. This year a new sub-committee selected for its Inquiry five measures from 
the 2004 Finance Bill: 

  Disclosure of Tax and VAT Avoidance Schemes (Clauses 290–302, 
 and Clause 19 with Sechedule 2) 

  Pensions Schemes (Clauses 139–231 and Schedules 11–34) 

  Small Business axation: Distributions to Non-Corporates (Clause 28 
 and Schedule 3) 

  Stamp Duty Land Tax (Clauses 282–289 and Schedules 37–39) 

  Duty Stamps for Spirits (Clause 4 and Schedule 1) 

5. Mr Leonard Beighton and Mr Brian Shepherd, who are both retired senior 
officials of the Inland Revenue and who assisted last year’s sub-committee 
with its work, were re-appointed as Specialist Advisers for this year’s Inquiry. 
We are most grateful to them for the hard work which they have put into 
steering us through the complexities of the topics which we selected for 
examination. 

6. We were also given, at the outset of our Inquiry, a briefing by a team of 
officials of the Treasury, Inland Revenue and Customs & Excise prior to 
taking evidence from non-government witnesses. This enabled us to probe 
certain issues on which we were unclear and to learn more about the 
background to the Government’s introduction of legislation in the five areas 
under scrutiny. 

                                                                                                                               
1 HL Paper 121-1, Pages 7-8 
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7. We received written evidence from a range of non-government bodies 
concerned with public finance and taxation, and we took oral evidence from 
the Institute of Chartered Accountants in England and Wales, the Law 
Societies both of England and Wales and of Scotland, the Institute for Fiscal 
Studies, the Chartered Institute of Taxation, the Association of Taxation 
Technicians, the Association of Chartered Certified Accountants, the 
National Association of Pension Funds, the Association of British Insurers, 
the Joint Alcohol and Tobacco Consultation Group, and two finance and 
accounting firms – PricewaterhouseCoopers and Grant Thornton. 

8. After we had completed taking evidence from our witnesses from the private 
sector, we invited officials to return for a second session, so that we could put 
to them some of the issues which had been raised with us. This was what we 
had done in last year’s Inquiry, and we had then found it valuable. However, 
as there was Treasury reluctance that officials should appear before us for a 
second time, we agreed instead to the proposal that officials would answer 
fully in writing any questions which we put to them. In the event, though we 
received many helpful responses, a significant number of our questions did 
not receive substantive answers. Two main reasons were given for this 
absence of reasoned responses. First—and relating to our questions on the 
draft regulations on notification of avoidance schemes, which were published 
during the course of our Inquiry—it was said that Ministers were accountable 
to the House of Commons, where the substantive provisions were currently 
under debate and that Ministers would present the draft regulations to 
Parliament in the normal way. Second, as for the other questions, it was said 
that the policy judgements adopted by Ministers were matters for which they 
were accountable in the debate on the Finance Bill in the House of 
Commons.

9. There is no dispute as to the accountability of Ministers to the House of 
Commons for the overall policies underlying the proposals contained in the 
Finance Bill. That does not however inhibit the House of Lords from 
scrutinising fiscal legislation (see Erskine May page 797). Indeed, as a sub-
committee of the Economic Affairs Committee we were charged specifically 
with investigating and reporting on the Finance Bill from the standpoint of 
tax administration, clarification and simplification.2 At no point did officials 
raise with us any concerns that the questions we submitted might be going 
beyond the ambit of our terms of reference. 

10. In any case there has been inconsistency in the way in which the principles 
enunciated by the Treasury have been applied. We have, for example, 
received substantive answers to the first two of our written questions on the 
direct tax disclosure regulations (WQs 1 and 2)3 but not to subsequent ones, 
except for WQ 10 and WQ 11. Moreover, we have received a substantive 
answer to our question on the simplification of the pension benefit rules 
(WQ 19) but not to those on the simplification of the death benefit rules 
(WQs 20 and 21), though all of them raised similar administrative policy 
issues.

11. In asking for a second appearance of officials before us and, when that was 
declined, in putting written questions to HM Treasury, we have acted 

                                                                                                                               
2  Fifth Report of the Select Committee on Procedure of the House, 10 July 2002 

 See also HL Paper 121-1, Paragraphs 7.8 and 8.20 
3 See Written Questions to HM Treasury and Written Answers, (Volume II, HL Paper 109-II) 
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entirely in accordance with the remit of the House. However, to discharge 
this remit effectively we need the cooperation of the Treasury, and we are at 
a loss to understand why such cooperation has been partially withheld, 
especially as one of our objectives was to provide an opportunity for 
Government spokesmen to answer criticisms of some of the measures in the 
Bill which had been made to us by the private sector – and thereby to have 
the last word. Where a committee of this House is acting in accordance with 
its remit, it should be able to rely on the full cooperation of government 
departments in discharging its task and its requests for written information or 
for oral evidence should be met without demur. 

12. In our report which follows we have made clear where we have not received a 
reasoned response from officials. These instances apart, we must record that 
we have received a great deal of oral and written evidence from our 
witnesses, government and non-government, and we should like to place on 
record our sincere gratitude to all of them. Since our Report is entirely 
evidence-based, in the sense that the statements and the judgements it makes 
rest on evidence provided to us, the cooperation of those who wrote to us 
and appeared before us was a vital ingredient of our work. The written and 
oral evidence provided to us from these sources is published in Volume II of 
this Report. 

13. The remainder of this volume summarises what we were told and what we 
have concluded on each of the five topics under examination (Chapters 2 
to 6) and draws together our overall conclusions and recommendations 
(Chapter 7). We make one general observation. Our non-government 
witnesses drew attention to the length of this year’s Finance Bill and to an 
increase in complexity and compliance costs for taxpayers and their advisers. 
On a positive note, in the case of the taxation of pensions, the Bill will reduce 
these except for a small minority of taxpayers. But we are disturbed that a 
solution has not been found so far in the continuing dialogue between the 
Government and the representative bodies that satisfactorily addresses fears 
of unreasonable levels of compliance costs in the examples of small business 
taxation and spirits stamps. 

14. Finance Bills need to strike an acceptable balance between the protection of 
revenues and the imposition of compliance costs on the taxpayer. One lesson 
from our Inquiry is that the key to finding this balance lies in the prior 
exposure, wherever possible, of the Government’s legislative intentions and 
in the institution of a serious two-way dialogue with those who will be 
affected by them. The draft legislation on the simplification of pensions 
taxation provides a very good example of what can be achieved. 

15. Finally, the Leader’s Working Practices Group recommended that the sub-
committee be set up for a two-year trial period. This is our second report and 
therefore, the last one to be made under that authority. In our view, as was 
the case last year, our work has enabled issues arising on the Finance Bill to 
be scrutinised by Parliament more comprehensively than would otherwise be 
the case. We therefore recommend that the Sub-Committee be put on a 
permanent basis. We repeat the recommendation which was made in last 
year’s report4 that the inquiry should start work as soon as convenient in any 
session to review any relevant consultations that may be in progress as well as 
the Finance Bill itself when published. 

                                                                                                                               
4 HL Paper 121-I paragraph 7.7 
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CHAPTER 2: COUNTERING TAX AVOIDANCE 

Context

16. The Budget Report5 proclaimed the Government’s determination to close 
down opportunities for avoidance and evasion with the objective of 
protecting the integrity of the tax system to the advantage of honest and 
compliant taxpayers. We selected for scrutiny this year four key sets of 
provisions in this area. First, and central to the stated strategy, were 
measures to improve transparency in the system and enable both Revenue 
Departments to counter “sophisticated and aggressive avoidance schemes 
[that] thrive on concealment and secrecy”. These provisions are the subject 
of this chapter. We turn to consider further tax avoidance issues in Chapter 4 
(Small Business Taxation)6 and Chapter 5 (Stamp Duty Land Tax),7 and, 
finally, we examine a particular anti-evasion measure in Chapter 6 (Duty 
Stamps for Spirits).8

17. The rules included in Clauses 290–302 and in Clause 19 and Schedule 2 
were said by the Government to be “aimed at those marketing and using 
certain tax avoidance schemes and arrangements [and] will allow early 
detection of such schemes and enable more effective targeting of avoiders”. 
The Budget Report summarised the intended effect of the measures as being: 

“promoters who market schemes and arrangements that meet certain 
criteria for direct taxes will be required to disclose details of these 
schemes to the Inland Revenue; and 

businesses with an annual turnover of £600,000 or more using VAT 
avoidance schemes that appear on a statutory list, and businesses with an 
annual turnover of £10 million or more using VAT arrangements that 
meet certain criteria, will be required to notify HM Customs and 
Excise.”

18. John Whiting of PricewaterhouseCoopers (PwC) commented: “There can be 
no issue with the concept of full disclosure of tax planning to the tax 
authorities…”.9 The Inland Revenue’s Regulatory Impact Assessment stated: 
“Those who design and use schemes go to considerable lengths to ensure 
that the scheme is not detected by the Revenue and indeed in some cases the
tax advantage may depend on the scheme being successfully hidden”10 (emphasis 
added). None of our witnesses sought to defend a lack of openness. Rather, 
their early submissions to us, written before seeing the respective sets of draft 
regulations, expressed concern at the perceived breadth of scope of the new 
disclosure provisions, consequent anxiety about how workable they would be 
in practice, and the prospective compliance costs.11

                                                                                                                               
5 “Budget 2004” HC301 at 5.81 and 5.84 
6 “Budget 2004” HC301 at 5.93, referring to “marketed tax-avoidance schemes”. 
7 Budget 2004 Press Notices PN5, page 4. 
8 “Budget 2004” HC301 at 5.98 
9 See evidence by: PricewaterhouseCoopers (Volume II, HL Paper 109 - II) 
10 Regulatory Impact Assessment (RIA) Tackling Tax Avoidance - Disclosure Requirements, at paragraph 4.
11 See evidence by: PricewaterhouseCoopers, Grant Thornton, Institute of Chartered Accountants in England 

& Wales, The Institute of Chartered Accountants of Scotland, The Law Society, The Law Society of 
Scotland, and The Chartered Institute of Taxation (Volume II, HL Paper 109 - II). 
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19. We wholeheartedly support the objectives of this draft legislation 
when applied to contrived schemes of artificial avoidance, and we 
have focused on matters that might assist in its practical application. 
The sort of contrived devices to which Revenue and HMCE officials 
referred us (QQ 76–77) found no supporters among our witnesses. 
Such schemes are, however, at one extreme of a spectrum of tax 
planning. The need is to ensure that people are not required to report 
ordinary tax planning, and we directed a lot of our questioning 
towards trying to get the private sector witnesses to help draw the 
line. The analysis and our recommendations which follow should be 
seen therefore not as in any way attempting to weaken the 
Government’s proposals, but rather to make them more workable 
and hence more effective. 

Direct Taxes: Scope—“Notifiable Arrangements” 

20. Clause 301(1) defines “tax” to encompass all the direct taxes administered 
by the Revenue.12 Clause 290 empowers the Treasury to prescribe by 
regulations the “notifiable arrangements” in relation to any tax that are to be 
made the subject of the new reporting requirements. Our attention was 
drawn to the fact that, by Clause 300(3), statutory instruments containing 
such regulations are to be made under the negative resolution procedure of 
the Commons (QQ 766–768). The Law Society of Scotland noted: 
“However, the Finance Bill allows for many more schemes and tax to be 
subject to the disclosure requirements than the regulations as currently 
drafted permit… There seems unlimited scope to expand the disclosure 
requirements by secondary legislation “. They added that they would “like to 
see all regulations subject to positive approval of the Lower House but accept 
that there is a need for the authorities to be able to act swiftly to prevent 
abuse”.13 Ian Luder, Grant Thornton, referring to “legislative creep”, told 
us: “As a firm we have fairly firm views that the requirements should be 
spelled out more in primary legislation and more tightly drawn” (Q 332). 

21. Draft regulations, explanatory notes and guidance were published on 17 May 
2004.14 The Revenue told us that they were seeking comments on the draft 
regulations from interested parties by 30 June 2004 (WA 2). The rules will 
come into effect on 1 August 2004.15 As had been indicated informally at a 
briefing for senior professionals following the Budget,16 the disclosure 
provisions were limited to income tax, corporation tax and capital gains tax,17

                                                                                                                               

12 “tax” means - (a) income tax, (b) capital gains tax, (c) corporation tax, (d) petroleum revenue tax, (e) 
inheritance tax, (f) stamp duty land tax, or (g) stamp duty reserve tax. Clause 301(1) Finance Bill 2004 

13 See evidence by the Law Society of Scotland (Volume II, HL Paper 109-II) 
14 The draft The Tax Avoidance Schemes (Prescribed Descriptions of Arrangements) Regulations 2004; draft 

The Tax Avoidance Schemes (Promoters and Prescribed Circumstances) Regulations 2004; and draft The 
Tax Avoidance Schemes (Information) Regulations 2004; published together with Draft Guidance: 
Tackling Direct Tax Avoidance - Disclosure Requirements Inland Revenue, 17 May 2004  

15 Draft Guidance: Tackling Direct Tax Avoidance - Disclosure Requirements Inland Revenue, 17 May 2004, 
paragraph 7.1 

16 At a meeting on Thursday 18 March in Downing Street, chaired by the Permanent Secretary to the 
Treasury

17 The draft The Tax Avoidance Schemes (Prescribed Descriptions of Arrangements) Regulations 2004, at 
paragraph 2(1) 
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and within those taxes to certain specified arrangements connected with 
employment and in relation to financial products.18

22. The Regulatory Impact Assessment (RIA)19 summarised the effective scope 
of the rules as follows: “As a first step the rules will apply to schemes 
intended to reward directors, employees and their associates in ways that 
avoid tax or result in artificially low rates of tax or in payments being made 
outside of the PAYE and other tax collection systems. The rules will also 
apply to certain kinds of financial products”. 

23. Introducing the measure to us Dave Hartnett, Inland Revenue, said that the 
disclosure requirement would be about the product or the package that had 
been put together. He added that the Revenue hoped that the measure would 
serve as a disincentive to the creation and use of the contrived and elaborate 
schemes which were the target. The measure was considered to be 
proportionate because it would be “screened by a series of filters which 
narrow down very considerably the scope of the measure so that we get as far 
as we can to see the things that we really need to see and we do not see 
things that are not helpful to the Revenue and in fact burden our customers” 
(Q 76). 

24. A number of our witnesses were exercised about the test for reporting 
embodied in Clause 290(1) (c): that the obtaining of a tax advantage (as 
defined) must be “the main benefit, or one of the main benefits, that might 
be expected to arise from the arrangements”. It was put to us that to include 
the qualification “or one of the main benefits” was to open the door to the 
risk of over-reporting of relatively straightforward tax planning, which would 
invariably have the minimisation of the tax bill as one of its objectives 
(QQ 58–659 and 680). 

25. A related issue was the contrast to which our attention was drawn with the 
test specified for the Treasury to apply when designating by order VAT 
avoidance schemes.20 The condition set was that it was “unlikely that persons 
would enter into a scheme of that description unless the main purpose, or 
one of the main purposes, of doing so was the obtaining of a tax advantage”. 
If that were to be the test set for the direct taxes, our witnesses judged that 
“that would be likely to cover certainly the most aggressive of the tax 
avoidance schemes… for example…the gilt [strip] scheme” (Q 397). Mike 
Hardwick, Law Society, said: “I think a main purpose test is much easier to 
work with than a main benefit test. You know that your main purpose is to 
avoid tax. With the main benefit you have to work out what benefits you 
expect and sometimes you get rather odd results from that” (Q 404). John 
Whiting, PwC, in a further submission21 urged “Thus ideally in Clause 
290(2)(c) instead of “main benefit”, we might switch to a “main purpose” 
test—to focus on what was the real driver of the transaction. If change to the 
primary legislation is impossible, could the regulations give better guidance 
in this way?” Such a change would have the practical advantage of cutting 

                                                                                                                               
18 Ibid. at paragraph 2(2) and Part 1 of the Schedule; and at paragraph 2(3) and Part 2 of the Schedule, 

respectively 
19 Tackling Tax Avoidance - Disclosure Requirements, Regulatory Impact Assessment, Inland Revenue, April 

2004, “How the rules will operate”, paragraph 15 
20 Finance Bill 2004, Schedule 2, Part1, paragraph 3(1)(b) 
21 See evidence by PricewaterhouseCoopers (Volume II, HL Paper 109-II) 
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down the amount of material to be disclosed to the benefit, in compliance 
cost terms, of Revenue and practitioners alike. 

26. We put both these suggestions to the Revenue, who preferred not to offer 
comments on either of them on the grounds that the provisions were 
currently under debate in the House of Commons, where Ministers would 
present draft regulations in the normal way, and that they considered them to 
raise policy judgements, which were matters for which Ministers were held 
accountable in debate on the Finance Bill in the House of Commons 
(introduction to WA 5 et seq and WA. 8,9). We regret the absence from our 
report of a reasoned official response about issues which we perceived to be 
germane to achieving a regime which best lends itself to being administered 
in a practical and effective way on the ground. The fact that officials felt 
obliged to adopt this stance in respect of certain of our written questions 
(including in a number of instances that occur later in our report) is 
considered in Chapter 1.22

27. However, we recognise that it is still early days in the discussion period 
following publication of the draft regulations on 17 May, and that, even as 
this report is being written, the Revenue continues to receive detailed 
representations, as do we. 23 The Revenue offered the assurance that 
“The Government has invited comments on the draft regulations and 
will consider any representations received” (WA. 13). John Whiting 
commented:24 “To their credit, the Inland Revenue are showing 
themselves very willing to discuss the way the provisions are being 
shaped…” Encouraged by that contemporary evaluation from the 
private sector, we respect the Revenue’s assurance, and trust that all 
the detailed and constructive points that were made to us will receive 
their due share of open minded consideration as part of that process. 

The “Filters”—Definitions 

28. Dave Hartnett chose the financial products filter arrangement to demonstrate 
to us the general approach of the new provisions towards exempting a 
number of things from disclosure (Q 93). At that stage, on 27 April, we did 
not have the draft regulations before us. Since publication of the draft 
regulations witnesses have made a number of detailed representations to us 
about the appropriateness of the filters, more especially in respect of those 
applying to arrangements connected with employment (QQ 669, 734, 739). 

29. Particular points raised with us were: 

Arrangements connected with employment 

simply giving shares to an employee, but in a tax efficient way, should be 
excluded from the reporting requirement (Q 669) 

                                                                                                                               
22 Chapter 1, paragraphs 8 to 12  
23 See, for example, a 12-page memorandum of comments dated 1 June, from five city law firms: Allen & 

Overy LLP, Clifford Chance LLP, Freshfields Bruckhaus Deringer, Linklaters and Slaughter and May, 
which was copied to us (Volume II, HL Paper 109 - II). 

