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Minutes of Evidence
TAKEN BEFORE THE SUB-COMMITTEE ON THE FINANCE BILL

WEDNESDAY 15 JUNE 2005

Present Barnett, L Roper, L
Blackwell, L Sheldon, L
Kingsdown, L Sheppard of Didgemere, L
Lamont of Lerwick, L Wakeham, L (Chairman)

Memorandum submitted on behalf of PricewaterhouseCoopers and the Chartered Institute of Taxation
by John Whiting, Tax Partner PricewaterhouseCoopers and Chairman of Tax Policy Committee,
Chartered Institute of Taxation and Derek Jenkins, Tax Partner PricewaterhouseCoopers

Conduct andOutcome of the Consultations that Followed the Introduction of theDisclosure of

VAT and Direct Tax Avoidance Schemes Provisions in Finance Act 2004

The end result has been a set of workable rules, but it all took a long time to get there. There remains a strong
argument that disclosure should have started with marketed schemes, moving to bespoke advice later if
necessary.

The initial draft rules were not well thought through and aroused considerable concern as to their practicality.
What was good was the considerable eVort put in by those Revenue and Customs personnel responsible in
coming to meetings, speaking at seminars, responding to correspondence etc during the summer and autumn
of 2004 in an eVort to resolve the diYculties that had been identified. These, of course, led to two amending
Statutory Instruments before the end of 2004. It is perhaps disappointing that issues such as Legal Professional
Privilege—identified as an issue on the day after the disclosure rules were promulgated—took until the autumn
to be acknowledged and acted on, but at least it was acted on.

The eVorts put in by the tax authorities were as nothing to the eVorts put in by advisers, both in engaging in the
generally very constructive discussions we have had and in devising their systems of compliance. All reputable
advisers want to comply with their obligations under disclosure, as they do with any aspect of the tax system;
we (and our clients) would welcome more feedback from the authorities on “how are we doing” to ensure we
comply eYciently and eVectively.

There is some contrast to bemade between the direct tax andVAT rules. The direct tax rules startedwith broad
definitions but have been narrowed; the VAT rules similarly started broad but have not been narrowed by the
equivalent of the filters in the direct tax rules. As an example, “confidentiality” is a feature of both sets of rules
but whereas the direct tax rules filter out such things as normal commercial arrangements as in letters of
engagement, those dealing with the VAT rules still consider this could trigger a disclosure. The 15 per cent
penalty for failure to disclose a listed VAT scheme (which, by definition, Customs are aware of and may in
any event be valid) seems disproportionate.

The disclosure regime needs to be viewed as something that requires all sides to work together to get a sensible
system that minimises burdens on all concerned. For the moment, they remain complex with a good deal of
work involved in their operation.

Experience of the Operation of the Disclosure Rules, Including, in Particular, their Supporting

Statutory Instruments. Assessment of the Quality of Published Official Guidance

The main issue has been in defining the terms—for example, when is something “made available”, what is a
“premium fee” and what is a “tax advantage”. These and other points remain far from certain as to their full
ambit and rather dependent onHMRC guidance that arguably does not fully accord with the letter of the law.
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The direct tax guidance has just been reissued (some months after its target date for reissue) and although
helpful it does not solve everything. The VAT guidance is generally very good despite some complexity.

One of the disappointing features of the rules generally, which carries through into the guidance notes, is their
wide ambit. This is understandable; but much of the eVort from the profession’s side has gone into narrowing
down what is required to be disclosed. This is not to avoid disclosure but more to avoid having to disclose
“chaV”—material that is well known, already done in bulk by advisers and surely not what the authorities
need to hear about. In August last year, a meeting with the CIOT produced the “CIOT letter” from the Inland
Revenue which helpfully set out that the aim of the direct tax rules was not for “promoters or employers to
have to disclose everyday advice and arrangements” and went on to list examples including flexible pay
arrangements. It is regrettable that this is not reproduced in the new guidance notes which apparently
supersede the CIOT letter and other guidance previously received.

It would also be helpful to have feedback in terms of what really does constitute an acceptable disclosure—
howmuch detail does HMRC want? Firms including PwC are making their own decisions on this and getting
there by dint of experience.