24 See evidence by PricewaterhouseCoopers (Volume II, HL Paper 109-II) 
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if the provision25 concerning rights associated with securities had not 
been so widely drawn, that in itself would reduce the necessity for some 
of the filters (Q 734) 

arrangements involving loans26 includes guaranteeing a loan, which 
seems to encompass the common practice of an employer giving a 
reference for a mortgage, and this should be excluded by filter (Q 739) 

the excluded measures provisions, for example, that in the case of loans27

should be extended and developed into a “white list” of measures which 
do not need to be reported in the case of both types of notifiable 
amendments(Q 739) 

Arrangements in relation to financial products 

the exclusion “filter” in respect of simple loans is too narrowly framed to 
the extent that a securitisation which is a relatively standard transaction 
will be reportable, simply because it might provide a limited number of 
circumstances that the rate of interest goes up from one per cent to two 
percent (Q 398)

30. The overriding concern of our respondents was that the filters, as they had 
emerged in the draft regulations, were not sufficient to remove a perceived 
need to notify a lot of the advice which they gave, which nowhere near met 
the description of the contrived schemes which were the declared target of 
the measure, in order to ensure that they were not caught for an inadvertent 
failure (QQ 658, 664, 747). John Whiting put it most graphically saying that 
“what is being asked for could frankly just lead to the haystack being 
delivered to Somerset House or the Treasury, leaving the authorities 
scrabbling to find the needle they are looking for” (Q 181). The ICAEW, in 
a supplementary submission,28 commented that the regulations were as 
imprecise and as widely worded as the Finance Bill provisions themselves. 
Five city law firms supplied us with a copy of a memorandum containing a 
number of detailed points concerning the scope of the arrangements which 
they suggested required clarification29 and we took note of the fact that it had 
been sent simultaneously to the Revenue. 

31. Dave Hartnett, speaking, before publication of the draft regulations, of the 
Revenue’s extensive talks with the accountancy profession, the legal 
profession, business and others, said how valuable this had been because they 
had been able to “ease some concerns” (Q 82). He added that what had been 
said had helped in the design of the filters. The sheer weight of 
representations on this issue since the regulations appeared suggests, 
however, that there is still some way to go in the direction of further easing 
concern. The five law firms went so far as to stress the importance, “in the 
interests of the Inland Revenue, ourselves and the City of London as a 

                                                                                                                               
25 Draft S I The Tax Avoidance Schemes (Prescribed Descriptions of Arrangements) Regulations 2004, 

paragraph 3(1)(d) and (e) 
26 Ibid, paragraph 5(1) and (3) 
27 Ibid, paragraph 5(2) 
28 See evidence by the Institute of Chartered Accountants in England & Wales (Volume II, HL Paper 109-II) 
29 See evidence from Allen & Overy LLP, Clifford Chance LLP, Freshfields Bruckhaus Deringer, Linklaters 

and Slaughter and May (Volume II, HL Paper 109 - II). 
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financial centre to ensure that the compliance burden placed on us under the 
new regime is not unduly onerous”. In the circumstances we can do no 
more than rest upon the same conclusion as at paragraph 27. 

The “Filters” – Compliance Costs 

32. The high risk of the provisions leading to increased costs of compliance 
through the making of unnecessary reports was put down by our witnesses to 
four factors in particular: 

the issue of what the phrase “available for implementation”30 means and 
whether this covers the scenario of just having a client discussion (Q  58)

the absence of a “white list” of measures which do not need to be 
reported

 the all-embracing definition of “promoter”31 and the risk of multiple 
reporting of one and the same scheme where several professionals are 
involved (QQ 397, 748)

 the time limit of 5 days for making certain reports32 (Q 758)

33. We put these points to the Revenue, and on the first two they referred us to 
the Draft Guidance published on 17 May. As regards “available for 
implementation” they stated that this made it clear that “a general discussion 
with a client would not trigger a requirement to make a disclosure” (WA.2) 
We noted, however, that, as presently worded, the draft guidance recognises 
that “In some circumstances, whether a scheme is something that can be 
implemented and so in being put to a potential client amounts to making 
‘available for implementation’ might be a matter of degree.33 Examples falling 
on either side of the borderline were set out. As regards the inclusion of a 
“white list”, the Revenue said that the Government’s intention was to work 
with representative bodies to ensure clear guidance that helped taxpayers and 
promoters to decide whether or not a particular scheme should be disclosed. 
“For example, the guidance will include examples of schemes and 
arrangements that are clearly not notifiable… (WA 1). 

34. The fact that we have continued to receive representations about all four 
issues virtually up to the last moment of the time available for our Inquiry 
suggests that there is a lot of unease. The ICAEW returned to the issue of 
the definition of “promoter” in their preliminary review of the draft 
regulations,34 emphasising their concern that many people could find 
themselves deemed to be promoters of schemes who would not have the 
requisite knowledge to make the return required. They found it 
disappointing that the regulations made “only the most limited exclusion”. 

                                                                                                                               
30 Finance Bill 2004, clause 292(2) and Draft Guidance: Tackling Direct Tax Avoidance - Disclosure 

Requirements Inland Revenue, 17 May 2004, paragraphs 4.10 - 4.14  
31 Finance Bill 2004, clause 291 and Draft Guidance: Tackling Direct Tax Avoidance - Disclosure Requirements 

Inland Revenue, 17 May 2004, paragraphs 4.2 - 4.4  
32 The draft The Tax Avoidance Schemes (Information) Regulations 2004, prescribe 5 days time limits in respect 

of notifications under clauses 292(1) and (3) and 293(1).  
33 Draft Guidance: Tackling Direct Tax Avoidance - Disclosure Requirements Inland Revenue, 17 May 2004, 

paragraphs 4.13 and 4.14 
34 See evidence by the Institute of Chartered Accountants in England & Wales (Volume II, HL Paper 109-II) 
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The five city law firms35 considered that problems over the extensive 
definition of “promoter” might be overcome if it were to “be confined to the 
person who, in the course of a profession or business which involves the 
provision to other persons of services relating to taxation, actually advises on 
the tax aspects of the proposal or arrangements in question and is aware of 
the circumstances which make the proposal or arrangements notifiable”. 

35. A further difficulty associated with “promoter” as cited by the ICAEW, 
PricewaterhouseCoopers and Grant Thornton is the extent of the legal 
professional privilege carve-out. The guidance notes36 say that lawyers can 
comply in that there is no requirement to disclose names of clients. But self 
evidently that has not served to close off the argument and assuage concern. 

36. What seems to be clear at this stage is that, although the Revenue’s draft 
guidance notes provide a measure of reassurance, they cannot of themselves 
constitute a sufficient answer. John Whiting37 commented: “What is less 
acceptable is the way that it seems to need the Revenue’s guidance notes to 
make the regulations work in places. The guidance notes are informal, yet 
only in those notes do we find, for example, how the Revenue exclude a 
bank’s ordinary business from the rules. One does not want to argue against 
the Revenue putting out helpful guidance notes—it is just that they should be 
just that, not in effect tertiary legislation needed to make the secondary rules 
work”. This point was also taken up in representations from the five city law 
firms38 who commented “it is not acceptable to paper over the deficiencies in 
the legislation by relying on assurances by the Inland Revenue as to the 
manner in which they will operate it”. 

37. We have sympathy with the view that the primary legislation and the 
regulations ought to be worded sufficiently tightly to put matters 
beyond doubt and that the function of departmental guidance is to 
elucidate, and not “to make the secondary rules work”. If that is to be 
the case, the necessary clarity must be written into the draft 
regulations as the outcome of the ongoing dialogue. 

38. Turning to the 5-day time limit, we received evidence late in our Inquiry 
from a number of sources that showed that it was a cause of widespread 
concern. The ICAEW39 in the course of what they described to us as a 
“preliminary review” said: “When such extensive information is required a 
deadline for the provision of the information of five days is simply absurd”. 
The five city law firms 40 pointed to practical difficulties in determining just 
when the five-day clock starts ticking. It struck us that a summary of the 
issue41 from John Whiting restated the matter in what seemed to us a 
balanced way: “ It is noticeable that the Inland Revenue, whilst requiring 

                                                                                                                               
35 See evidence from Allen & Overy LLP, Clifford Chance LLP, Freshfields Bruckhaus Deringer, Linklaters 

and Slaughter and May (Volume II, HL Paper 109 - II). 
36 Finance Bill 2004, clause 298 and Draft Guidance: Tackling Direct Tax Avoidance - Disclosure Requirements 

Inland Revenue, 17 May 2004, paragraph 4.5 
37 See evidence by PricewaterhouseCoopers (Volume II, HL Paper 109-II) 
38 See evidence from Allen & Overy LLP, Clifford Chance LLP, Freshfields Bruckhaus Deringer, Linklaters 

and Slaughter and May (Volume II, HL Paper 109 - II). 
39 See evidence by the Institute of Chartered Accountants in England & Wales (Volume II, HL Paper 109-II) 
40 See evidence from Allen & Overy LLP, Clifford Chance LLP, Freshfields Bruckhaus Deringer, Linklaters 

and Slaughter and May (Volume II, HL Paper 109 - II). 
41 See evidence by PricewaterhouseCoopers (Volume II, HL Paper 109-II) 
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disclosure in five days is then allowed 30 days to simply register the item and 
return with a number for the scheme. We can understand and accept the 
wish of the Inland Revenue to have a five-day time scale for the notification 
of what are really the sorts of pre-packaged schemes they want to tackle. But 
to impose this time limit on general business relationships shows a lack of 
understanding as what really goes on between business and advisers. A 
notification period of 30 days seems to be the minimum that would be 
acceptable and practical for such disclosures. The alternative is that advisers 
will simply get into a system of sending the Revenue every possible 
notification to nobody’s great advantage, incurring costs accordingly.” 

39. We should have liked to have heard at first hand the Revenue’s case for 
setting a five day time limit in the machinery provision for these information 
returns. But as things are, we consider that it was put quite fairly on their 
behalf in John Whiting’s evidence. We have taken note of the 30-day time 
limit set in the complementary HMCE regulation.42 While we can accept the 
proposition that five days is long enough for “pre-packaged schemes”, we 
have sympathy for the view urged upon us that there are likely to be more 
complex commercial relationships where five days is too short a period in 
which to determine whether or not a report is due. Given our focus on ease 
of administration and keeping down the compliance costs of both 
sides, we recommend that consideration be given to adopting a 30-day 
time limit in respect of notifications under Clauses 292(1) and (3) and 
293(1) of the Finance Bill 2004. 

40. Witnesses made two further suggestions for reducing the costs of compliance 
by cutting down on the material to be reported. First, several respondents 
proposed the inclusion of a de minimis threshold. Ian Luder said that his idea 
of a meaningful de minimis rule would be “either in terms of tax at stake for 
the individual taxpayer or perhaps the fees that are being charged, because 
that would be an interesting acid test in terms of what [were] described as 
the marketed artificial arrangements” (Q 333). However, Chas Roy-
Chowdhury, while supporting the principle of including a de minimis rule
within the filters, cautioned that there could be a risk of fragmentation of 
schemes to get round it (Q 736). Second, it was suggested that, where an 
application had been made under a statutory clearance procedure, it should 
not be necessary to make a separate notification under the disclosure 
provisions (Q 339). 

41. The Revenue had practical objections to both the suggested measures for a 
de minimis rule. They anticipated that promoters “might argue that they 
would not know with any certainty how much tax was at stake when their 
scheme was used by a particular taxpayer.” A fees-based test was ruled out 
because “it would not be straightforward to isolate fees for a particular tax 
scheme from fees for general tax advice”. The Revenue said that they did not 
expect much overlap between the statutory clearance rules, which were 
voluntary and applied only to certain defined transactions, and the disclosure 
rules which were targeted rather differently. However, they did undertake to 
monitor the way the rules were working in practice (WA 1). 

42. Dave Hartnett, commenting on the intended effect of the series of filters “so 
that we get as far as we can to see the things that we really need to see and 
we do not see things that are not helpful to the Revenue and in fact burden 

                                                                                                                               
42 The draft The Value Added Tax (Disclosure of Avoidance Schemes) Regulations 2004, at paragraph 2 
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our customers “, added: “We have tried very hard to learn from other fiscal 
authorities, particularly in the United States…” (Q 76). Later, in response to 
a question about the risk of the Revenue being “swamped” with information 
reports, he said: “we are hoping…not…but the Internal Revenue Service, the 
US service, saw this, an attempt to put a lot of what I will call chaff into the 
system to slow it up or bring it down…” (Q 93). He concluded: “We are 
prepared…” We revert to this issue after first considering what we learned at 
first hand about the US experience. 

The US Experience

43. In order the better to inform our Inquiry we contacted the US Internal 
Revenue Service direct. We wrote: “The Sub-Committee understand that 
similar disclosure requirements have been introduced in the United States, 
and they have also heard (largely…from media reports) that there have been 
problems in dealing with large numbers of declarations, many of which do 
not fall within the intended areas of tax avoidance control. The Sub-
Committee would therefore be interested in hearing from you: 

the parameters of the IRS disclosure provision, and in particular what 
kinds of tax avoidance it was intended to deter and how the provision 
was defined in order to achieve its purpose; 

the success or otherwise of the provision in reducing tax avoidance; 

the response of tax planners and tax payers, in particular whether they 
have found the provision workable; 

the experience of the IRS in managing the provision, and in particular 
whether there has been a deluge of irrelevant returns and, if so, what 
action has been taken to deal with this problem.” 

44. In response Elvin Hedgpeth (US IRS) told us43 that there were currently in 
force three provisions relating to disclosure of potentially abusive 
transactions:

(a) taxpayer return disclosure of “reportable transactions” ; 

(b) promoter registration with the IRS of statutorily-defined “tax 
shelters”; and 

(c) return by promoters, and on request by the IRS, of information 
about taxpayers who have participated in potentially abusive 
transactions.

He added that US Treasury regulations governing “reportable transactions” 
distinguished between listed and non-listed. Since 2000 the published list of 
tax avoidance transactions had grown to over 30. Evaluating the effect of the 
listing, he said: “The act of listing a transaction has proven to be a powerful 
tool because doing so notifies taxpayers and tax advisers that Treasury and 
IRS are aware of the transaction, believe the transaction to be abusive, and 
are committed to taking appropriate enforcement action against the 
transaction.” The IRS identified description of the transaction as crucial: “a 
listing notice that is too narrow in scope will not be fully effective while one 
that is too broad will affect legitimate transactions.” 

                                                                                                                               
43 See evidence by the US Internal Revenue Service (Volume II, HL Paper 109-II) 
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45. US experience with operating the regulations dealing with non-listed 
reportable transactions had led them to replace the original set in 2003. They 
had moved away from what they described as a multi-factor test combined 
with several subjective exceptions, which had had disappointing results. The 
new regulations were intended to be objective. It was too soon to evaluate the 
effect of the 2003 regulations on taxpayer behaviour. The new regulations 
contained five “filters”: 

confidentiality—an adviser has imposed a disclosure limitation on the 
taxpayer to protect the adviser’s tax strategies; 

contractual protection—the taxpayer is entitled to a refund of fees if the 
claimed tax benefits are not sustained; 

significant tax loss—certain transactions resulting in a claimed tax loss 
exceeding an amount that varies by type of taxpayer; 

significant book-tax difference—transactions giving rise to a difference 
between financial and tax reporting of more than $10 million; 

brief asset holding period—transactions giving rise to a claimed tax credit 
exceeding $250,000 and resulting from an asset held for a brief period of 
time.

46. The US Treasury and the IRS were conscious of the risk that the new 
regulations might prove to be over-inclusive. They had stressed that 
disclosure of a transaction under one of the filters indicated nothing more 
than that the transaction was potentially questionable. They had already 
made changes to narrow the scope of the confidentiality filter, and were 
currently considering comments received regarding difficulties experienced 
by taxpayers and practitioners in applying the book-tax difference filter. The 
objective was to ensure that the filters were refined over time to exclude 
legitimate transactions. 

47. The US IRS experience of operating reporting filters holds some useful 
lessons for the Revenue in working up the Finance Bill 2004 measures. In 
particular, we noted that three out of the five IRS filters adopted in 2003 
contained a de minimis rule. We further took note that one filter, introduced 
as recently as 2003, had already been changed to narrow its scope and 
another was currently under review in the light of representations made. 

48. Reverting now to the response from the Revenue to our question about a de
minimis rule, we are grateful to it for sharing with us some of the practical 
considerations that underlay the policy decision to omit such a rule from the 
first draft of the measure. However, we have to say that we find neither 
response convincing. First, it seems to us that in the targeted area of 
marketed schemes and going on first principles, putting a figure on the 
prospective tax saving must be a crucial element in promotion to prospective 
buyers. In the matter of fees, while we agree that there might be some 
difficulties in isolating a scheme-related fee, it would not necessarily be 
universally so, given that the fee for a scheme is sometimes expressed as a 
proportion of the tax saved by using it. We accept the argument that 
setting a de minimis threshold could serve significantly to reduce 
compliance costs and, in the light of the US IRS evidence to us, we
therefore recommend that further consideration be given to adopting 
a de minimis limit for the reporting of individual schemes. 
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49. As regards the proposal to treat an application for statutory clearance 
as satisfying the obligation to report under the disclosure provisions, 
we note, with approval, the Revenue’s undertaking to monitor the 
interaction between them. 

50. Finally, in the light of the IRS experience we recommend that 
arrangements should be put in place to keep the filters under 
continuous review with a view to refining them as often as necessary 
to exclude legitimate transactions. 

Process and Parliamentary Scrutiny 

51. We noted that the VAT regulations44 (to which we turn at paragraph 57) are 
made subject to affirmative resolution procedure in the House of 
Commons.45 Chas Roy-Chowdhury, Association of Chartered Certified 
Accountants (ACCA), was critical of the way in which so much underlying 
secondary legislation goes through the legislative process “on the negative”. 
For provisions that were going to have a fundamental impact on so many 
businesses and individuals there needed to be “much greater scrutiny of 
regulations, rather than the way that this seems to be going through” 
(Q 766). 

52. In view of the stress placed by the Government on the complementarity of 
the direct tax and VAT disclosure provisions46 and the robust justification of 
the decision to go for the affirmative resolution procedure in the case of the 
latter tax,47 we asked the Revenue why the direct tax arrangements were 
different. The Revenue supplied the following explanation:

“There are three sets of regulations supporting the direct tax clauses. 

Information regulations set out the procedural rules for disclosure. They deal 
with the manner and timing of disclosure and the information that is to be 
provided to the Revenue. Regulations involving the negative resolution 
procedure, generally used for direct taxation matters, are entirely appropriate 
for such detailed matters, which largely concern the administration of the 
disclosure rules. The VAT regulations containing procedural rules are also 
subject to negative resolution. 

Regulations also set out certain circumstances in which a person is not to be 
regarded as a promoter for the purpose of the disclosure rules. They will 
ensure that all schemes devised “in-house” are reportable at the same time. 
This again is a matter of detail, which restricts the definition of a promoter 
contained in primary legislation. 

The Prescribed Descriptions of Arrangements Regulations contain the 
detailed definitions of financial and employment based schemes that must be 
notified under the disclosure rules. These regulations restrict the broad test 
set out in primary legislation, that a main benefit of the arrangements is to 
obtain a tax advantage. That broader test is, of course, subject to full 

                                                                                                                               
44 The draft The Value Added Tax (Disclosure of Avoidance Schemes) Order 2004 
45 Finance Bill 2004, Schedule 2, Part 2 Consequential amendments, at paragraph 6 
46 See, for example, the first paragraph of WA.3 
47 “The power to designate hallmarks is not without adequate supervision and scrutiny - the Treasury must 

designate hallmarks by Statutory Instrument subject to the affirmative resolution of the House of 
Commons. It is therefore subject to full parliamentary scrutiny” WA.4 
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parliamentary scrutiny in the normal way, and the Government has 
published the draft regulations for comment in good time before detailed 
debate on the primary legislation in Standing Committee of the House of 
Commons.

Negative resolution procedure is considered appropriate for all the above 
regulations.

The VAT Order designates particular known schemes as notifiable schemes. 
Because the order imposes this requirement, and by doing so might interfere 
with the prospect of marketing these schemes, it is right that it should be 
subject to the affirmative resolution procedure “ (WA 11). 

53. We are grateful for the detailed justification provided and we have no 
difficulty in accepting as reasonable the grounds for adopting the negative 
resolution procedure in the case of the Information regulations in respect of 
both the direct taxes and VAT,48 which are clearly concerned with the 
minutiae of administrative procedure. 

54. However, we have some sympathy with Chas Roy-Chowdhury’s claim that 
the direct tax provisions are going to have a fundamental impact on “so many 
businesses and individuals”. On the one hand, we are told that the VAT 
Order “might interfere with the prospect of marketing these [designated] 
schemes” and that is held to justify the choice of affirmative resolution 
procedure. On the other hand, the Revenue argue that the definitions of 
financial and employment based schemes in the Prescribed Descriptions 
regulations are matters of detail. And that, notwithstanding that the 
substantive legislation has been drawn so broadly. That seems to us a 
distinction without a difference. 

55. For completeness, we record our view that, since the draft Promoters and 
Prescribed Circumstances regulations serve to amplify the definition of 
promoter contained in primary legislation, it seems to us that it too could be 
regarded as going rather beyond “a matter of detail”, the more especially in 
the light of the concerns expressed to us about the perceived difficulties 
about the scope of that definition for the measure at large. 

56. We note that the Revenue’s note places stress on the fact that “the 
Government has published the draft regulations for comment in good 
time before detailed debate on the primary legislation in Standing 
Committee of the House of Commons”. We commend that, but we 
note that while the draft regulations may help to inform the debate on 
that occasion, if they remain subject to the negative resolution 
procedure that will be the first and last time that Parliament will 
subject them to the degree of scrutiny we are persuaded they deserve. 
We recommend that, in support of the continuing process of 
continuous review of the filters that we propose at paragraph 50, 
consideration be given to adopting the affirmative resolution 
procedure so as to provide the same enhanced scrutiny across the 
complementary measures for direct tax and VAT. 
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the draft The Value Added Tax (Disclosure of Avoidance Schemes) Regulations 2004 
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Value Added Tax: Scope 

57. Clause 19 and Schedule 2 to the Finance Bill 2004 are intended to amend 
the Value Added Tax Act 1994 by the addition of new Schedule 11A 
Disclosure of Avoidance Schemes, together with certain consequential 
amendments. The primary legislation has now been complemented by two 
draft Statutory Instruments49 By way of background the Explanatory Notes50

said; “VAT returns do not include information about schemes being used 
and how they work. Even when an avoidance scheme is identified there often 
has to be a lengthy enquiry process to establish the facts. The new measure is 
designed to provide greater information about the take-up of schemes 
Customs already knows about, and early notice of some new, potentially 
damaging, schemes”. 

58. Chris Tailby, HMCE, described to us the kinds of scheme that were the 
object of the measure as contrived arrangements that were put in place to try 
and achieve a VAT saving where otherwise there would be none. He made a 
point of the high de minimis limits contained in the proposed reporting 
requirements. “In relation to the hallmarks part of the scheme we have set it 
at businesses with a £10 million turnover, so very high. In relation to the 
listed schemes… we have got a de minimis limit of £600,000, so in actual fact 
there is quite a high level there.”(Q 77). 

59. Introducing the legislation the Explanatory Notes51 distinguished between 
the two lists as follows: “Certain VAT avoidance schemes will be put on a 
statutory register. Businesses with an annual turnover of £600,000 or more 
that continue to use these schemes will have to inform Customs and Excise. 
Businesses with a turnover of £10 million or more will also have to inform 
Customs and Excise if they use arrangements for the purpose of securing a 
tax advantage and include certain provisions included in or associated with 
avoidance schemes which will also be put on a statutory register. These two 
registers were the subject of a draft Statutory Instrument52 which filled in the 
detail of what had to be reported. Our witnesses used the informal terms 
“black list” to describe the former and “hallmarks list” the latter, and, purely 
as a matter of convenient shorthand, we have followed that practice for 
reference purposes. 

Compatibility With EU Law 

60. As a preliminary point the ICAEW53 raised with us the question of whether 
the measure was compatible with EU law. We were reminded that the VAT 
anti-fraud provisions, which were covered in last year’s report by this Sub-
Committee,54 and on which we had recommended enhanced safeguards to 

                                                                                                                               
49 The draft The Value Added Tax (Disclosure of Avoidance Schemes) Order 2004 and the draft The Value 

Added Tax (Disclosure of Avoidance Schemes) Regulations 2004 
50 Explanatory Note Clause 19 and Schedule 2, paragraph 63 
51 Ibid, paragraph 1 
52 The draft The Value Added Tax (Disclosure of Avoidance Schemes) Order 2004. For descriptions of nine 

schemes see Schedule 1; for provisions associated with schemes see Schedule 2, Part1; and for provisions 
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protect the interests of legitimate traders, were now the subject of a reference 
to the European Court of Justice (Q 15). 

61. We asked Chris Tailby, HMCE, whether there was any potential conflict 
between the proposed VAT measure and EU law. He said: “The short 
answer is no, there is not, because we have taken lots of advice on this. We 
went to leading counsel on VAT, EU Community-wide counsel on the 
Community issues and even Human Rights Act counsel to make sure we had 
covered that, so we are very confident on that” (Q 99). 

62. We took note, with approval, of the care that had been taken to try to 
ensure compatibility with EU law. 

The Approach: VAT and Direct Tax Compared 

63. A number of representations to us made early in our Inquiry focused on the 
different approach of the VAT disclosure measure when compared with that 
of the direct tax measure. The Law Society of Scotland55 expressed their 
concern at the existence of differences of approach and would have preferred 
a single approach, adding: “The differences may create confusion and add to 
the complication of the tax system.” The ICAEW56 pointed to the 
uncertainty and increased costs for business that would be created by such 
widely different disclosure rules. Grant Thornton57 said: “There is additional 
complexity as the VAT and direct tax rules differ in a number of respects”. 
Particular differences singled out included putting the obligation to report on 
the taxpayer for VAT as opposed to on the promoter, a widely defined term, 
for direct taxes (save in particular circumstances); a main purpose test for 
VAT as opposed to a main benefit test for the direct taxes; and the inclusion 
of de minimis limits for VAT (none for the direct taxes). 

64. The two last mentioned differences have already been discussed in earlier 
paragraphs.58 We asked HMCE for their comments on the perception of a 
difference in approach both generally and by reference to definitions of 
promoter.59 They explained that “The key differences in the provisions arise 
largely from inherent differences between the VAT system and direct tax. 
VAT returns are filed regularly (usually every three months by taxpayers), 
while direct tax returns are filed up to a year after the end of the relevant tax 
year or period. Therefore given that taxpayers file frequent and regular VAT 
returns, it is not considered proportional (and indeed is not permitted under 
the 6th VAT Directive) to require disclosure of VAT schemes from anyone 
other than the taxpayer. For direct taxes, the period between the transaction 
taking place and the relevant return being filed can be over two years. This is 
why the VAT measure requires disclosure from taxpayers after they make 
returns that are affected by the scheme, while the direct tax measure requires 
disclosure from promoters of schemes. 
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This key difference explains the variations between the definition of 
Promoter in Clause 291 and that given in the Value Added Tax (Disclosure 
of Avoidance Schemes) Order 2004 (The VAT Order). 

A promoter is defined in Clause 291 in the context of a statutory 
requirement for persons who fall within that definition to notify the use of 
avoidance schemes. It is therefore widely drawn in order to ensure that it 
covers all of those who may have been involved in the design or management 
of a scheme. 

The definition in the VAT Order is relevant only in the context of an 
arrangement whereby tax advantages are shared between the promoter and 
the participants in the scheme. The VAT Order therefore contains those 
elements of clause 291 which are compatible with the different aim. Schedule 
2, Part 1, paragraph 2(2)(a) is essentially the same as clause 291(1)(a)(i). 
Paragraphs 2 and 3(2)(b) have similar effect to Clause 291(1)(a)(ii) but the 
narrower drafting reflects the different objective” (WA. 3). 

65. We accept, on the basis of HMCE’s written answer, that the key 
reporting differences in the provisions arise largely from inherent 
differences between the VAT system and direct tax. 

VAT Disclosure: An Appropriately Targeted Measure? 

66. The ICAEW60 argued that the rules were very widely drafted and could 
potentially include the need to report a single transaction where a VAT 
saving might have been made when the saving could arise for ordinary 
commercial reasons. John Arnold (ICAEW), who had seen the draft 
regulations only earlier on the day he gave evidence, said that they did not 
define anything like the hallmarks of tax avoidance (Q 280). He added: The 
difficulty of defining tax avoidance, acceptable or unacceptable tax 
avoidance, is that it is something which changes through time and changes 
with circumstance” (Q 281). He concluded: “My concern is that this 
legislation gives the executive the power to move that line backwards and 
forwards without adequate supervision and scrutiny (Q 282). 

67. Particular problems with the wording of various provisions of the draft SI 
(The VAT Order)61 were identified to us by witnesses. These were: 

the schemes on the “black list” in Schedule 1 need to be defined very 
specifically “though so far they are not” (Q 284); 

in particular, Item 4, Leaseback arrangements, can include normal 
commercial situations where no tax avoidance or tax saving is involved, 
but it still has to be notified,62

Item 5—Value shifting could catch numerous everyday retail promotions, 
which now will require notification; 

of the provisions included in schemes on the “hallmark list” in Schedule 
2, Part 1 (a) commercial confidentiality conditions and (b) contingent 
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fees are features of normal commercial transactions, but now, whenever 
they are employed, companies will be obliged to incur the additional 
compliance costs involved in investigating whether there is a tax 
advantage with a consequent need to report,63

of the provisions included in schemes on the “hallmark list” in Schedule 
2, Part 2, funding by share subscriptions or loans is defined so widely 
that it is going to catch perfectly normal transactions; 

paragraph 6 relating to offshore loops does not adequately distinguish 
between artificial routeing and global contracts (Q 286). 

68. We put these points to HMCE, and, as regards the adequacy of the 
descriptions of the designated schemes, they explained “that these schemes 
are all arrangements adopted for tax avoidance purposes that are unlikely to 
be adopted for other reasons. It is necessary to draft the description of these 
schemes sufficiently precisely to describe the scheme in question, but at the 
same time sufficiently generically to catch minor variants of what is 
essentially the same scheme”. They added that “the draft Order is now 
exposed for consultation and Customs are consulting with major interested 
parties. Any specific comments on the adequacy of the drafting will be 
considered and the draft will be amended as necessary before being 
made…”(WA 4) 

69. As regards the explicit references to Items 4 and 5 on the designated schemes 
list, HMCE noted that the draft regulations were currently open for 
comments at the Government’s invitation and would, in due course, be 
presented to Parliament in the normal way. In this instance, as noted earlier, 
“normal” means under the affirmative resolution procedure. We
accordingly commend the points that have been raised with us to the 
attention of HMCE as a contribution to the dialogue that is in 
progress. Once the definitions contained in the designated schemes 
list have assumed their final form, we recommend that arrangements 
should be put in place to keep them under continuous review. 

70. Turning to the “hallmarks list”, HMCE’s reply first set out an overview of 
the practical way in which it was intended the measure should operate. They 
said: “In order to understand the effect of the new disclosure provisions it is 
necessary to bear in mind two points in particular. First, it is not possible to 
understand the impact of the hallmarks part of the measure by taking one 
element in isolation – it is necessary to consider the impact of all the 
elements of the measure taken together. A scheme is notifiable only if all 
three of the following conditions are met: 

the main purpose of the scheme, or one of its main purposes, is the 
obtaining of a tax advantage by any person; and 

a person actually obtains a tax advantage; and 

a hallmark provision is included in or associated with it. 

Hallmarks therefore limit the impact of what would otherwise be the primary 
obligation to disclose any scheme the purpose of which was the obtaining of a 
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tax advantage—such schemes are notifiable only if they also include or are 
associated with one of the designated hallmarks. 

Secondly, the hallmark provision does no more than bring information to the 
attention of HM Customs and Excise earlier and in a more structured way 
than would otherwise be the case. Thereafter schemes and cases will be 
handled no differently from how they would have been handled had Customs 
uncovered the information themselves. It has no impact on what schemes 
work in law or on what is acceptable or not acceptable.” (WA 4) 

71. We noted that when setting out the purpose of the arrangements in similar 
terms the Economic Secretary commented64 “It is highly unlikely that 
ordinary commercial transactions will come within all three requirements”. 

72. As regards the general concern expressed by the ICAEW (paragraph 66), 
HMCE said that “the power to designate hallmarks does not affect what is 
acceptable or not acceptable—designated hallmarks may be features of 
perfectly normal commercial arrangements as well as of the most aggressive 
and abusive avoidance schemes, but the obligation to notify the scheme 
arises only where the hallmark is a feature of a scheme a main purpose of 
which is to obtain a tax advantage. The power to designate hallmarks is not 
without adequate supervision and scrutiny—the Treasury must designate 
hallmarks by Statutory Instrument subject to the affirmative resolution of the 
House of Commons. It is therefore subject to full parliamentary scrutiny. 
Customs also intend to give a month’s prior notice when the SI is to be 
amended and we will publicise the intended changes, to give businesses and 
advisers a chance to make representations.” (WA 4) 

73. In the light of subsequent representations received we took up with HMCE 
the suggestion that the hallmarks had a wide application “because tax 
advantage is defined as anything that does not maximise the VAT cost to the 
business”. HMCE refuted that proposition, saying “The ‘hallmarks’ 
disclosure does not have the wide application the witness suggests. A tax 
advantage is not defined as anything that does not maximise the VAT cost to 
the business, but by comparison with the tax position that would otherwise 
be the case if the scheme or arrangement was not used” (WA 15) 

74. We also put a supplementary question to HMCE concerning three of the 
specified hallmarks: (a) commercial confidentiality, (b) contingent fees and 
(c) funding by share subscriptions or loans. It had been put to us that, since 
all three were features of normal commercial transactions, now, whenever 
they were employed, companies would be obliged to incur the additional 
compliance costs involved in investigating whether there was a tax advantage 
with a consequent need to report. HMCE told us frankly that it was accepted 
that some avoidance hallmarks can also be features of normal commercial 
transactions, but they reminded us of the effect of the threefold filter 
(paragraph 70). This ensured that the disclosure requirement bit only if all 
three conditions were met (WA 15). 

75. We took note of HMCE’s contention, which effectively restated their earlier 
comment about the designation as hallmarks having “no impact whatever” 
on normal commercial arrangements adopted for reasons other than tax (WA 
4). This was also put clearly by the Economic Secretary in his winding up 
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speech on Schedule 2.65 We also take into account the significant effect of the 
de minimis limits in cutting down the population of trading taxpayers 
potentially affected by the VAT disclosure measure. It seems to us that in 
framing the targeting rules proper concern for limiting any 
compliance burden on legitimate businesses has been demonstrated 
and we trust that that will be maintained as the regulations are 
further refined. We recommend that arrangements should be put in 
place to keep the list of hallmarks under continuous review, with a 
view to refining them as often as necessary to exclude legitimate 
transactions.
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CHAPTER 3: SIMPLIFICATION OF THE TAXATION OF 
PENSIONS

Context

76. The provisions in this year’s Finance Bill simplifying the taxation of pensions 
were the end result of several years’ productive consultations between the 
industry and the Revenue. The Government has said that the reform of the 
taxation of pensions will bring simplification and increased flexibility that will 
ensure a transparent, consistent and flexible system that is readily 
understood, making it easier for people to concentrate on deciding when and 
how much to save for retirement.66

77. The Background Note to the Overview, expanding a little on that, said that 
simplification will provide: 

greater individual choice and flexibility – allowing everyone, for the first 
time, the same opportunity to make tax relieved pension savings over a 
lifetime,

a transparent, consistent and flexible system that is readily understood, 
making it easier for people to concentrate on deciding when and how 
much to save for retirement, 

a reduction in the administrative burdens and regulatory cost for pension 
schemes, their members, operators and sponsors, and 

opportunities to save more towards a pension and retirement lump sum – 
the new rules will allow everyone to pay what they can afford when they 
can afford it.67

78. Eight existing regimes will be replaced with a single universal regime for tax-
privileged pension savings. The numerous controls in the current regimes 
will be replaced by two key controls in the new regime, the lifetime allowance 
and the annual allowance. There will be a single set of rules on pensions in 
payment allowing all schemes the ability to offer members a tax free lump 
sum of 25% of their pension fund; occupational pension schemes will have 
the opportunity to offer flexible retirement if they wish; there will be a single 
set of investment rules for all pension schemes; and the complex approval 
process for pension schemes will be replaced by a simplified regime requiring 
registration only.68 The changes come into effect on 6 April 2006, A-Day. 

Process

79. All our private sector witnesses spoke well of the extent of the consultation 
and of the willingness of the Inland Revenue to listen to what was said and to 
make changes in response. However there was concern about the speed at 
which it was necessary to comment while the Finance Bill was before 
Parliament. Ian Luder, for Grant Thornton, would have preferred a separate 
Bill in order to allow more time for scrutiny and expected to see considerable 
changes in next year’s Bill (QQ 359–362). Terry Faulkner and Christine 
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Farnish for the National Association of Pension Funds (NAPF) would have 
preferred to have seen more of the legislation in regulations as a means of 
monitoring implementation and making changes in the light of experience 
(QQ 516, 519, 525). Joanne Segars and Helen McCarthy for the Association 
of British Insurers (ABI) were concerned that all the regulations should have 
been made by April 2005 so as to allow their members a full year to 
implement the detailed arrangements before A-Day (QQ 609–613). 

80. When we put these points to the Inland Revenue, it said that the 
Government considered that the legislation struck a reasonable balance 
between what had been included in primary and in secondary legislation, and 
that the level of detail in the primary legislation offered the pensions industry 
transparency and certainty from an early stage and had been generally well 
received (WA 16). Formal consultations on the draft regulations would begin 
in the summer of 2004, and the Government’s intention was that the final 
regulations would be ready by April 2005 (WA 17). 

81. Inevitably on any occasion there are arguments both ways as to how 
much should be in primary and how much in secondary legislation, 
and we should not wish to disagree with how the government has 
handled the matter here. We are pleased to note that the intention is 
that the final regulations should be ready by April 2005: given the 
record on consultation on this issue to date, we are confident that the 
discussions with the pensions industry will continue to be fruitful. 

Simplification

82. Although the new provisions are long – the primary legislation itself takes up 
over 150 pages with regulations to follow – according to Peter Hopkins of the 
Inland Revenue they replace 1350 pages of legislation, guidance and 
discretionary practice (Q 102). The overall picture is that the new rules will 
make the taxation of pensions simpler for perhaps 98% of people. But for a 
small minority, perhaps 2%, they will be, according to Trevor Llanwarne of 
PricewaterhouseCoopers (PwC), “horrendously complex”. These will be 
people with high incomes, high fund values and overseas connections. The 
reason, he said, is that the limits on tax privileged pensions do not relate to 
anything real which people can relate to, creating approximations and rules 
of thumb and big, complex decisions for individuals who are affected 
(QQ 210, 211). 