Observations on the Extensions of the Definition of Tax Advantage set out in Clause 6 and

Schedule 1

The impact of the VAT disclosure rules is of course far more on our clients than ourselves. We have spent a
considerable amount of time in helping clients ensure they have appropriate systems in place to comply with
the rules. As yet, no substantive changes seem to have been made to the rules in consequence of disclosures,
leading us to wonder if at the moment the VAT disclosure rules are being operated as more of an information
gathering and policing exercise than anything else. For example, one of the listed schemes (“Scheme 2”) relates
to payment handling services, currently the subject of a case going to the Court of Appeal but which was held
to valid by the High Court.

There is a general question to be raised over the whole definition of “tax avoidance” for VAT and whether
HMRC’s concept accords with EU law (the current cases of Halifax/BUPA/University of Huddersfield will
have something to say on this). Distinctions do need to be drawn between actions that give diVering VAT
results because of theway diVerent EU states interpret the rules, situationswhere local rules seem to be at fault,
artificial VAT scheming and of course evasion.

One reason why no schemes disclosed up until now have been mentioned in FBs 2005 may be that the
government perceive theremay be a conflict between EU regulations andwhatever action theUK government
may be contemplating. This fits into a bigger pattern of such conflict outside VAT. Whatever the reason, the
eVect of such legislation on disclosure meanwhile serves only to increase the administrative burden on
businesses and HMRC with no advantage for either the taxpayer or the tax collector.

The change to the definition of the term “tax advantage” clearly introduces further complexity. Previously a
tax advantage was defined as a situation where a taxpayer’s VAT return resulted in a reduction of VAT
payable or an increase in VAT reclaimable. The redefinition now expands this to include situations where no
VAT is charged on supplies to the taxpayer or it results in a reduction of VAT that would normally be charged
to the taxpayer where that VAT cannot be deducted. This is not unreasonable and might have been expected
from the start. However, the test can be one of who was the economic beneficiary of a purported tax saving—
which inherently can be diYcult to ascertain.

Appropriateness and Effectiveness of the Measures Concerned with Employment Related

Securities which are Intended to Counter Avoidance of Income Tax and National Insurance

Contributions (Clause 12 and Schedule 2)

It is always better to have detailed rules at least available in draft before changes to the tax law are made. We
are now over six months away from the start date of these new rules and they remain in draft. However, it is
always going to be the case that announcements are made of anti-avoidance moves which are turned into
legislation at a later date; what should happen is that draft clauses are published for consultationwithin a short
time of the announcement of action. Taxpayers and their advisers should not have to wait for months to
confirm the ambit of the new rules.
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The bigger issue is the apparent retrospective nature of the new rules. Although they apply to actions after
2 December 2004, they will catch awards made prior to this date but exercised afterwards. Is this fair—even
if they are awards of a nature that the government feels are avoiding tax? The key issue is one of certainty—
taxpayers and businesses are entitled to certainty in planning their aVairs and there are a number of areas in
this and the previous Bill that create uncertainty.

The vague nature of some of the wording (eg “something . . . has been done” in paragraphs 5 and 6) creates
more uncertainty. Can we not have more precise tests?

There is of course no argument with an objective to curb unacceptable avoidance. However, there can be no
justification to tax by law and not to tax by concession, particularly where the giving of the relief varies
according to what is viewed from time to time as “the proper amount of tax and NICs”. There is a risk that
this policy will generate a further deterrent for employers in terms of operational cost and delays, as increasing
numbers of employers see no alternative to seeking the Inland Revenue’s views on how the law impacts on
their specific share plan proposals. Even before the current proposals were announced, it was clear that the
Inland Revenue was experiencing severe resource problems in attempting to meet its customers’
understandable and wholly proper needs for certainty. This is so, despite the Inland Revenue’s lengthy
published FAQs on the topic—helpful in many ways but a worrying sign of the inadequacy of the basic laws
and of the way we now have legislation by FAQ.

Perhaps underneath all this is the need for some clear thinking on how to reconcile the availability of a 10 per
cent CGT tax rate with the Income tax/NIC charge of 53.8 per cent. Is it surprising taxpayers try to achieve
the former rather than the latter?

Clause 39 and Schedule 7

There is an overriding concern with the impact these (and other) measures will have on normal commercial
activity, particularly for UK plcs seeking to manage overseas activities and control the overseas tax cost of
doing business.

Rent factoring (Schedule 7 paragraph 1)

Schedule 7 paragraph 1 deals with rent factoring transactions that exceed 15 years, which were previously not
caught by the provisions in ss 43A to 43G TA1988, enacted as the case of John Lewis Properties plc v CIR 2003
STC 117 was going through the courts. The John Lewis case showed that rent factoring (taking a lump sum
from a third party in exchange for rights to receive rents for a period) could turn an income receipt into one
taxed as capital.