83. Despite the general welcome for the simplification, there are reservations. 
The Association of British Insurers (ABI), for example, is concerned that the 
pensions benefits rules do not achieve the simplicity should be the result of 
standard rules.69 Helen McCarthy told us that the Association thought that 
the rules were fairly contradictory and introduced further complexity. They 
reduced choice for consumers since neither variable nor with-profits 
annuities which give the sort of choice which people like would be allowed. 
Instead the Government was introducing further complexity in the form of 
short term annuities, for which the ABI thought there was little demand and 
a risk of mis-selling. They had however raised their concerns with the Inland 
Revenue (Q 621). 
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84. The NAPF was concerned that the Bill appeared to prohibit bridging 
pensions, despite the fact that, it said, they are a well established feature of 
scheme design in contracted out schemes.70 Terry Faulkner was not sure why 
this had been done, but suggested that it might have been because it would 
have required a different valuation formula (Q 572). 

85. The Inland Revenue told us that the pension benefit rules in the simplified 
regime had been designed broadly to mirror those under the existing regimes. 
The Government believed that they offered pension providers a wide choice 
of ways to take pension benefits while retaining the overall aim of creating a 
simplified and clear regime. They also offered pension providers the 
opportunity to develop new ranges of innovative and flexible savings 
products. The Government was however aware of the difficulties with 
bridging pensions and had tabled an amendment to the Finance Bill which, if 
accepted, would ensure that such pensions were compatible with the 
simplified regime (WA 19). 

86. There is clearly a difference of view between the Government and our 
witnesses as to how far, within the overall simplification, the detailed rules 
relating to pension benefits will actually achieve in practice for consumers the 
simplicity which all agree should be the outcome while maintaining a 
reasonable degree of choice. Given the very welcome extent of the 
consultations so far, we recommend that the consultations between 
the Inland Revenue and the pensions industry be continued to 
attempt to find an outcome which will meet the proper concerns of 
both. We welcome the Government’s acknowledgement that its 
original proposals did not meet the difficulties with bridging pensions 
and the amendment which has been tabled to bring them within the 
simplified scheme. 

87. A comparable concern of the ABI related to the death benefit rules. Helen 
McCarthy said that there were two issues. First, the tax treatment of lump 
sum death benefits differed depending on the type of scheme paying the 
benefits. There were five types of lump death benefit in the Finance Bill, two 
which were not subject to tax and three which were. Moreover a lump sum 
paid out of a life insurance policy would not, as a defined benefit, be subject 
to tax, but an annuity protection lump sum would be. This complexity would 
not encourage people to save for a pension. The Association was not saying 
that none or all of them should be taxable, but that there should be 
consistency. This would be easier for providers, employers and consumers 
(Q 625). 

88. Second, the Bill introduces a protected lifetime annuity, but the return of any 
unused capital after the age of 75 is not permitted. The ABI said that they 
knew that about 50% of people wanted a money back guarantee or value 
protection and would be prepared to pay an extra premium for it. Without it 
the decision to take an annuity would be complex and, at a time when the 
Government was encouraging people to work for longer and encouraging 
flexible retirement, it got even more complex. The ABI would be pressing 
therefore for the return of capital and payment of lump sum benefits after the 
age of 75, which would make the decision about what to buy much simpler 
(Q 628). 

                                                                                                                               
70 See evidence by the National Association of Pension Funds (Volume II, HL Paper 109-II).



 THE FINANCE BILL 2004 35 

89. We regret the absence of a detailed reply from the Inland Revenue on these 
points (WA 20, 21). In these circumstances we not only recommend 
but urge it to examine very carefully the issues relating to the death 
benefit rules which have been put to us and to take them fully into 
account.

90. The ABI also considered the transitional provisions to be over-complex, 
particularly in relation to tax free cash.71 Helen McCarthy told us that those 
provisions were perplexing lots of its members and that they were incredibly 
complicated. The Association welcomed the fact that people could get 
protection for their pensions, but there were issues around what they had to 
register for and that they might lose out. She said, by way of example, that it 
would be very much simpler if there were a default position whereby, if 
someone who was registered for enhanced protection lost it inadvertently, 
they would automatically default back to primary protection. She was not 
talking about a large number of people, but it would be a much bigger 
simplification. The Association were putting this to the Revenue who, she 
said, recognised that the transitional provisions were particularly complicated 
(QQ 653, 654). 

91. The Inland Revenue told us that, given the variety of existing regimes, the 
rules on tax free cash were as simple as possible while endeavouring to be 
fair. They added that the rules on enhanced protection struck the right 
balance between simplicity and fairness. If someone who had registered for 
Enhanced Protection made further costs of accruals with a registered scheme 
they would default to Primary Protection if they had registered for primary 
protection within the normal time limits. It was not possible to default 
automatically because of valuation problems which would otherwise arise 
many years after A Day, and would not be able to move back to enhanced 
protection (WA 23). 

92. The Inland Revenue response appears to go a long way towards 
meeting the point put to us about defaulting automatically to primary 
protection. Nonetheless we recommend that it should continue to 
examine the issue carefully to ensure that further simplification is 
made if it were found to be possible. 

93. Both the ABI and the NAPF were concerned that the simplification being 
brought about by the Finance Bill should not be lost by a failure to marry up 
with pensions legislation. Joanne Segars for the ABI said that she was 
concerned that she had not seen enough of the tax related changes as she 
would have liked. It was essential that the two meshed up and, although they 
had been consulted on a large number of issues, they had not had as much 
open communication with the Department of Work and Pensions (DWP) as 
with the Inland Revenue (QQ 651, 652). Christine Farnish for the NAPF 
said that the tax initiative was very welcome, but it was not an answer in itself 
and she did not see much sign of long term thinking or a strategic approach 
(Q 532). 

94. The Inland Revenue told us that the government was taking radical action 
across the pensions agenda. The Pensions and Finance Bills each addressed 
distinct and different pensions problems. The Finance Bill was simplifying 
the taxation of pensions. The Pensions Bill provided a balanced package of 

                                                                                                                               
71 See evidence by the Association of British Insurers (Volume II, HL Paper 109-II).  



36 THE FINANCE BILL 2004 

measures, bolstering protection for scheme members, reducing burdens on 
employers, and promoting informed choice for consumers. It added that the 
government would ensure that any consequential amendments to both 
primary and secondary legislation that were required from either Bill would 
be made (WA 29). 

95. There clearly may be some tension between the aim of providing 
simplicity and allowing a wide range of consumer choice. By and 
large, thanks to the very considerable extent to which the Government 
has been willing to listen to the points put to it by the pensions 
industry, this balance appears to have been found. We are very happy 
to endorse the approach which the Government has taken so far in 
securing this balance. However it is most important that the 
Government should continue to maintain it while resolving the 
outstanding issues. 

Certainty

96. Peter Hopkins for the Inland Revenue told us that the Finance Bill provisions 
would remove discretionary practice and bring a lot more certainty into the 
system (Q 102). There were however a number of areas where our private 
sector witnesses saw a need for greater certainty. 

97. The NAPF was concerned that the Finance Bill itself was silent on the 
increases in the lifetime allowance to 2010 and the methodology and 
timescale for further increases. It said that consumers needed certainty if they 
were to plan for their retirement with confidence.72 Christine Farnish said 
that they would have more comfort if there were a commitment for future 
governments to reviewing the limit. There was a need for certainty in the 
pensions policy framework as far as possible (QQ 539, 547). 

98. Concerns were also expressed about the lack of certainty at this stage in 
relation to international aspects. This arose in two ways. First, the NAPF 
was seeking reassurance that the Finance Bill was compliant with EU law. 
Terry Faulkner said that there had been no real assurance on this so far. 
Christine Farnish added that its pension law members had advised that the 
Bill was likely to fall down when challenged in the European Court of Justice 
because it went against the pan-European services provision that recent cases 
had been upholding (Q 532). Second, both they and Trevor Llanwarne for 
PwC were waiting to see what would be the treatment of members of 
overseas schemes (QQ 535–537, 213). 

99. As to the first of these points, the Inland Revenue said that the Finance Bill 
set the lifetime allowance at £1.5 million from A-Day. Clause 207 stated that 
the amount of the lifetime allowance would be amended each year in an 
order made by the Treasury. The clause also provided the certainty that this 
amount might not fall below the level in the previous year. Clause 217 did 
the same for the annual allowance. Additionally, to provide certainty, the 
government pre-announced on Budget day the levels of the lifetime 
allowance for all years up to 2010. The level and indexation of the allowance 
would then be reviewed every five years, with the first review in 2010 
(WA 18). 
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100. As to the second point, the Inland Revenue assured us that the requirement 
that overseas schemes should have to provide UK benefits would not place 
the United Kingdom in breach of EU law. It said that recent cases had been 
brought before the European Court of Justice where tax relief had been 
denied to individuals on cross border pension contributions within the EU. 
The registration requirements for schemes did not deny relief to individuals 
on payment to cross border schemes. Schemes were required to register as 
UK schemes if they wanted to benefit from UK reliefs. Registration applied 
equally to UK and EU based schemes and therefore this requirement did not 
discriminate against pension providers from other EU member states (WA 
24).

101. Finally, the Inland Revenue said that it was the government’s intention to 
bring forward proposals to ensure that corresponding relief was provided on 
contributions made to overseas pension schemes that were within the annual 
and lifetime allowances. The new rules would come into operation at the 
same time as the simplified regime was introduced (WA 25). 

102. We fully accept the need for certainty in an industry which is 
essentially concerned with the very long term. We are puzzled 
however by the desire to see spelled out in legislation the steps by 
which the lifetime allowance will increase to 2010. On the one hand 
why, if the Government has announced the steps by which the allowance will 
increase year by year, is it not willing to give those steps legislative backing?
On the other hand, why is the industry unwilling to accept the Government’s 
public announcement at face value? There seems little between the two 
positions which could not be sorted out in discussion. The position beyond 
2010 is however less certain, and here any further reassurance which 
the Government could give would clearly help the industry. 

103. As to the international aspects, we note the assurance from the Inland 
Revenue that the United Kingdom would not be in breach of EU law 
by requiring that overseas schemes should have to provide UK 
benefits. We remain concerned however that that confidence should 
be justified. And we are pleased to note that the Government is 
intending to bring forward proposals to give corresponding relief on 
contributions to overseas schemes. This decision emphasises further the 
advantages which may be obtained by thorough and open consultation in all 
stages of the development of a proposal. 

Compliance Costs 

104. The NAPF also made two points relating to compliance costs. First, it would 
like confirmation that the powers in the Finance Bill were effective in 
overriding scheme provisions where they could be modified only by deed.73

Terry Faulkner said that there was power in the Bill to introduce overriding 
legislation, but there had been no statement from the Government that it 
would do so even though the problems had been explained at some length. 
He gave as an example schemes that pay up to the Revenue limits. 
Overriding legislation would enable a clear distinction between pre-2006 
limits and what happened afterwards. Without it, employment contracts 
might have to be rewritten as well as pension scheme trust deeds, which 
would be quite expensive for some companies (QQ 552–553). 
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105. The second point related to the cost of paying very small pensions. The 
Association would like to see a more realistic and proportionate approach to 
small pension pots to be taken as cash.74 Terry Faulkner explained that small 
pensions could be quite expensive to deal with, so companies wanted to be 
able to pay them out in cash as quickly as possible rather than on a regular 
basis. At present pensions could be looked at on a scheme by scheme basis so 
that any trivial pension could be commuted. However, under the Finance 
Bill pensions had to be looked at in the round for this purpose. He 
understood that the Revenue needed to keep an eye on the matter, and hence 
his preferred course was to look at the matter in the round but to allow a 
higher limit, perhaps 5% rather than 1% of the lifetime allowance (QQ 581–
586). 

106. In response to our questions on these issues the Inland Revenue said that it 
found the first of these questions unclear. Provisions in the Bill allowed 
regulations to modify the rules for two purposes: to prevent a scheme from 
making any unauthorised payments unless it amended its rules to do so; and 
to deal with any references to maximum pension limits in Part XIV of the 
Income and Corporation Taxes Act 1988 (WA 26). 

107. The Inland Revenue confined its reply to the second question to the 
statement that the government proposed to allow individuals with pensions 
that had a total value of less than 1% of the lifetime allowance to commute 
their pensions within one year between their 60th and 75th birthdays (WA 22). 

108. Given that the NAPF said that it had discussed at some length with 
the Inland Revenue the issues involving the use of the override power, 
it seems odd, to say the least, that the Revenue found the issue 
unclear when we raised it ourselves. We are concerned to ensure that 
compliance costs are kept to a reasonable minimum, and therefore 
recommend that the Inland Revenue seeks to clarify the matter 
without delay in order to ensure that all practicable steps to resolve 
the matter are taken speedily. 

109. As to the second issue, once again we have to limit ourselves to calling 
on the Inland Revenue to discuss with representatives of the pensions 
industry whether compliance costs could reasonably be reduced by a 
different approach to the commutation of trivial pensions 

Administration 

110. The Investment Management Association thought that the reforms to the 
taxation of pensions had the potential to bring about a new generation of 
simpler, cheaper and more easily understood pension products, which would 
be of great benefit to the consumer. But it considered that, since the 
Financial Services Authority (FSA) authorised firms to do particular types of 
business, there was no need for separate authorisation under the tax 
legislation. In particular, the provisions in the Finance Bill would force asset 
management firms to run their pensions business through their collective 
investment scheme management subsidiaries, which might not be 
appropriate for their business model. And they would exclude a number of 
intermediaries, for example fund supermarkets, and providers of Self 
Invested Personal Pensions. The Association believed therefore that a better 
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approach would be to provide simply that it should be sufficient that a firm 
should have the appropriate authorisation under the Financial Services and 
Markets Act. This would allow the market to innovate and evolve in a way 
which would benefit both efficiency and service to the consumer.75

111. The Inland Revenue pointed out that Clause 144 contained a power to 
amend the categories of approved pension providers. In principle, it said, the 
Government was in favour of using this power to extend the list in this way. 
The Inland Revenue would consult the Financial Services Authority before 
making a recommendation on this proposal (WA 27). 

112. We welcome this positive response. Clearly the first step must be for 
the Inland Revenue to consult the Financial Services Authority before 
any decision is taken. 

113. We raised with both the ABI and the NAPF the need for guidance for 
consumers on pensions and on these new provisions. Joanne Segars told us of 
the work which the FSA was doing, with which the ABI and member 
companies were very involved, to ensure that people were better informed 
about the financial system. One of the priorities was schools education, and 
another was focused on the next age up when people were starting work. 
There was a pension calculator on the ABI’s website, and the Association 
was leading a consortium which was writing an employer information pack. 
Although its member companies were taking part in initiatives of this nature, 
individual consumers wanted a very basic “idiot’s guide” which was not 
branded (QQ 629–638). 

114. Trevor Llanwarne, PwC, was concerned that, while the move towards 
neutrality and transparency was good, it could create a need for more advice, 
and with it a danger of mis-selling: it was something for which an eye should 
be kept open (Q 217). Terry Faulkner and Christine Farnish for the NAPF 
spoke of the difference, as to which there was a fine line, between giving 
generic information and giving advice. Most employers wanted to do well for 
their employees, but they would be concerned about litigation. They could 
talk about the schemes which they provided themselves as an employer, but 
not about commercial products. There were real advantages in an outside 
firm giving advice. However, the limit of £150 on the taxable benefit of 
employer-provided advice would buy only some 30 minutes of face-to-face 
advice, given the record keeping and compliance costs. Even if a larger 
company could get a bulk discount, it would perhaps buy 40 minutes instead 
of 30. In view of Government policy to try to promote more financial 
planning and awareness in the workplace, it might be money well spent to 
have the limit set at a higher level, perhaps £300 (QQ 589–602). 

115. We asked the Inland Revenue if it would be willing to look at this suggestion, 
and we regret that it declined to give us a substantive reply (WA 28). 

116. We are most concerned to ensure that the guidance available to consumers 
on the new pensions legislation should be as helpful as possible so that the 
decisions they make on their pensions can be as well informed as the 
circumstances allow. These decisions may well be made at the workplace. 
Indeed, in the Committee’s Report on Aspects of the Economics of an 
Ageing Population, we pointed out that the Government had made it clear 
that they would like employers to take a role in providing information on 
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pension planning to their staff. We added however that that role was to a 
significant degree frustrated by the Government’s policy of ensuring that 
financial advice is provided according to FSA rules.76 Given that the 
question has also now been raised whether the limits on taxable 
benefits are sufficient for this purpose we recommend that the Inland 
Revenue considers the issue carefully and in good time. 

Simplification: The Wider Context 

117. We asked Trevor Llanwarne, PwC, whether there could be complications 
from the wider tax context which could make decisions more difficult for 
individuals. He responded that the choice for individuals would be much the 
same as at present; there was a technical change relating to additional 
voluntary contributions which would probably enhance the attraction of 
pensions in relation to some other savings vehicles. Helen McCarthy, for the 
ABI, on the other hand thought that there would be scope for further 
simplification because saving in various forms including pensions would be 
less of an either/or and more of a package: there would be more of a holistic 
approach to savings for retirement (Q 646). 

118. Christine Farnish, for the NAPF, suggested that the Government’s approach 
on pensions generally was not as bold as that on taxation. She thought that 
there were some initiatives rather than a coherent strategy for the longer term 
(Q 532). Joanne Segars, for the ABI, was also concerned that the 
simplification in the taxation provisions would be lost if the Pensions Bill did 
not tie up with the Finance Bill: it was essential that the two meshed up 
(Q 651). 

119. We therefore asked officials what steps were being taken to ensure that the 
simplification of the taxation rules was followed through in the Pensions Bill. 
We were told that the Government was taking radical action across the 
pensions agenda. The two Bills addressed distinct and different pensions 
problems. The Finance Bill was simplifying the taxation of pensions. The 
Pensions Bill provided a balanced package of measures, bolstering protection 
for scheme members, reducing burdens on employers, and promoting 
informed choice for consumers. Any consequential amendments to both 
primary and secondary legislation required from either Bill would be made 
(WA 29). 

120. While it would be outside our terms of reference to consider policy issues on 
long term savings and markets generally, this evidence brought out the need 
to ensure a coherent approach across pensions and savings generally if 
simplification is to be achieved in full, and so that advice can be given across 
products generally. In pursuing the separate agenda of the Finance and 
Pensions Bills, the Government needs to ensure that its approach is 
consistent and coherent. 
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CHAPTER 4: SMALL BUSINESS TAXATION 

Context

121. The Pre-Budget Report of December 200377 described a range of fiscal 
measures that had been introduced in order to support small business. It 
went on to note that these measures, including in particular the introduction 
of a zero corporation tax rate, had had the effect of “encouraging the creation 
of more small companies, including through self-employed people 
incorporating their businesses”. For these firms, the Government’s 
underlying policy objective was to “provide support [in]… taking on the 
opportunities and responsibilities involved in that transition, and to 
encourage them to reinvest their profits and grow their businesses.” 

122. Against that background, the Report recorded the Government’s concern 
“that the long-standing differences in tax treatment between earned income 
and dividend income should not distort business strategies, or enable 
reductions by tax planning of individuals’ tax liability, and that support 
should continue to be focused on growth”. It therefore announced proposals 
for action in Budget 2004 “to ensure that the right amount of tax is paid by 
owner managers of small incorporated businesses on the profits extracted 
from their company”. 

123. The Budget Report78 expressed the reasons underlying the Government’s 
concern more pointedly. The focus was not simply a matter of “the 
increasing numbers of self-employed individuals adopting the corporate legal 
form where the change is made for tax reasons rather than as a step to 
growth”. There was the additional factor of that action being taken “often as 
a result of marketed tax-avoidance schemes”. 

124. Proposals to restore the effectiveness of the Government’s stated policy 
objective were finally published as Clause 28 and Schedule 3. In summary: 
“With effect from 1 April 2004, the Government will therefore introduce a 
19 per cent minimum rate of corporation tax on distributed profits. This 
measure will ensure that corporate tax rates lower than 19%, including the 
zero rate of corporation tax introduced in April 2002, remain available to 
small companies as they re-invest in their business”.79

Effect of the Measure 

125. The Budget Press Release80 summarised the current law and proposed 
revisions: “The rate at which corporation tax is payable depends on the 
amount of a company’s profits for the financial year in question. Corporation 
tax is charged at the Starting rate (currently 0%) where profits are £10,000 
or less, the Small Companies rate (currently 19%) where profits are 
£50,001–£300,000, and the Main rate (currently 30%) for profits exceeding 
£1,500,000. Marginal relief is given to smooth the transition from one rate to 
another where profits fall within these limits. 
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The measure will ensure that a minimum rate of corporation tax of 19% is 
charged when a company makes distributions to non-company shareholders. 
Lower rates of corporation tax will continue to apply where profits are 
retained or are distributed to other companies.” 

126. In summary, the measure effectively withdraws the benefit of the zero rate 
band from those small companies that pay our all their profits to the 
shareholders. That typically includes the large population of owner-managed 
companies, where the owner is the sole shareholder and needs to withdraw 
most or all of the profit from the company in order to meet living expenses. 

127. Our terms of reference preclude us from addressing issues of incidence or 
rates of tax and we therefore merely place on the record, as a matter of fact, 
that all our witnesses from the private sector who spoke on this topic 
expressed the view to us that a straightforward abolition of the 0% rate would 
have been a much simpler way of achieving essentially the same end result as 
will be produced by these provisions (QQ 169, 226, 307, 370, 430, 692, 
784) Many of those same witnesses also drew to our attention the 
widespread predictions made at the time that the introduction of the zero 
rate band would lead to increasing numbers of the self-employed adopting 
corporate status for tax reasons.81

128. John Whiting stressed to us that the population of taxpayers affected by the 
measure consisted of a vast number of small businesses. He said: “Bear in 
mind these are small businesses who in many cases are getting by without tax 
advisers, or certainly without any sophisticated tax advice” (Q 220). It 
therefore seemed to us that our Inquiry should focus particularly on issues in 
the area of ease of administration, especially in respect of those taxpayers 
required to self-assess and who could not “afford for their adviser to spend 
much time on their affairs”.82

Required Calculations 

129. The ICAEW in their written submission83 stated that the new rules would 
mean “that many shareholders of owner-managed companies will need to 
perform simultaneous equations in order to arrive at the amount they will 
need to distribute. The result is a considerable increase in complexity for 
very small incorporated businesses”. The Association of Taxation 
Technicians (ATT)84 stressed that the complexity of the new provisions 
needed to be seen against the situation that, “because this is corporate tax 
there is no option—as there is for personal tax—for the Inland Revenue to 
compute the tax due”. They added: “The level of additional complexity is 
out of all proportion to the extra tax to be collected”, and they provided us 
with a detailed example (described as straightforward and not unduly 
complex) relating to a company with profits of £40,000, where it took three 
pages and a three step calculation to demonstrate that the additional tax bill 
was £385. The lengthy calculations were necessary in order to answer the 
very simple question “my company has made £40,000: what is the maximum 
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distribution that I can pay?”. It stemmed from the circularity in the new 
system, whereby the rate of corporation tax payable depends on the amount 
of profits distributed to non-corporates, whereas the owner manager must 
first calculate how much of his profits he can sensibly pay out as a dividend 
before he can calculate his tax bill in a way that will minimise it. Grant 
Thornton85 also supplied us with detailed illustrative workings. 

130. We put the charge of undue complexity to the Revenue and they said: “As 
far as the administration of the measure is concerned, it is incorrect to assert 
that there has been a considerable loss of simplicity and that small businesses 
must ‘perform simultaneous equations’. There is very little extra that most 
companies affected by the new provisions have to do compared with what 
was previously required, and there is no need for complex mathematical 
calculations. The process of the basic scheme is extremely simple and has no 
more additional complexity than working out a percentage and subtracting. 
The process is as follows: 

work out the company’s tax liability including marginal relief in the 
normal way, as before, and if the percentage tax due is less than 19% 
(that is, lower than the small companies’ rate), then; 

check whether there has been a distribution made to a person who is not 
a company, and if so; 

charge the amount of profit that matches the amount of the non-
corporate distribution at 19% and the remainder at the rate that applies 
in the normal way under bullet (1) above. 

It is important to recognise that well over 90% of those companies affected 
by the new non-corporate distribution rate need do no more than the above 
simple calculation. The remaining measures relate to situations where 
distributions exceed profits, especially where there are groups of companies. 
They provide the minimum level of safeguards necessary to prevent tax 
avoidance. The measures are far simpler than the rules that applied to 
Advance Corporation Tax which prior to its abolition in 1997, had to be 
applied by all companies making any distribution.”(WA 30) 

131. The Revenue also drew our attention to the Budget Report 200486 and to 
ministerial statements in debate. On the issue of complexity the Paymaster 
General confined herself to the observation.87 “The point about complexity is 
sometimes a little overdone.” 

132. Speaking of the Government’s preferred option, the Regulatory Impact 
Assessment88 claimed “There may be some modest increase in companies’ 
administration costs or accountants’ fees… [but] the additional compliance 
costs should be very modest.” Dealing with Small Business impacts,89 the 
RIA went on to estimate the number of enterprises potentially affected. “Of 
the 3.7 million small businesses in the UK, around 2.9 million are 
unincorporated and 830,000 are companies…For those within the corporate 
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sector it would only affect profitable companies whose profits are less than 
£50,000, and which choose to distribute their profits to non-corporates (e.g. 
individuals).

The number of companies affected by the measure will depend on the 
impact of the higher tax rate on non-corporate distributions, or alternatively 
the extent to which they choose to retain and reinvest their profits instead. 
Estimates based on Inland Revenue and Companies House data suggest that 
under 40% of small companies might be affected by the measure in any one 
year.”

That is to say that up to 332,000 owner-managed companies might be 
affected. 

133. Andrew Hubbard, ATT, raised a particular aspect of computational 
complexity concerning the level of dividend that can actually be paid, given 
that it was a circular calculation because the amount of the dividend would 
itself affect the rate of tax and hence the amount of tax payable. He also 
expressed concern that that, since the owners of many of the small 
companies which have incorporated since Finance Act 2002 will have little or 
no knowledge of company or tax law and may not have an adviser, they may 
take out of their company during the course of a year more by way of 
dividend than is lawful, bearing in mind, for example, that their accounts will 
be drawn up on an accruals basis, while they are likely to think on a cash 
basis.

134. Following up their earlier reply (WA 30) we put a supplementary question to 
the Revenue on these two points. They said: “There is nothing complex or 
unusual about the non-corporate distribution rate of corporation tax that 
should make it difficult for companies to make decisions about the payment 
of dividends. The measure is not a tax on dividends paid regardless of profits 
but instead provides a rate of corporation tax on company profits. Whether 
or not a company pays unlawful dividends is not a tax matter and is 
completely unrelated to the non-corporate distribution rate” (WA 33). 

135. From the evidence we have received on the issue of technical complexity we 
noted that there was no meeting of minds between our private sector 
respondents and the Revenue. In our view, this issue falls to be judged in the 
context of the population of taxpayers (up to 332,000 owner-managed 
companies according to the RIA) who are going to be affected by it, not all of 
whom can afford tax advisers, or at any rate sophisticated tax advice. We 
understand that it will affect far wider than just the population that took 
advantage of “the anomaly” (Q  374). 

136. Moreover we are concerned that the Revenue should dismiss the risk of 
payment of unlawful dividends as “not a tax matter”. Andrew Hubbard told 
us “if it is an illegal distribution then the Revenue will say, it is not a 
distribution at all it is a loan, and that brings its own tax complications” (Q 
787). Bearing in mind that small companies are required to self-
assess without an option, such as exists for individual taxpayers, for 
the Revenue to do the calculation for them, we recommend that the 
list of FAQ’s and the programme of seminars referred to in the RIA 
should be supplemented as soon as possible by the publication of 
detailed guidance notes, which should include dealing properly with 
the issues identified to us and set out in this report. 
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Other Issues 

137. Our witnesses raised two substantive points which gave rise to uncertainty 
about how to apply the legislation in specific circumstances. They were: 

that there was significant unfairness in the fact that the rules could 
apparently catch dividends paid out of the accumulated profits of earlier 
accounting periods (CIOT, ICAEW, PwC, ICA(S), ATT) 90

that notwithstanding the explicit statement to the contrary in the 
Revenue’s guidance list of FAQ’s,91 there was a perceived risk of a 
double charge to tax arising from the interaction of the new rules with 
the existing IR 35 legislation on service companies (Q 810 and 
(ICA(S))92

In addition, two transitional problems were highlighted: 

the difficulty for an adviser in knowing how best to advise a company 
with profits from previous years whether or not to distribute them prior 
to 1 April 2004 based only on the Pre-Budget Report Press Notice and 
FAQs, which were themselves subject to revision; and 

problems for computer software businesses in producing suitable 
software for companies, e.g. with a 30 April year end, who wish to make 
their CT return shortly. 

138. Dave Hartnett told us, regarding the two substantive points, that neither of 
these concerns was really valid (Q 117). Regarding the first he said: “What 
the measure is really doing is providing a mechanism for working out what 
rates profits arising after 1 April 2004 are going to be taxed at. A distribution 
of profits earned before April 2004 might be taken into account in working 
out the appropriate rate of corporation tax. It is the rate of corporation tax 
we are looking at rather than the distribution. Distribution is the mechanism 
by which the rate of corporation tax is determined”. 

139. Because the point had been raised by so many respondents, and was 
mentioned as a continuing source of concern by Andrew Hubbard of the 
ATT at our concluding evidence hearing (QQ 804–808), we raised the 
matter a second time with the Revenue, who told us: “It is the current profits 
that are being taxed and therefore the example of increasing current profits 
leading to increasing corporation tax rates is directly analogous to the trigger 
of dividend payments also impacting on corporation tax rates for current 
profits” (WA 34). 

140. Turning to the second issue, Dave Hartnett said: “The answer is we think 
the guidance [on our website] is good but, given that people have raised 
questions, we have gone out to talk…to the key representative bodies of 
those who are within the scope of the service company legislation, IR 35, and 
provide them with additional reassurance about how it will work” (Q 117) 

141. Andrew Hubbard told us “You have huge complexities because under the IR 
35 provisions you relate the dividend back to the year in which you earned 
the profits, but under these provisions you do not relate the dividend back to 
the year you earned the profits, you relate the dividend to the year in which 
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you actually pay the dividend.” He added “One can assume, and the 
Revenue has stated, that they will make those just and reasonable 
adjustments to ensure that double taxation does not arise, but I think it is 
profoundly unsatisfactory that you do not have a statutory right to say, ‘ In 
this context, this is the way your taxation is calculated’, you are depending on 
the Revenue’s attitude.” (Q 810) 

142. We went back to the Revenue on this point also. The Revenue directed our 
attention to two specific statutory provisions: 

Sections 50 and 58 of the Income Tax (Earnings and Pensions) Act 
2003 (ITEPA) (in particular subsections (1)(c) and (4) of section 58); 
and

Paragraph 17 of Schedule 12 to the Finance Act 2000 (WA 35). 

143. On the transitional difficulties raised, the Revenue said: “There was notice of 
the provisions and of their detail prior to 1 April. The earliest due date for 
corporation tax is nine months and a day after the end of the accounting 
period which provides time for software companies to develop their products. 
For those companies delivering their returns to the Inland Revenue on-line 
the calculation will be done automatically” (WA 36). 

144. As regards the two substantive points we have, again, to record that there was 
a gulf between our private sector respondents’ perception of the existence of 
practical problems affecting the effective administration of the provision and 
the Revenue’s insistence that matters were straightforward and catered for in 
the provisions themselves or, in the case of service companies within the IR 
35 regime, covered fully in the existing legislation. We are disturbed that, 
so far, the Revenue have been unable to persuade the experts who 
gave evidence to us that applying the new measure will be as 
straightforward as they have confidently asserted. We recommend 
that both topics be covered in depth in the guidance notes that we 
proposed be published (at paragraph 135). In the case of the first of 
the two transitional issues raised we consider that the Revenue’s reply 
underestimates the extent of the anxiety caused to affected taxpayers 
and to their professional advisers during the weeks of uncertainty that 
followed publication of paragraph 5.91. We take note of their reply on 
the software point. 

Consultation and Process 

145. We received a number of representations concerning the manner, nature and 
timing of the announcement93 of the intention to legislate and the inadequacy 
of the informal exchanges between the Revenue and certain of the 
representative bodies that ensued. In particular, the absence of an exposure 
draft meant that an opportunity for consultation was missed and too little 
time was allowed for working through difficult complex and practical 
implementation issues (QQ 43–48, 220, 692, 783). 

146. David Ramsden, HM Treasury, told us: “In terms of the manner of the 
announcement and handling, the government’s intention to address this 
issue was signalled very clearly in the Chancellor’s Pre-Budget Speech and in 
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the Pre-Budget Report itself. This, the government thinks, is wholly 
consistent with the role of the Pre-Budget Report, which has been developed 
by the government as a means of signalling policy intentions and allowing 
early discussion and debate on future Budget measures. The decision was 
taken to use the Pre-Budget Report to signal action in this area as it would 
allow the views of representative bodies and others with an interest to be 
aired, but it was not appropriate for there to be a formal consultation on this 
measure” (Q 117). He added that many representations were received from a 
number of commentators and representative bodies and that these had been 
considered very carefully in the policy development process. 

147. Dave Hartnett quoted an ICAEW spokesman, who said of the measure: “It 
seems that the government took note of many of the representations that 
were made after the Pre-Budget Report”. He added “We take that to be 
rather a welcoming comment” (Q 117). He also drew our attention to some 
positive comments made by the CIOT (WA 30). We noted that this echoed 
what the CIOT had to say in their written evidence to us94 to the effect that 
“the new rules are much simpler than we feared, and we are grateful that the 
Revenue and Department of Trade and Industry were prepared to listen to 
our concerns and take them into account in devising the legislation”. 
However, they nevertheless also pointed to some rough edges and to the 
“significant unfairness” identified at paragraph 136, first bullet point, above. 

148. The RIA95 cited Budget confidentiality as the reason for the absence of 
formal discussion or consultation with business or their advisers. However, it 
recorded that the Revenue attended a number of meetings and seminars 
organised by business and their representatives such as the Small Business 
Service to listen to their concerns. The Revenue also closely monitored 
comments in the professional press, on Internet sites set up after the Pre-
Budget Report announcement, and in correspondence to identify issues that 
concerned business. 

149. Some of our private sector respondents did not take quite so sanguine a view 
of this informal process. Francesca Lagerberg, ICAEW, speaking to us a 
week before Budget Day, said: “There is a whole raft of very difficult, 
complex, practical implementation issues, and it takes us back to the SDLT 
point that we started with: if you are going to have a sea change in the way 
you tax a particular part of the population, you need to think about the 
practical issues before you bring in the rules. You do not bring in the rules in 
a couple of weeks without proper consultation, a few months after you have 
raised the issue. That is our main concern, that whatever does happen, 
whatever the rules are that they do decide to implement, there has not been 
any proper consultation at all up to this stage” (Q 45). 

150. John Whiting, PwC, far from recognising the clear signalling spoken of by 
David Ramsden, said, “We all sat back and thought ‘what does that mean’?” 
He went on: “We tried to have a discussion with the Inland Revenue and 
with ministers…but neither the Minister nor the Inland Revenue were 
consulting about how to tackle this perceived problem…[We] put in 
submissions …sought meetings and we tried to make representations…[But] 
with this we were tossing things and had no more idea whether they were 
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hitting the mark than the letters one puts up the chimney to Father 
Christmas because we do not know if anybody was really looking at them” 
(Q 220). 

151. Andrew Hubbard, ATT, pointed to “a huge amount of uncertainty [created] 
as a result of a one-page press release because people were going to be 
affected by a tax that came in on 1 April before the Finance Bill was actually 
published. You then had the situation of the Revenue rushing out frequently 
asked questions as to how this was going to work and those keep getting 
revised. It has been very, very difficult to advise clients”. In summary it had 
“all the hallmarks …of being a bit of sticking plaster” (Q 803). 

152. Given the gap in respective perceptions of the two sides of the process 
between the publication of paragraph 5.91 in the Pre-Budget Report and 
publication of the Finance Bill, we sought a further comment from the 
Revenue.

They said:” As stated previously, the Government is committed to wide and 
effective consultation but there will always be some issues on which the 
Government considers it is not appropriate to consult” (WA 32). 

153. The tenor of the representations from our private sector witnesses was that 
they perceived this provision as essentially an administrative measure, on 
which they felt they would have had much to contribute had it been thrown 
open to a two-way dialogue rather than a one-way listening exercise by the 
Revenue. On the other hand the government, by its rhetoric (including the 
reference to incorporation being undertaken “often as a result of marketed 
tax avoidance schemes”) presented the proposals as a part of the anti-
avoidance strategy at the heart of this year’s Finance Bill. 

154. We have to say that we understood the argument of the private sector 
that, in a sense, the mischief to which the measure was directed was 
actually no more than a natural reaction to a tax incentive which had 
been deliberately introduced; and that on the spectrum of tax 
planning it tended towards the “normal” end, albeit, because of the 
multiplier effect, expensive in terms of revenue foregone. However, 
given the position taken up by the government, we can do no more 
than take note of the Revenue’s final comment to us. 

155. We trust that the ex post facto consultation process will be fruitful in 
ironing out the uncertainties over applications that were brought up 
in the course of our Inquiry. 
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CHAPTER 5: STAMP DUTY LAND TAX 

Context

156. Stamp Duty Land Tax (SDLT), which replaced Stamp Duty on most land 
transactions, was introduced on 1 December 2003 following the enactment 
of the Finance Act 2003. As had been foreshadowed, there was a 
considerable amount of secondary legislation in the intervening months. 
According to the Explanatory Note,96 these regulations made changes to the 
primary legislation to counter possible avoidance opportunities, to clarify the 
operation of the legislation, and to give or extend reliefs. Most of these 
regulations had permanent effect; but those made under Section 109 of the 
Finance Act 2003, which counters avoidance devices as they arise and 
enables reliefs to be introduced with immediate effect, expire after 18 months 
unless they are confirmed by primary legislation. They are being re-enacted, 
with some changes, by Part 2 of Schedule 37. 