The key concern is that this new anti avoidance provision is eVectively retrospective, in that it hits existing
transactions entered into based on a legitimate (one would have thought) reliance on a position arising from
specific statutory provisions which enabled commercially driven financing to be implemented using rent
factoring arrangements of more than 15 years.

Shares treated as loan relationships (Schedule 7 paragraph 10)

Our concern with these amendments to the loan relationships rules in FA 1996 is their wide ambit. Anti-
avoidance legislation should be eVected on awell-targeted basis. Despite some improvements since the original
Finance Bill this is still rushed and potentially wide-ranging rather than well-targeted. Nor is it clear exactly
what schemes are being targeted.

There are many specific concerns. There is clearly some targeting of preference shares, which in some
circumstances are to be treated as loan relationships. That means dividends received will be treated as interest
and thus taxable. But the payer does not get a similar adjustment—and so there is asymmetry. Are we to
understand that the authorities see preference shares as unacceptable in some way?

A second example is group finance companies, many of which will be caught by the Bill as now drafted, but
which seek to raise and lend funds within their group in a tax neutral way, ie ensuring that unpredictable
foreign exchange movements are kept out of tax—this could be a receipt or deduction, but is uncontrollable
by the corporate.
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Another concern aVects “tiering” of companies—if A owns B which owns C which owns D (all are UK
companies) and D receives interest from a bank deposit, it would seem that as B’s & C’s values may move in
line with interest received, their shares could be recategorised as loans—and whilst C’s ownership of D is now
protected after this defect was pointed out in the initial draft legislation, B’s ownership of C could be caught.
This would imply a double charge to tax in respect of the same interest.

One way to reduce the collateral damage on the innocent would be to extend the motive test in 91D (3)(c) to
the whole of s 91B, and arguably to s 91A.

Additional Comments

Clauses 24–31: Avoidance involving tax arbitrage

The rules attack “arbitrage”—exploitation of the diVerences between or within national tax systems. HMRC
have stated orally that the purpose of the legislation is to counteract contrived schemes, but the legislation is
not drafted on that basis.

For example, the provisions on hybrids do not link the tax advantage to the hybrid, but assume that any
structure involving a hybrid is caught. Further work needs to be done on the guidance notes to ensure that
genuine commercial arrangements are not caught by the new legislation.

Generally, where there is a diVerence in the treatment of a payment and the corresponding receipt in diVerent
tax jurisdictions, it should not be assumed automatically that it is the UK’s tax system that is wrong, rather
than the other tax system. This is particularly relevant in the context of the EU. For example, if the tax system
of a Member State includes a relief or election, and the result of claiming that relief or making the election is
that HMRC seek to collect further tax in the UK under the new anti-avoidance legislation, that would be a
breach of Art 43 of the EC Treaty (freedom of establishment)—see, for example, the decision of the ECJ in
the case of Inspire Art Ltd (Case C-167/01).

Inbound investment should not be targeted by the new legislation. The oVshore lender’s arrangements should
not concern HMRC, but the current drafting of these provisions significantly reduces the attractiveness of the
UK as an inbound investment location.

It is an inescapable fact that there are always going to be diVerences between countries’ tax systems as a result
of local policies and decisions. Is UK Co to be blamed for taking advantage of this? Why does UK Co have
to live with the uncertainty of worrying whether they will be presented with a Notice?

The wording of the proposed new legislation is modelled on ICTA 1988 s703. In eVect, there will be a series
of mini-GAARs with no statutory clearance mechanisms. This is unsatisfactory. The undertaking to operate
an informal clearance procedure helps, but is no substitute for a statutory procedure. Specifically, there is no
clear appeal procedure.

Transfer pricing and loan relationships (Schedule 8)

These provisions follow the 4 March announcement (for some reason made separate from the Budget) with
its restrictions on the way private equity financing is eVected. The changes restrict interest deductions to an
“arm’s length” basis. On the surface this may seem reasonable but the changes raise serious concerns over the
way these changes are badged as anti-avoidance when private equity financing has traditionally followed a
model agreed with the Revenue. Surely if the Revenue felt that the previous agreement was not operating
properly, the way forward would be to open discussions with the industry to arrive at a new model?