157. Clauses 282 – 287 of the Finance Bill include provisions which make a 
number of modifications to the tax listed under the headings of anti-
avoidance, clarifications, extensions of reliefs and reduced compliance 
burden.97 In addition the Government had made clear last year that the 
application of the tax to partnerships would be held over until this year’s 
Finance Bill. Hence the main development in the tax is its extension in 
Clauses 288 and 289 to include partnership transactions which involve an 
interest in land. 

158. The purpose of this year’s changes was set out by the Treasury in the 
following terms: 

“A modernised regime for stamp duty on property transactions was 
successfully introduced on 1 December 2003. However, certain 
transactions involving partnerships remained outside the new regime, 
creating ambiguity and opportunities for avoidance. Legislation will now 
be introduced from Royal Assent of Finance Bill 2004 to level the playing 
field between these transactions and transactions undertaken by 
individuals.”98

159. The purpose was also set out in the Budget 2004 Press Notices as follows: 

“Legislation will be introduced with effect from Royal Assent to bring 
certain partnership transactions, where the partnership property includes 
an interest in land, within the scope of Stamp Duty Land Tax (SDLT). 

Currently, most transfers of an interest in land into, within or out of a 
partnership, are excluded from SDLT and can effectively be transferred 
between persons without payment of SDLT. To improve fairness and to 
tackle potential avoidance by using partnerships to invest in property, the 
legislation will bring such transfers within the scope of SDLT.”99

                                                                                                                               
96 Explanatory Note to Clause 282 and Schedule 37, paragraph 39.  
97 Budget 2004 Budget Note REV BN 37, paragraphs 4 – 17.  
98 Budget 2004. Economic and Fiscal Strategy Report and Financial Statement and Budget Report, paragraph 

5.104.
99 Budget 2004 Press Notices PN5. 



50 THE FINANCE BILL 2004 

Implementation of SDLT 

160. In our Report on the Finance Bill 2003 we noted the contrasting views of the 
Inland Revenue and our private sector witnesses as to whether, given the very 
large task which the modernisation of the tax system relating to property 
transactions involved, the tax would be ready on time. We recommended 
therefore that the Government should review early in the autumn of 2003 
whether the tax could be got right in time.100

161. In the event, as already stated, the Government stuck to its timetable. 
Accordingly we asked our witnesses whether, in their view, the tax had been 
ready for implementation on 1 December 2003. Again we got a very mixed 
response. Dave Harnett, speaking for the Inland Revenue and reflecting the 
point made by the Treasury quoted above, said that the tax had been, he 
believed, successfully implemented on that day: although there had been 
niggles, the Revenue had worked with the Law Societies and others to sort 
them out, and they had seen no significant disruption to the conveyancing 
system in the United Kingdom. He added that they had got there, and he 
thought that the tax was working. They had launched it with a substantially 
manual process, which was important because it had enabled them to talk to 
agents to fix or repair forms, and this would have been more difficult with a 
fully blown IT system. Moreover, although some of the legislation in this 
year’s Bill was concerned with fixing things which had gone wrong, the 
majority of it was on other matters (QQ 130–131). 

162. This view was echoed by some of our private sector witnesses. Malcolm 
Gammie, speaking for the Institute for Fiscal Studies, admitted that he was 
probably not the best person to comment on the implementation, but said 
that his impression had been that it had gone well and that that certainly 
reflected the considerable effort which the Inland Revenue had put into 
getting it up and running at such an early stage (Q 178). Nigel Popplewell, 
for the Law Society, said that, from a purely residential domestic point of 
view, while there had been hiccoughs, it had gone relatively smoothly. He 
also referred to problems with the forms, but by and large he did not think 
that it had proved unduly onerous to work round for the vast majority of 
standard residential transactions. There would always be teething problems, 
but it had worked palatably well. Mike Hardwick added that the Society had 
received a number of complaints when the tax first came in, as was always 
the case with a new tax with a wide application. But the volume of 
complaints had diminished rapidly. It seemed to have gone better than 
expected, and they had muddled through (Q 444). 

163. Other private sector witnesses were however considerably less satisfied. John 
Whiting of PricewaterhouseCoopers, speaking also for the Chartered 
Institute of Taxation, said that in his view and that of his colleagues the tax 
was not ready on 1 December 2003. The Inland Revenue had not been 
geared up to deal with it; a sufficient supply of forms had not been available; 
nor were there a sufficient number of trained staff. They had however got by: 
money had flowed in, and transactions had been done. But it would have 
been far better to have brought in the new rules from 1 April 2004 (QQ 230–
234). 
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164. This echoed the view which he and Edward Troup, also speaking for the 
Law Society, had taken at our first meeting, reflecting both the experience of 
their own firms and of their professional bodies. John Whiting then suggested 
that the introduction of the tax had given pause to the property market, 
particularly on commercial leases (Q 7); Edward Troup also suggested that 
the smaller residential conveyancing firms were adding an hour to the time 
they put on bills for domestic conveyancing for the extra work (Q 3); while 
John Whiting commented that, since one of the drivers for SDLT was that is 
was going to prepare the ground for electronic conveyancing, to have had to 
use paper forms was a bit of a non sequitur (Q 4). 

165. Simon McKie, speaking for the Institute of Chartered Accountants in 
England and Wales (ICAEW), also said that the tax had not been ready. 
Correcting legislation had been needed this year; the draft lease manual had 
been published only two weeks before their representations on the Finance 
Bill had been prepared and even so was already out of date; because of the 
complexity of the tax people had not been ready for it and had not got to 
grips with it; and the consultation had been very inadequate (Q 309). 

166. Lindsey Ashby, for Grant Thornton, was concerned that the Finance Act 
2003 had been amended by regulations only a few weeks before the launch of 
the tax and that this had put advisers in a difficult position. In terms of 
administration the forms had had to be computer readable, but there was 
only a limited amount of space to disclose anything out of the ordinary. 
There was likely to be further legislative tidying up. The new legislation had 
not been carefully thought through, with the regulations introduced last year 
having been further updated in this year’s Finance Bill (Q 375). Ian Luder, 
also for Grant Thornton, agreed with the view that, although the 
introduction of the tax had been precipitate, they had muddled through 
without major confusion (Q 376). 

167. We put to the Inland Revenue this general picture that, despite a range of 
difficulties, they had just “got by”. We also referred to the concern expressed 
at the extent of the further legislation this year; and we pointed to the 
contrast with the general welcome to the amount of consultation on the 
simplification of the taxation of pensions, suggesting that a more deliberative 
process produced simpler legislation and lower compliance costs (WQ 37). 

168. In response, the Inland Revenue said that the “successful” introduction of 
SDLT was the result of a substantial amount of work by many people both 
within and outside the department. They referred to the extent of the 
consultation, and the role of the representative bodies. A balance needed to 
be struck between implementing changes on a reasonable timescale and 
continuing to deliberate over a longer time horizon; and the Government felt 
that a right balance had been struck in the case of SDLT. However, the 
Revenue response did not refer to the administrative difficulties to which we 
had referred, nor did it suggest that a factor in striking the balance was the 
need to introduce any changes successfully in order to reduce compliance 
costs (WA 37). 

169. Subsequently the Law Society of Scotland said that their major concern was 
that there remained serious practical problems with the drafting of the tax 
that continued to present traps to the unwary or busy solicitor, and that some 
Scottish issues were not yet covered by the legislation.101 At our penultimate 
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evidence session, Alan Barr for the Society said that there were still serious 
problems in Scotland and that some of them were Scottish specific. He was 
concerned that the administration of the tax and the proposed ending of light 
touch arrangements could yet cause serious problems (Q 703). He 
contrasted their extremely fruitful and helpful relations with the Inland 
Revenue Policy Division with the experience which their members were 
getting down the line. They were not getting the same indication that 
Scottish issues were taken seriously, including the telephone helpline, the 
way in which forms were sent out, and suchlike (Q 719). The Society spelled 
out these issues more fully in a further memorandum.102 It concluded that, 
since SDLT applies to a wholly different system of property law in Scotland 
from that in England and Wales, it would not be unreasonable to expect at 
the very least a separate Scottish administration of the tax. Failing that, part 
of the helpline should be dedicated to exclusively Scottish transactions. 

170. Accordingly we went back to the Inland Revenue suggesting that 
administrative and compliance issues were also factors to be put into the 
balance in setting the timetable. We said that we had received further 
evidence of administrative difficulties, and we asked whether it would 
continue to use a light touch while these were being sorted out (WQ 39). We 
also put to them, at WQ41, a point raised with us by PwC.103 It said that, 
with the de minimis exception from the requirement to notify set at £1000, 
the claimed reduction in the compliance burden was a “pitiful relaxation”: it 
suggested that the limit should be £60,000. 

171. As to the former, the Inland Revenue responded that it would of course 
continue to monitor the administration of SDLT. Its intention was to 
maintain the light touch approach until the Government was satisfied that 
the administrative processes permitted it to enforce the legislative 
requirements more strictly (WA 39). It declined to comment on the latter on 
the grounds, it said, that it was a policy judgement for which Ministers were 
accountable in debate in the House of Commons (WA 41). 

172. The evidence we have received on the implementation of the tax is therefore 
somewhat mixed. But the views reflect a picture of just about getting through 
on 1 December 2003. We commend both the Inland Revenue and the 
private sector for ensuring that there was no major breakdown of the 
conveyancing system. But the speed of implementation led to greater 
confusion and higher compliance costs than would have been the case 
with a more measured timetable. We are pleased therefore to note 
that the Inland Revenue will continue to administer the tax with a 
light touch. We recommend that it should examine the most effective 
means for handling the particular Scottish issues more effectively. 

173. The Revenue declined to offer us any comment on the level of de minimis.
We remain concerned that the cost of complying with the system (a 
matter that is at the centre of our Inquiry’s focus on tax 
administration) should be proportionate. In the circumstances we 
recommend that the Government should carefully examine, in the 
light of the concerns expressed to us and rehearsed in this report, 
whether the limit should be increased. 
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174. The contrast between the manner in which SDLT was introduced and the 
timetable for the introduction of the simplification of the taxation of 
pensions, discussed in Chapter 3 above, could not be more marked. We 
conclude therefore by restating the final sentence of the Chapter on this tax 
in our Report last year: 

“In our view, it is more important to find the right balance between 
collecting a proper amount of tax, curbing avoidance, reducing 
compliance costs, removing uncertainty, and maintaining the 
functioning of the property industry than that the tax is brought in on a 
particular day, right or wrong.” 

We recommend that the Government seeks such a balance (relating to 
industry and commerce generally and not just to the property 
industry which is in point here) on future occasions. 

Partnerships 

175. As we say in paragraph 157, the extension of SDLT to partnerships was 
deliberately held over to 2004. The tax is now to be charged on the transfer 
of an interest in land into and out of a partnership and on the transfer of an 
interest in a partnership where the partnership includes an interest in land.104

As also appears from paragraphs 158 and 159, the provision was explained 
on Budget day as one of improving fairness and tackling avoidance. This too 
was emphasised by Dave Hartnett who said that partnerships had been a 
concern to the Revenue as an area where they had seen both avoidance and 
the scope for more avoidance (Q 131). 

176. The Inland Revenue Business Note issued on Budget day explained that all 
partnerships owning property were potentially affected, but primarily 
partnerships involved in property investment.105 This was the point picked by 
some of our private sector witnesses. The ICAEW, for example, said that the 
Revenue seemed to regard all property owning partnerships as vehicles set up 
for SDLT avoidance, whereas many were a valuable form of commercial 
organisation. The legislation failed to distinguish adequately between trading 
partnerships which held land only for their business purposes from 
partnerships the primary function of which was to hold land.106 Simon 
McKie, speaking to this, said that there were significant areas of uncertainty: 
he suggested that what underlaid this uncertainty was the difficulty that some 
of the provisions looked at a partnership interest as an asset in itself, while 
other provisions looked through that interest so that it was simply an interest 
in the underlying assets (Q 319). 

177. Ian Luder, for Grant Thornton, made a similar point. He suggested that the 
provision was anti-business and had a much wider impact than Ministers had 
led people to believe. He suggested that there should be an exemption from 
the charge, comparable with that provided for Capital Gains Tax by 
Statement of Practice D12, which covered the normal scenario of people 
joining and leaving a partnership and changes in profit shares and ratios, 
where the property was held wholly or mainly for the purposes of the 
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partnership activity (QQ 378–382). He compared the provisions with the 
discussion we had had with him on the disclosure of tax avoidance schemes: 
in that case business behaviour should be driven by business needs and not 
by tax issues, but here the tax system would be driving business behaviour 
(Q 383). 

178. When we put these points to the Inland Revenue, it said that the 
Government believed that the measures were necessary to prevent avoidance, 
and that the proposed charge on transfers of partnership interest would not 
adversely affect the regular changeover of partners in a trading partnership 
(WA 38). 

179. Here again, it was after we received that reply that we saw the Law Society of 
Scotland. Alan Barr said that the Society fully understood that the 
manipulation had to be stopped. But it was seriously concerned that the way 
in which it was being stopped would catch innocent transactions. A lot of the 
difficulties derived from difficult accounting and legal concepts. The position 
could vary between different types of partnership and even between different 
individual partnerships of the same type. It was concerned that a charge to 
SDLT could arise where there was no shifting of economic benefit, although 
in discussions with the Inland Revenue it appeared that the occasion of the 
charge was not what they had understood (Q 703). 

180. Isobel d’Inverno said that it seemed that under the Finance Bill as drafted 
there would be a charge on changes in professional partnerships if the 
partnership owned land. Alan Barr hoped that the answer which we had been 
given by the Inland Revenue that there would be no charge would be the 
case and that it would be made clear in legislation rather than by concession. 
Martyn Jones added that, in addition to these questions of principle, there 
were technical issues concerning leases where a rent review after five years—
the condition for there being no liability—could not arise (QQ 717, 718). 

181. We put it to the Inland Revenue that, if discussions of these provisions were 
continuing, this was itself indication that a proper balance between 
controlling avoidance without penalising bona fide transactions involving 
partnerships had yet to be found. We asked whether it could be confident 
that such a balance could be found during the passage of the Finance Bill 
without the need for subsequent concessions or statements of practice 
(WQ 40). We also put to the Inland Revenue, at WQ 42, a point made by 
Grant Thornton.107 It suggested that, contrary to a clear indication in the 
draft clauses, Stamp Duty (which SDLT generally replaces) could apply to 
transactions in partnerships with the result, it said, that in those cases there 
would be a disparity between the acquisition of a business and of a 
partnership.

182. In response to the former question, the Inland Revenue said that many 
positive and constructive representations had been received on the provisions 
relating to partnerships but, as with any new legislation, the Government 
would keep its operation under review (WA 40). As to the latter, it said that 
stamp duty continued to apply to transfers of partnership interests, but 
excluding the land element which would be chargeable to SDLT. Other 
business structures were liable to SDLT on land transactions and stamp duty 
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(or Stamp Duty Reserve Tax) on transactions in stock and marketable 
securities (WA 42). 

183. We made it clear in our examination in Chapter 2 of the proposals relating to 
the disclosure of tax avoidance schemes that we have no sympathy 
whatsoever with contrived avoidance schemes. Likewise there can be no 
quarrel with any attempt to block the sort of stamp duty avoidance devices 
involving the use of partnerships to which our witnesses drew our attention. 
The crucial consideration, from the perspective of practical administration of 
the resulting provision, is that any remedial action should not impinge on 
normal commercial operations. 

184. With that thought uppermost, we sought to clarify with the Revenue in what 
circumstances there might be a charge on commercial partnerships which 
own or lease land. We note that in the explanations of the provisions which 
we have quoted at the beginning of this chapter the only references are to 
avoidance; and the reluctance of the Inland Revenue to respond in any depth 
to our questions about the impact of the tax on normal commercial 
partnership changes only serves to reinforce the uncertainty. 

185. We are glad to note that the Inland Revenue regards the 
representations which it has received as positive and constructive; 
and we recommend that they are carefully considered so as to ensure 
that the uncertainty is removed and so that a proper balance between 
curbing avoidance and maintaining the functioning of commercial 
partnerships can be ensured. 
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CHAPTER 6: DUTY STAMPS FOR SPIRITS 

Context

186. The Pre-Budget Report of December 2003108 set out a succinct description 
of the fraud, which “… involves well-organised criminal gangs who abuse 
trade facilitation provisions in UK and EU law that enable alcohol products 
to be moved and to change ownership many times before duty is paid. 
Fraudsters obtain spirits products in duty ‘suspense’ and divert them for 
consumption on the domestic market without payment of duty.” A more 
detailed description of the modus operandi was set out by the Economic 
Secretary to the Treasury in his speech opening the debate on the measure.109

Research by HM Customs & Excise (HMCE)110 showed that losses from 
spirits fraud had been increasing markedly, and in 2001-02 were higher than 
at any time in the previous decade. It put a figure of cost to the Exchequer of 
£600 million in 2001-02 and on an upward trend. This was picked up in due 
course in the Regulatory Impact Assessment (RIA)111 and in the Economic 
Secretary’s speech.112

187. David Hubbard, HMCE, explained to us that the decision to proceed with 
the implementation of tax stamps followed a long period, about three years, 
of intensive discussions with the industry on the best way to tackle in 
particular spirits diversion fraud. These discussions had not brought about 
consensus with the industry about the merits of duty stamps. But the 
government’s firm view on this detailed examination was that all of the 
alternatives to tax stamps had been thoroughly explored and that tax stamps 
remained the most effective and proportionate response to the scale of the 
problem being faced (Q 137). 

The Scale of the Fraud 

188. Edwin Atkinson, Joint Alcohol & Tobacco Consultation Group, (JATCG) 
told us that an expert study, commissioned for the Group and based on ONS 
general household survey and the omnibus survey statistics, had put the level 
of fraud at between £160/£200 million for 2001-02. More importantly, he 
added, the trends were different. Whereas the HMCE study showed a rising 
trend, the industry’s study showed a level or downwards trend (Q.467). 

189. We were referred to a report by the National Audit Office (NAO)113 which 
had examined the differences between the HMCE calculation and that of the 
JATCG. The NAO had concluded that the estimate by HMCE was 
reasonable, but suggested that it should be expressed as a range between 
£330 million and £1,060 million. The report concluded that the JATCG 
estimate was also reasonable, but that it should be expressed as a range 
between £10 million and £260 million. Edwin Atkinson, JATCG, 
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summarised “So what we are saying is, according to this very good work 
done for the National Audit Office, the total size of the fraud could be 
anywhere between £10 million and £1,060 million…So we are giving a huge 
amount of credibility and importance to some studies that have a lot of 
questions and brackets for error” (QQ 471, 474). 

190. Charles Maxwell, JATCG, added that, on the basis of practical experience 
and knowledge of the way sales outlets for both off-trade and on-trade 
operated, “to get down to the level of fraud that Customs’ figures are 
suggesting, virtually everything that is sold in the independent sector would 
have to be fraudulent and that is just not credible” (QQ 481–482). 

191. The House of Commons Scottish Affairs Committee had very recently 
published a report on its own Inquiry into this Finance Bill proposal.114 They 
interpreted the government’s estimate of £600 million a year as “meaning 
almost 1 in 6 bottles of spirits consumed in the UK … not having borne UK 
duty”. Commenting on the conflicting estimates of the scale of the fraud the 
Report said: “The differences in the estimates of spirits fraud are so 
fundamental—the estimates do not overlap even marginally at any point in 
their ranges—that the Government cannot logically make such an important 
decision as the introduction of strip stamps based on figures which may be 
flawed”. The Report concluded 115 that, while the Government’s and the 
industry’s attempts to tackle spirits fraud were supported fully, “the 
Government appears to be reacting in response to what is an unconfirmed 
level of fraud, with the possibility of major implications for the industry”. 

192. It seemed to us that, in order properly to evaluate the compliance burden on 
the industry and the government’s contention that it was proportionate, it 
was first necessary to establish whether, and if so what, further work was in 
hand to refine and update the estimate of the scale of the fraud. In response 
to our written question, HMCE told us: “Customs are continuously 
improving their measurement of tax fraud, including spirits. The department 
is working with the Office for National Statistics, which is continuing its 
review and refinement of data sources regarding alcohol consumption, as 
recommended in the NAO memorandum to the PAC. Customs will also 
continue to use operational evidence to back up their estimates” (WA 44). 

193. We had noted that, commenting on the outcome of the NAO’s comparison 
of the conflicting estimates the Economic Secretary said.116 “We accept that, 
where there is fraud, there will always be uncertainty about its scale, but we 
do not accept that that uncertainty is an argument for inaction.” 

194. We also took account of the supplementary evidence to us from the JATCG 
who said: “Noting that NAO reported to the PAC that “great care is needed 
in determining what reliance is to be placed on the results at present 
available”, we believe it important that HMC&E’s estimate of fraud be 
updated as the conclusion that fraud was increasing and of the size quoted by 
HMC&E was based on 2001-2 ONS surveys. If fraud is not as high as 
estimated by HMC&E or is reducing, it puts into question whether the 
measure is necessary and whether industry compliance costs will be 
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proportional to benefit. In sum, industry does not recognise the size of fraud 
as estimated by HMC&E and would have preferred that there should be 
delay until NAO, ONS, HMC&E and industry agreed on verified work to 
show that the measure would be necessary and effective. If the size of the 
fraud is not resolved and the impact of counterfeit stamps not better 
assessed, then it is concerning that a revenue benefit may be expected which 
cannot be delivered. And industry’s expenditure and compliance costs may 
turn out to be disproportionate to any benefit.”117

195. While we accept that estimates of the scale of fraud are always 
uncertain, we are concerned by the extent of the differences in the 
estimates between those of the industry and those of the government. 
Clearly the question whether the compliance costs of duty stamps 
represent a reasonable burden depends in part on the extent of the 
fraud. In this context we are particularly disturbed at the size of the 
statistical range in the government’s own figures, and have some 
sympathy for the view urged on us by the industry that uncertainty 
over the measure of the fraud means that a necessary pre-condition 
for the introduction of so burdensome a measure has not been met. 
We note, with approval, the ongoing work to review and refine the 
data sources regarding alcohol consumption used by HMCE. We 
recommend that, if and when it proves possible to narrow the 
differences in these estimates, the outcome be reflected in the 
continuing discussions on the implementation of the provisions. 

The Consultation Process 

196. Edwin Atkinson, JATCG, told us that the government’s announcement in 
December 2003118 of an intention to go ahead with Duty Stamps had come 
as a surprise to the industry. Formal consultations about tax stamps between 
the industry and HMCE had ended in 2002. During most of 2003 the Joint 
Spirit Support Task Force had looked at a series of possible alternative anti-
fraud measures, some of which had been put to the trade by HMCE.and 
others which were industry initiatives. These talks finished in October 2003, 
when the industry was left with the impression that the majority “were not 
going to be successful or were going to cause a disproportionate cost…” (Q 
483). 

197. The December 2003 announcement was accompanied by “a challenge to 
industry”: the government would consider any new proposals the spirits 
industry wished to put forward in the coming months for alternative 
measures that would be as effective in tackling spirits fraud as tax stamps.119

Edwin Atkinson said that this effectively meant that, instead of the standard 
12-week consultation period, the industry had only 4–6 weeks in which to 
prepare a response. The upshot was that the industry tabled the 17 proposals 
listed in the RIA.120 But in the time allowed them these were not fully refined 
nor were they costed. He added that the first half roughly were now and the 
other half were subject to further development for the future (Q 483). 
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198. We asked HMCE for their comments on the time allowed and in reply 
(WA 43) they emphasised that the measure was “not a hasty decision”, the 
more particularly when seen in the context of a three year period during 
which “the government has been actively considering with the alcohol 
industry the most effective and appropriate response to the problem of spirits 
diversion fraud”. HMCE added that two formal 12-week public 
consultations had been held in that time, one on tax stamps and one on a 
range of regulatory options designed to restrict the sale and movement of 
duty-suspended alcohol. The announcement in the Pre-Budget Report121 was 
therefore “part of a long process of detailed discussion and examination of 
alternatives by the Government and with the alcohol industry.” 

199. Referring back to Q 139, HMCE said “the period between the Pre-Budget 
Report 2003 and Budget 2004 was effectively a further “last chance” for the 
industry or Customs to come up with an equally effective alternative to tax 
stamps. As the Regulatory Impact Assessment (RIA) makes clear, there were 
further, very intensive discussions with the industry in the first months of 
2004. The Joint Alcohol and Tobacco Consultation Group formally 
submitted its package of alternative measures on 5 March 2004, just over 12 
weeks after the Pre Budget Report announcement on 10 December 2003 
(WA 43). 

200. We accept that the industry was not expecting an announcement to be 
made in December 2003 to go ahead with duty stamps. But against the 
background of all their contacts and exchanges with HMCE over the 
preceding three years, we do not consider that the time allowed for 
further representations in the early part of 2004 was unreasonable. 

The JATCG’S Proposals 

201. Commenting on the 17 alternative measures, Edwin Atkinson made two 
points: first, they enjoyed united support across the whole of the industry, 
and second, the industry had not had time to fully assess the net value of 
them. He pointed out that when HMCE made their own assessment (as 
reflected in the RIA) “they assessed them as likely to produce revenue in the 
order of £50 maybe £70 million; therefore it was, admittedly by their 
calculations, considerably less than the £160 million. Of course, that 
difference of assessment was, firstly, subjective; secondly done rather quickly, 
not by industry people who had been in the industry all their life but, thirdly, 
it all depended on the first question: the size of the fraud” (Q 483). 

202. We took note of the fact that a summary of HMCE’s view of the overall 
effect of the industry’s suggested package of measures was a matter of public 
record.122 “As a whole, the package contains a number of inherent 
weaknesses: it leaves the door open for displacement to other types of fraud, 
most notably inward diversion; it stands to be undermined by a complicit 
party; and it does not address the issue of identification—the ability for 
consumers, retailers and Customs officers to distinguish readily between licit 
and illicit product. As a consequence the anti-fraud impact of the package 
falls significantly short of that estimated for tax stamps.” 

                                                                                                                               
121 Pre-Budget Report, December 2003, Cm6042, at paragraph 5.102 
122 Business Brief BB 08/04, HM Customs & Excise, 17 March 2004, at page 2 
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203. David Hubbard (HMCE) referred us to the subsequently published RIA,123

which had included a detailed evaluation of each of the JATCG’s alternative 
schemes. He said: “In the government’s view those measures taken as a 
package would have delivered less than half of the revenue benefits of tax 
stamps and therefore the decision was confirmed in the budget to proceed” 
(Q 139). 

204. We have taken note of the Government’s responses to the industry’s 
proposals, as set out in the RIA and the Economic Secretary’s statement124

that “I have not been looking for interest groups to come up with support for 
duty stamps. I have been looking for them to come up with serious 
alternatives, which they have not been able to do”. Properly to test the 
industry’s proposals necessarily requires that they be evaluated 
against their potential effect on reducing the level of fraud. This 
cannot be done effectively until the level has been estimated with a 
greater degree of confidence than has demonstrably been the case 
hitherto. Plainly if, as the estimates of the extent of the fraud are 
refined the lower estimates were to be considered to be the more 
reliable, the industry’s proposals will need to be re-examined. 

Counterfeiting of Tax Stamps 

205. Edwin Atkinson, JATCG, referred to the experience that certain jurisdictions 
operating Duty Stamps systems had had in dealing with the consequential 
illegal trade in counterfeit stamps. He instanced the decisions to abandon tax 
stamps for that reason that had been taken by certain constituent states of the 
United States. Poland had also had its problems with anecdotal suggestions 
that, despite the use of tax stamps, the level of fraud had reached 35%–40% 
(QQ 475–478). 

206. David Hubbard, HMCE, remarked frankly to us that counterfeiting was 
“certainly one of the two acknowledged down sides of tax stamps, the other 
being the costs imposed on the industry”. But he cited improvements in 
technology and discussions that HMCE had had with potential suppliers, as 
grounds for having confidence that “although no doubt there will be some 
counterfeit tax stamps, that that will not be on a significant scale” (Q 138). 

207. We note the confident note struck by HMCE in respect of the risks of 
counterfeiting and that this reflected the reassuring tone of the 
Economic Secretary’s response to the Scottish Affairs Committee,125

who, however, felt such a response to be verging on the complacent. 
Counterfeiting of stamps could in the event add to the overall burden 
of costs of the measure, and in this instance too, it is difficult to 
evaluate against the background of uncertainty over the measure of 
spirits diversion fraud. 

                                                                                                                               
123 Excise: Tackling Spirits Fraud Regulatory Impact Assessment, HM Customs & Excise, 8 April 2004, at 

Appendix A: “The Spirit Industry’s Alternative Package of Measures” 
124 Commons Hansard, 27 April 2004, col 813 
125 The Proposed Whisky Strip Stamp, Third Report of Session 2003-4, HC 419, 26 April 2004, at paragraph 
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Compliance Costs and their Impact on Smaller Enterprises 

208. In his evidence to us Charles Maxwell, supported by Peter Lane JATCG, 
focused particularly on two aspects of what he foresaw as a significant 
compliance cost burden of the proposed measure: first, the risk of adverse 
cash-flow consequences if businesses were to be required to make payment 
for stamps up front, when compared to the present system whereby payment 
of duty is made only on release from bond. (QQ 485–497). A figure of £24 
million a year had been put on that finance cost, if duty suspense were to 
disappear completely, and there was fear that people might be driven out of 
business (QQ 486, 490). And second, the up front acquisition and 
installation of new stamping equipment including making provision for 
secure storage of stamps at production premises, costed at £24 million, 
combined with the ongoing running costs of the new system, put at £31/32 
million (QQ 499–507). In both cases, these difficulties were held out to bear 
proportionately more harshly on smaller enterprises (Q 508). 

209. Early in our Inquiry David Hubbard, HMCE, had explained that the impact 
of the measure on smaller enterprises had been a particular focus of 
discussions with the industry. He acknowledged that the RIA126 agreed that 
the impact in gross terms of the compliance costs would be proportionately 
higher on the small business sector. “They have about 7 per cent of the 
market and would bear in gross terms 12 per cent of the compliance costs on 
an ongoing basis.” The government’s response was to target the offsetting 
measures that had been announced more beneficially on the small business 
sector. For example discussions with the industry would encompass how the 
capital assistance scheme of £3 million was to be expended, “but that would 
be targeted, we hope, on the small business sector for expenditure on 
machinery in 2005/2006” (Q 141). 

210. We asked HMCE to tell us about their approach towards an offsetting of 
compliance costs that reflects the concerns of smaller enterprises in an 
appropriate way. They confirmed that it remained the government’s 
intention first, to target the benefits of the funds available for assistance with 
capital costs towards smaller firms and, second, that as regards payment 
arrangements for tax stamps, the aim was to identify options that take 
account of the financing constraints that face smaller firms in particular. 
However, in the first case they did not supply us with any more details, 
noting that the outcome remains subject to further discussions with the 
industry (WA 45). 

211. As regards the potential cash-flow problem HMCE were more forthcoming. 
They said: “Tax stamps will not be introduced until April 2006, and 
Government is keen to use the time available to ensure the most effective, 
least burdensome design of the measure. Several options are currently under 
discussion between the industry and Customs on options for payment 
arrangements for tax stamps. The Government seeks – as set out at the 
Budget – to operate a system requiring no advance payment for tax stamps; 
if, following discussions with the industry, such an approach proves 
unworkable the Government will further examine the scope for extended 
deferment arrangements to accompany a pre-payment system. The 
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Government wishes to examine all the available options against a wide range 
of considerations before finalising payment arrangements. Those 
considerations include the impact on smaller firms” (WA 46). 

212. Our terms of reference preclude us explicitly from considering rates of tax, 
and accordingly, we merely take note of the government’s announcement 
that the duty on spirits was to be frozen for the remainder of this 
Parliament.127 The relevance of that decision to our Inquiry resides in the fact 
that the government presented it as “helping to absorb the costs associated 
with tax stamps”. Peter Lane, JATCG, called into question whether it was 
realistic to expect that the duty freeze would permit a significant proportion 
of the extra compliance costs to be passed on to consumers through higher 
prices (Q 507). Charles Maxwell summed up his situation speaking as a 
“fairly small producer”: “I have to pass my costs on as best I can but that is 
going to be extremely difficult against other people who may not have the 
same costs” (Q 508). 

213. In one respect, we were told, the government had changed its position in 
order to improve assistance to industry by means of help with offsetting 
ongoing costs. The cost of printing and distribution of duty stamps would be 
borne by HMCE and not by the industry, as at first announced. David 
Hubbard, HMCE, said that, dependent on how the scheme is implemented 
in detail, that would mean a £5 million to £10 million per annum element of 
costs which would not now fall on industry (Q 142). The JATCG, in a 
memorandum of supplementary evidence said that the industry was seeking 
to have this undertaking made statutory by amending the Finance Bill.128 We 
put this point to HMCE, who said: 

“The Finance Bill merely sets a ceiling for the amount charged for a tax 
stamp, rather than specifying an amount. There is, therefore, sufficient scope 
to allow the amount charged for the stamp to be set at zero” (WA 47). 

214. We note that tax stamps will not be introduced before April 2006. We 
accept the Government’s reassurance that it remains an objective to 
assist smaller businesses to meet their compliance costs and we trust 
that the consultations that are in progress, including the refining of 
the estimates of the fraud, will reach an early conclusion that allows a 
proper lead-in time. 

Next Steps 

215. We asked the JATCG how they saw the future for these arrangements. In a 
memorandum of supplementary evidence129 they said: “This measure could 
be with us for many years, long after the aims are forgotten. The value of the 
initial offsets and grants will be eroded and lost in time.” They explained that 
three steps were in their view needed to ensure that the measure was 
necessary. These were: 

a pre-implementation review, using updated intelligence; 

                                                                                                                               
127 Budget 2004, HM Treasury, HC 301, March 2004, at paragraph 5.98  
128 See evidence by JATCG (Volume II, HL Paper 109-II) 
129 See evidence by JATCG (Volume II, HL Paper 109-II) 
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a delay in the implementation date to avoid companies being hit by 
changes to their bottling lines just when they are busiest prior to 
Christmas 2005; and 

a transparent annual review involving industry, and laid before 
Parliament, as recommended in the Cabinet Office guidelines for such a 
measure.

216. We put these points to HMCE, who supplied the following views: “The 
Government will proceed with the detailed development and implementation 
of tax stamps in consultation with the industry, and will keep the evidence on 
fraud, including its gap estimate and Customs’ operational experience, under 
review whilst doing so. 

The Government recognises that, prior to the implementation date, the 
industry will need a lead-in time to procure and install new or upgraded 
machinery, to make any changes to bottling lines, and to train staff. 
Customs’ planning assumes that stamps will be available to the industry 
several months in advance of the formal implementation date. In addition, in 
discussing with the industry the detail of the tax stamp design and 
specification and the method of its application, Customs are looking to 
minimise disruption, for example, by taking account of machinery already 
used by many UK spirits producers to apply stamps for overseas markets. 

A specific fraud-reduction target for spirits will be announced alongside the 
outcome of the 2004 Spending Review. The effectiveness of tax stamps will 
be evaluated in the light of performance against that target and as part of the 
usual post-implementation review that Customs will undertake, which is 
established in practice for any significant new policy” (WA 48) 

217. The Government advance the freeze in the spirits duty as the main 
component of their contribution towards industry’s compliance costs. We 
have no comment to make on that, since our terms of reference preclude us 
from examining rates of tax. As regards other aspects of the detailed 
development and implementation of duty stamps, we are satisfied that all 
the points that the industry raised with us have been taken on board 
by HMCE. We express the hope that the consultations will result in an 
outcome that properly reflects the interests of the smaller producers 
and importers and meets their very real concerns that livelihoods 
could be put at risk. 
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CHAPTER 7: CONCLUSIONS AND RECOMMENDATIONS 

Countering Tax Avoidance 

218. We wholeheartedly support the objective of countering contrived schemes of 
artificial tax avoidance by requiring disclosure of their marketing or use. Such 
schemes are, however, at one extreme of a spectrum of tax planning, and 
there is a need to avoid the risk of over-reporting to ensure that taxpayers 
and their advisers do not report ordinary tax planning arrangements. Our 
recommendations should be seen as not in any way attempting to weaken the 
measures, but rather to make them more workable and hence more effective. 
[paragraph 19] 

219. In response to concerns that the private sector raised with us, we put to the 
Inland Revenue a number of suggestions for clarifying and focusing more 
accurately the scope of the reporting obligations. As this report goes to press, 
a dialogue between the Revenue and accountancy, legal and business 
organisations concerning the draft regulations is in progress. We trust that 
our concerns will be taken fully into account as our contribution to that 
dialogue. [paragraphs 27 and 31] 

220. We have sympathy with the view expressed to us that that the primary 
legislation and the regulations ought to be worded sufficiently tightly to put 
matters beyond doubt and that the function of departmental guidance is to 
elucidate rather than “to make the secondary rules work”. The necessary 
clarity must be written into the draft regulations as an outcome of the 
continuing dialogue. [paragraph 37] 

221. While we accept that a five-day reporting deadline is adequate for “pre-
packaged schemes”, we have sympathy with the view that, for more complex 
commercial relationships, five days is too short a period in which to 
determine whether or not a report is due. We recommend that consideration 
be given to adopting a 30-day time limit in respect of notifications under 
Clauses 292(1) and (3) of Finance Bill 2004. [paragraph 39] 

222. The experience of the US Internal Revenue Service (IRS) in operating a 
similar system of tax planning disclosure holds useful lessons for the Inland 
Revenue in working up the Finance Bill 2004 measures. In particular, three 
out of the five filters adopted by the IRS contain a de minimis reporting 
threshold. While we note the Revenue’s reservations about the introduction 
of a de minimis threshold, we believe that such a threshold could serve 
significantly to reduce compliance costs and we recommend that further 
consideration be given to adopting a de minimis limit for the reporting of 
individual schemes. [paragraphs 47 – 48] 