One major issue is that HMRC should issue guidance on what constitutes “acting together” for the purposes
of new Para 4A(1)(c) Sch 28AA TA 1988. It seems this could be construed very widely: is a third party bank
to be drawn into the rules because it has agreed to provide finance for a deal?

There is also concern about elements of retrospectivity. There are transitional provisions, but it will be diYcult
to change the financing of existing deals.

Overall, the changes, and the way they have been made, send a rather negative signal about the UK as a place
to structure deals.

June 2005
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Examination of Witnesses

Witnesses: Mr John Whiting, Tax Partner, PricewaterhouseCoopers, Chair of Tax Policy Committee,
Chartered Institute of Taxation, and Mr Derek Jenkins, Tax Partner, PricewaterhouseCoopers; Mr Mike

Warburton, Tax Partner, Grant Thorton, and Ms Lindsey Ashby, Tax Manager, Grant Thornton, examined.

Q1 Chairman: Good morning. This is the first authorities, once they got the point, in being very
willing to come to meetings, do presentations andmeeting of the Economic AVairs Committee, Sub-

Committee on the Finance Bill. Because of the engage in discussions; so things have evolved
tolerably well. There are still plenty of uncertaintieselection and all of these things we are very short of

time in which to look at the Finance Bill this year, but but we do have fairly workable rules that we are
beginning to manage quite well now.we thought it important that we did what we could.

We are most grateful to you for coming along and
helping us with our inquiry. I am looking at some Q3 Chairman: In what way do you think the
familiar faces and delighted to see you again, but if business shifted as a result of discussions?
anybody has not been before welcome to this session. Mr Whiting: As much as anything, we got in more
The first thing to say is to apologise that your names filters; in other words, filtering out what I might term
are not in front of you. That, I am told, is an the chaV, the bits and pieces that, frankly, were not
administrative shortcoming or slip-up somewhere in necessary for disclosure because they are just well-
the printing works. So maybe the first thing we could known. Frankly, we still do have a certain amount of
ask you to do is to say who you are, to keep us going need to disclose things that we think HMRevenue &
until the names arrive. Thank you for your written Customs surely know about, but the rules are what
evidence. Again, the written evidence that has been they are. To a degree, there is still some work to be
sent to us has, I am sure, been read by all of us but done there, particularly on the indirect side, to
perhaps not fully absorbed, so do not feel inhibited to narrow it down, but we have made progress and it is
make the principal points again in answer to the really trying to get to a narrower set of rules for all
questions. Maybe we can start by people saying who sides, because I am quite sure HM Revenue and
they are and where they come from, and then we will Customs do not want to be deluged with disclosures;
start with questions—unless somebody wants to it is only the things that are new, innovative and real
mention something to start with. fiscal engineering that they are after; they do notwant
Mr Jenkins: Derek Jenkins, a Tax Partner in to be told about the flexible pay scheme that we have
PricewaterhouseCoopers. put in for a new client, or whatever.
Mr Whiting: John Whiting, also a Tax Partner in Mr Warburton:May I make a general comment, if I
PricewaterhouseCoopers; also representing the may, first of all? This is quite a revolutionary thing,
Chartered Institute of Taxation, where I Chair the from our point of view as accountants, in that this is
Tax Policy Committee. a new type of regime in disclosure. Whilst we fully
MrWarburton:MikeWarburton, a Tax Partner with understand the reason for it, it was yet another big,
Grant Thornton. new thing to get to grips with. What has worked very
Ms Ashby: Lindsey Ashby, Tax Manager with Grant much in our favour—and this is a change that I have
Thornton. certainly noticed since Dave Hartnett took over—is

that there has been a lot more openness in
information between ourselves and HM RevenueQ2 Chairman: Thank you very much. You are quite

happy to go straight into the questions? If I may start and Customs, which has been very, very helpful to
the flow of information and the ability to consult. Sowith the first one: what are your views on the conduct

and outcome of the consultations that followed the that is a background we have noticed—there is a big
improvement in the way things have developed. Sointroduction of the disclosure of VAT and direct tax

avoidance schemes provisions in the Finance Act much so that we have been able to have direct, one-
to-one meetings if we needed at our request with the2004?