223. We note with approval the Revenue’s undertaking to monitor the interaction 
between applications for statutory clearance with a view to deciding whether 
such applications might satisfy the obligation to report under the disclosure 
provisions. [paragraph 49] 

224. In the light of US IRS experience, we recommend that arrangements should 
be put in place to keep the filters under continuous review with a view to 
refining them as often as necessary to exclude legitimate transactions. 
[paragraph 50] 
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225. We note and commend that the draft regulations have been published in 
good time before detailed debate on the primary legislation in the House of 
Commons. We note also however that, while the draft regulations may help 
to inform the debate, if they remain subject to the negative resolution 
procedure that will be the first and last time that they will be subjected to the 
degree of Parliamentary scrutiny which, we believe, they deserve. We 
therefore recommend that, in support of the process of continuous review of 
the filters (see paragraph 224), consideration be given to adopting the 
affirmative resolution procedure so as to provide the same enhanced scrutiny 
across the complementary measures for direct tax and VAT. [paragraph 56] 

226. We note with approval the care which has been taken by HM Customs & 
Excise to ensure that the provisions requiring disclosure of VAT avoidance 
schemes are compatible with EU law. [paragraph 62] 

227. We accept the advice of HM Customs & Excise that the key differences for 
the reporting of direct tax and VAT avoidance schemes arise largely from 
inherent differences between the two tax systems. [paragraph 65] 

228. We commend to the attention of HM Customs & Excise comments which 
have been raised with us in relation to the draft VAT Statutory Instrument 
(paragraph 67) as a contribution to the dialogue which is taking place on the 
draft regulations. We recommend that, once the designated schemes list has 
assumed its final form, arrangements should be put in place to keep the 
definitions under continuous review. [paragraph 69] 

229. We note the contention of HM Customs & Excise that the designation of 
hallmarks will have no impact on normal commercial arrangements adopted 
for reasons other than tax. We have taken into account also the significant 
effect of the de minimis limits in reducing the population of trading taxpayers 
potentially affected by the VAT disclosure measure. It seems to us that, in 
framing the targeting rules, proper concern for limiting any compliance 
burden on legitimate businesses has been demonstrated, and we trust that 
that will be maintained as the regulations are further refined. We recommend 
that arrangements should be put in place to keep the list of hallmarks under 
continuous review, with a view to refining them as often as necessary to 
exclude legitimate transactions. [paragraph 75] 

Simplification of the Taxation of Pensions 

230. We would not disagree with the balance which the Government has struck 
between primary and secondary legislation. We are pleased to note that it is 
intended that the final regulations should be ready by April 2005. Given the 
record on consultation to date, we are confident that the continuing 
discussions with the pensions industry will continue to be fruitful. [paragraph 
81]

231. We have noted a difference of view between the Government and non-
government witnesses as to how far, within the general simplification, the 
detailed rules relating to pension benefits will achieve in practice for 
consumers the simplicity which all agree should be the outcome, while 
maintaining a reasonable degree of choice. Given the welcome extent of the 
consultations so far, we recommend that the consultations between the 
Inland Revenue and the pensions industry be continued in order to attempt 
to find an outcome which will meet the proper concerns of both. We 
welcome the Government’s acknowledgement that its original proposals did 
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not meet the difficulties with bridging pensions and the amendment which 
has been tabled to bring them within the simplified scheme. [paragraph 86] 

232. In the absence of detailed replies from officials, we recommend that the 
Inland Revenue should examine very carefully the issues which have been 
raised with us relating to the death benefit rules and take them fully into 
account. [paragraph 89] 

233. The response we received from the Inland Revenue appears to go a long way 
towards meeting the point put to us about defaulting automatically to 
primary protection. Nonetheless, we recommend that it should continue to 
examine this issue carefully and to ensure that further simplification is made 
if it were found to be possible. [paragraph 92] 

234. There clearly may be some tension between the aim of providing simplicity 
and allowing a wide range of consumer choice. By and large, thanks to the 
very considerable extent to which the Government has been willing to listen 
to the points put to it by the pensions industry, this balance appears to have 
been found. We are happy to endorse the approach which the Government 
has taken in securing this balance. However, it is most important that the 
Government should continue to maintain it while resolving the outstanding 
issues. [paragraph 95] 

235. We fully accept the need for certainty in an industry which is essentially 
concerned with the very long term. We are puzzled however by the desire to 
see spelled out in legislation the steps by which the lifetime allowance will 
increase to 2010. On the one hand, why, if the Government has announced 
the steps by which the allowance will increase year by year, is it not willing to 
give those steps legislative backing? On the other hand, why is the industry 
unwilling to accept the Government’s public announcement at face value? 
There seems little between the two positions which could not be sorted out 
in discussion. The position beyond 2010 is however less certain, and here 
any further reassurance which the Government could give would clearly help 
the industry. [paragraph 102] 

236. We note the assurance from the Inland Revenue that the United Kingdom 
would not be in breach of EU law by requiring that overseas schemes should 
have to provide UK benefits. We remain concerned however that that 
confidence should be justified. And we are pleased to note that the 
Government is intending to bring forward proposals to give corresponding 
relief on contributions to overseas schemes. This decision emphasises further 
the advantages which may be obtained by thorough and open consultation in 
all stages of the development of a proposal. [paragraph 103] 

237. We have noted concerns by the pensions industry about the effectiveness of 
the Finance Bill to override scheme provisions which could be modified only 
by deed and about the commutation of trivial pensions. It is not clear to us 
why these issues, intended to reduce compliance costs, have not been 
resolved. We recommend that the Inland Revenue should clarify the issue of 
overriding as speedily as possible. In the absence of a detailed reply from 
officials, we call on the Inland Revenue to discuss with the pensions industry 
whether compliance costs could reasonably be reduced by a different 
approach to the commutation of trivial pensions. [paragraphs 108 and 109] 

238. We have noted the facility, under Clause 144, to amend the categories of 
approved pension providers, and we welcome the Inland Revenue’s intention 
to consult the Financial Services Authority regarding the proposal that it 
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should be sufficient that a firm should have the appropriate authorisation 
under the Financial Services and Markets Act. [paragraph 112] 

239. We are most concerned that the guidance available to consumers on the new 
pensions legislation should be as helpful as possible, so that the decisions 
they make on their pensions can be as well informed as the circumstances 
allow. These decisions may well be made at the workplace. Indeed, in the 
Committee’s Report on Ageing we pointed out that the Government had 
made it clear that they would like employers to take a role in providing 
information on pension planning to their staff. Given that the question has 
been raised whether the limits on the taxable benefits are sufficient, we 
recommend that the Inland Revenue should consider the issue carefully and 
in good time. [paragraph 116] 

240. While it would be outside our terms of reference to consider policy issues on 
long term savings and markets generally, the evidence we received brought 
out the need to ensure a coherent approach across pensions and savings 
generally if simplification is to be achieved in full, and so that advice can be 
given across products generally. In pursuing the separate agenda of the 
Finance and Pensions Bills, the Government needs to ensure that its 
approach is consistent and coherent. [paragraph 120] 

Small Business Taxation 

241. We have noted a difference of view between our non-government witnesses 
and the Inland Revenue as to the complexity of the new rules for the 
calculation of corporation tax. Complexity falls to be judged in the context of 
the population of taxpayers—up to 332,000 owner-managed companies, 
many of whom will not be able to afford tax advisers—who will be affected 
by the measure. We are, moreover, concerned that the Revenue should 
dismiss the risk of payment of unlawful dividends as “not a tax matter”. 
Bearing in mind that small companies are required to self-assess and do not 
have the option, such as exists for individual taxpayers, for the Inland 
Revenue to do the calculation for them, we recommend that the list of FAQs 
and the programme of seminars (referred to in the Revenue’s Regulatory 
Impact Assessment) should be supplemented as soon as possible by the 
publication of detailed guidance notes, which should deal properly with the 
issues identified to us. [paragraphs 135 and 136] 

242. We have noted a similar sharp difference of view between the Inland 
Revenue and our non-government witnesses on two particular aspects of the 
new rules: the payment of dividends out of the accumulated profits of earlier 
accounting periods; and the interaction of the new rules with the existing 
legislation covering service companies within the IR 35 regime. We are 
disturbed that, so far, the Revenue have been unable to persuade the experts 
who gave evidence to us that applying the new measure will be as 
straightforward as they have confidently asserted. As regards transitional 
difficulties raised with us, we consider that the Revenue’s response shows a 
degree of under-estimation of the extent of the anxiety caused to affected 
taxpayers and to their professional advisers during the weeks of uncertainty 
which followed publication of paragraph 5.91 of the Pre-Budget Report. We 
recommend that both the particular topics be covered in depth in the 
guidance notes referred to above. [paragraph 143] 

243. The Government presented its proposals in this area as part of its anti-
avoidance strategy, whereas most of our non-government witnesses told us 
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they regarded the measure as essentially an administrative one. They said 
that they would have had much to contribute had it been thrown open to a 
two-way dialogue. We understood the argument of the private sector that, in 
a sense, the mischief to which the measure was directed was no more than a 
natural reaction to a tax incentive which had been deliberately introduced 
and that, on the spectrum of tax planning, it tended towards the “normal” 
end. We trust however that consultation concerning the implementation of 
the new rules will be fruitful in ironing out the uncertainties over their 
application which have been raised with us. [paragraphs 153 to 155] 

Stamp Duty Land Tax 

244. The evidence we have received on the implementation of SDLT is mixed but 
reflects a picture of just about getting through on 1 December 2003. There 
was no major breakdown of the conveyancing system but at the expense of 
greater confusion and higher compliance costs than would have been the case 
with a more measured timetable. We are pleased therefore to note that the 
Inland Revenue will continue to administer the tax with a light touch. We 
recommend that it should examine the most effective means for handling the 
particular Scottish issues more effectively. [paragraph 172] 

245. The Revenue declined to offer us any comment on the level of de minimis.
We remain concerned that the cost of complying with the system (a matter 
that is at the centre of the Inquiry’s focus on tax administration) should be 
proportionate. In the circumstances we recommend that the Government 
should carefully examine, in the light of the concerns expressed to us, 
whether the limit should be increased. [paragraph 173] 

246. The contrast between the manner in which SDLT was introduced and the 
timetable for the introduction of the simplification of the taxation of pensions 
could not be more marked. We conclude therefore by restating the final 
sentence of the chapter on this tax in our report last year: 

“In our view it is more important to find the right balance between collecting 
a proper amount of tax, curbing avoidance, reducing compliance costs, 
removing uncertainty, and maintaining the functioning of the property 
industry than that the tax is brought in on a particular day, right or wrong”. 

We recommend that the Government seeks such a balance (relating to 
industry and commerce generally and not just to the property industry) on 
future occasions. [paragraph 174] 

247. As we have made clear in Chapter 2, we have no sympathy whatever with 
contrived tax avoidance schemes. Likewise there can be no quarrel with any 
attempt to block the sort of stamp duty avoidance devices involving the use 
of partnerships, to which our witnesses drew our attention. The crucial 
consideration, from the perspective of practical administration of the 
resulting provision, is that any remedial action should not impinge on normal 
commercial operations. [paragraph 183] 

248. With that thought uppermost, we sought to clarify with the Revenue in what 
circumstances there might be a charge on commercial partnerships which 
own or lease land. We note that in the explanations of the provisions which 
we have quoted at the beginning of this chapter the only references are to 
avoidance; and the reluctance of the Inland Revenue to respond in any depth 
to our questions about the impact of the tax on normal commercial 
partnership changes only serves to reinforce the uncertainty. [paragraph 184] 
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249. We are glad to note that the Inland Revenue regards the representations 
which it has received as positive and constructive; and we recommend that 
they are carefully considered so as to ensure that the uncertainty is removed 
and so that a proper balance between curbing avoidance and maintaining the 
functioning of commercial partnerships can be ensured. [paragraph 185] 

Duty Stamps for Spirits 

250. While we accept that estimates of the scale of fraud are always uncertain, we 
are concerned and surprised by the extent of the differences in the estimates 
in this instance. Clearly the question whether the compliance costs of duty 
stamps represent a reasonable burden depends in part on the extent of the 
fraud. In this context we are particularly disturbed at the size of the statistical 
range in the Government’s own figures and that it has not proved possible 
hitherto to narrow this. We therefore have some sympathy for the view urged 
on us by the industry that uncertainty over the scale of the fraud means that a 
necessary precondition for the introduction of so burdensome a measure has 
not been met. We note with approval the ongoing work to review and refine 
the data sources regarding alcohol consumption used by HM Customs & 
Excise. We recommend that, if and when it proves possible to narrow the 
differences in these estimates, the outcome be reflected in the continuing 
discussions on the implementation of the provisions. [paragraph 195] 

251. We accept that the industry was not expecting an announcement to be made 
in December 2003 to go ahead with duty stamps. But against the 
background of all their contacts and exchanges with HM Customs &Excise 
over the preceding three years, we do not consider that the time allowed for 
further representations in the early part of 2004 was unreasonable. 
[paragraph 200] 

252. We have taken note of the Government’s responses to the industry’s 
proposals, as set out in the RIA, and of the Economic Secretary’s statement 
that “I have not been looking for interest groups to come up with support for 
duty stamps. I have been looking for them to come up with serious 
alternatives, which they have not been able to do”. Properly to test the 
industry’s proposals necessarily requires that they be evaluated against their 
potential effect on reducing the level of fraud. This cannot be done 
effectively until that level has been estimated with a greater degree of 
confidence than has demonstrably been the case hitherto. Plainly if, as the 
estimates of the extent of the fraud are refined, the lower estimates were to 
be considered to be the more reliable, the industry’s proposals will need to be 
re-examined. [paragraph 204] 

253. We note the confident note struck by HM Customs & Excise in respect of 
the risks of counterfeiting and that this reflected the reassuring tone of the 
Economic Secretary’s response to the Scottish Affairs Committee, who 
however felt such a response to be verging on the complacent. Counterfeiting 
of stamps could in the event add to the overall burden of costs of the 
measure, and in this instance too it is difficult to evaluate against the 
background of uncertainty over the measure of spirits diversion fraud. 
[paragraph 207] 

254. We note that tax stamps will not be introduced before April 2006. We accept 
the Government’s reassurance that it remains an objective to assist smaller 
businesses to meet their compliance costs and we trust that the consultations 
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which are now in progress will reach an early conclusion that allows a proper 
lead-in time. [paragraph 212] 

255. The Government advance the freeze in the spirits duty as the main 
component of their contribution towards industry’s compliance costs. We 
have no comment to make on that, since our terms of reference preclude us 
from examining rates of tax. As regards other aspects of the detailed 
development and implementation of duty stamps, we are satisfied that all the 
points that the industry raised with us have been taken on board by HM 
Customs & Excise. We express the hope that the consultations will result in 
an outcome that properly reflects the interests of the smaller producers and 
importers and meets their very real concerns that livelihoods could be put at 
risk. [paragraph 215] 

General

256. Our non-government witnesses have drawn attention to the length of this 
year’s Finance Bill and to an increase in complexity and compliance costs for 
taxpayers and their advisers. Finance Bills need to strike an acceptable 
balance between the protection of revenues and the imposition of compliance 
costs on the taxpayer. One lesson from our Inquiry is that the key to finding 
this balance lies in the prior exposure, wherever possible, of the 
Government’s legislative intentions and in the institution of a serious two-
way dialogue with those who will be affected by them. [paragraphs 13 and 
14]

257. While there is no dispute as to the accountability of Ministers to the House 
of Commons for the overall policies underlying the proposals contained in 
the Finance Bill, that does not inhibit the House of Lords from scrutinising 
fiscal legislation, and indeed we were specifically charged, as a sub-
committee of the Economic Affairs Committee, with investigating and 
reporting on the administrative aspects of this year’s Bill. We do not 
understand therefore why, though we have kept within the ambit of our 
terms of reference, there was reluctance that officials should appear before us 
for a second time to deal with issues of concern raised by non-government 
witnesses or why, when we had agreed instead to put written questions to the 
Treasury, some of these did not receive substantive answers. [paragraphs 9 
and 11] 

258. Where a committee of this House is acting in accordance with its remit, it 
should be able to rely on the full cooperation of government departments in 
discharging its task and its requests for information or for oral evidence 
should be met without demur. [paragraph 11] 

259. We consider that, as last year, our work has enabled issues arising on the 
Finance Bill to be scrutinised by Parliament more comprehensively than 
would have otherwise have been the case. We therefore recommend that the 
sub-committee be put on a permanent basis and that the inquiry should start 
work as soon as convenient in any session to review relevant consultations 
that may be in progress as well as the Finance Bill itself when published. 
[paragraph 15] 
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APPENDIX 2: LIST OF WITNESSES 

The following witnesses gave evidence. Those marked * gave oral evidence. 

* The Joint Alcohol and Tobacco Consultation Group 

* The Association of British Insurers 

* The Association of Chartered Certified Accountants 

* The Association of Taxation Technicians 

* The Chartered Institute of Taxation 

Five City Law Firms (Allen & Overy LLP, Clifford Chance LLP, 
Freshfields Bruckhaus Deringer, Linklaters, and Slaughter and May) 

* Grant Thornton 

 Elvin Hedgpeth, US Internal Revenue Service 

* The Institute of Chartered Accountants in England & Wales 

 The Institute of Chartered Accountants of Scotland 

* The Institute for Fiscal Studies 

 The Investment Management Association 

* The Law Society of England & Wales 

* The Law Society of Scotland 

* The National Association of Pension Funds 

* Officials of HM Treasury, Inland Revenue and HM Customs & Excise 

* PricwaterhouseCoopers 
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APPENDIX 3: CALL FOR EVIDENCE 

The House of Lords Select Committee on Economic Affairs has set up a Sub-
Committee to consider certain aspects of this year’s Finance Bill. The Sub-
Committee, whose membership is shown in the attachment to this letter, will 
begin its Inquiry on 21st April and will complete its work and report by the middle 
of June, before the final stages of proceedings on the Bill in Parliament. 

The Sub-Committee’s first task will be to identify the specific topics on which it 
will report. In making this decision, the Sub-Committee must limit its Inquiry to 
those parts of the Finance Bill which are concerned with technical issues of 
administration, clarification and simplification as distinct from the incidence or 
rates of tax. While the Sub-Committee has already given some preliminary thought 
to this matter, it would welcome your advice in the light of the Finance Bill, which 
was published on 8 April, on the question: 

To which issue or issues should the Sub-Committee give priority in its Inquiry? 

Evidence should be limited to two sides of A4 paper and should be set out in 
numbered paragraphs. The submission should be signed and dated, together with 
a note of the author’s name and status and of whether the evidence is submitted 
on an individual or corporate basis. Submissions by e-mail are preferred (as 
attachments in Word), with a signed hard copy to follow. 

The Sub-Committee will meet to choose its topics on Wednesday 21st April 2004. 
Witnesses are therefore asked to ensure that their responses to this Call for 
Evidence reach the Clerk to the Sub-Committee by mid-day on Monday 19 April
at the latest – and, if possible, earlier. Once the topics for investigation have been 
chosen, requests for specific written and oral evidence in respect of them will be 
sent out. 

Evidence submitted becomes the property of the Committee and may be 
published. Witnesses may publicise their written evidence themselves, but in doing 
so should indicate that it was prepared for the Committee. 

8 April 2004 