Mr Whiting: I think, in the end, we are getting—or key people at the Revenue for taking things forward.
I think one of the things which we found moreindeed have got—to a reasonable result but it has

been quite a long and painful journey. The problem diYcult is that the timescales have been tight, given
what a big event this is in terms of getting to gripsis, initially, the rules were not good; they were very

much drafts and it took a little time to persuade the with it. The timescales have been tight. I suppose with
any consultation, having given views, I think it wouldauthorities that there needed to be some good

discussion to try and refine and make more practical be helpful sometimes to have a bit more feedback on
which views were or were not acceptable, or foundthe rules; because the overriding aim was to get to

rules that would be practical and could be complied favour. Maybe that is just a feature of consultation.
My colleague, Lindsey Ashby, was directly involvedwith sensibly on all sides, and not impose too many

burdens. I think we give great credit to the in some of those discussions.
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involved in from the start, following a case heard inMs Ashby: I would mirror that in that everything has
been open. We sent in our comments on the draft this House in 1989. The Revenue has been consulting

about the taxation of foreign exchange transactionsregulations and immediately got an e-mail back from
Ray McCann inviting us to a meeting. So it was a since 1991.We have not got it right yet.Most Finance

Bills contain further provisions to try and make thevery open relationship. I think the set of regulations
we ended up with on direct tax became far more law work, and there are further provisions in the new

Bill. The consultation keeps happening, but everyworkable than what we originally feared. I have a
slight concern over the extension of the regime for time we come to the point: “We have got to the stage

nowwhere the final government amendments have toStampDuty Land Tax as is proposed this year. It was
announced that the rules were going to come into be laid”, we then go away for a year and come back

and start again. So the consultative process couldforce on 1 July and I understand that that has been
delayed until 1 August, but I do not think that has perhaps be performed rather better if it was a

continuing point which put out some results frombeen necessarily publicly announced yet. At the
moment we have currently got a set of regulations time to time but kept talking, rather than stopping

and then restarting when it was time for the nextthat apply to all non-residential transactions with a
value over £5 million, so we have not got the similar round of legislation.
filters to the other direct tax disclosures that we had
built in, admittedly, quite late in the day last year—it

Q6 Lord Barnett: Could I clarify at the outset thiswas 17 September that they got extended to
problem of obvious conflict of interest? All of you areemployment-related securities, when the first
in the business, you might say, of trying to help yourdisclosures were due on 30 September.
clients pay less tax, and now you are involved inMrWhiting:Yes, I would echo that. You are right, 1
helping the Government to stop them using systemsAugust has not been generally announced; it is in a
and schemes that will reduce their tax liability. Wereletter that has come to some of us, at least.
any of the schemes that we are talking about schemes
that you, perfectly properly and legally, were dealing

Q4 Chairman: It is generally known now! with and recommending to your clients?
Mr Whiting: We do our best. Mr Warburton: If I can make a general comment on

that. We are, as you quite rightly say, in a position
where we advise our clients to minimise within theQ5 Lord Sheldon: What would you like to see in the

way that consultations are carried out? What about law their tax liabilities. On the other hand, if
Parliament introduces legislation of this nature onthe timetable for them?

Mr Whiting: There is a code of practice on disclosure we have no diYculty at all in saying, “That
is the law, we will abide by it in full; we give fullconsultations which, of course, when it is followed, is

admirable—basically, laying down, in general, three disclosure”. If that is the law there is no question of a
conflict arising—that is simply what we follow. Also,months or a good 12 weeks for a consultation period.

But I suppose what I would really like is, frankly, that I think it is fair to say that on the whole question of
the complexity of the legislation, which a lot of thisit was not just a code of practice but it was

compulsory; that there was not only the consultation derives from, I think there are two angles that would
be useful to surface. One is that the complexity of thebut there had to be a good report back (as has been

mentioned, we do not necessarily hear what has been legislation itself is often a source for the sort of
schemes that this is designed to find and close. This isthought of our views), and that, really, it is accepted

that there is a number of iterations—there is ideally a not just me saying it, this is something which was in
a 1994 paper put out by the Labour Party inconsultation about the principle and then a

consultation about the detail, so you can really see opposition, which basically made the point that
complex legislation is the breeding ground for taxhow it is progressing.

Mr Jenkins: One of the issues about consultation is avoidance. There are two sides to that particular
coin, but that was the Tackling Tax Abuses paperthat when firm deadlines are set there is clearly a

requirement to come to a conclusion on the which came in 1994. The problem that we have very
often with layer upon layer of legislation beingconsultation at that point, even if both sides know

they have not got to the correct answer. That of itself formed is that you inevitably you get a great body of
legislation, you get greater inconsistencies in thegenerates diYculty, so that we get unsatisfactory

conclusions passing into law to be amended some bit legislation and it becomes a lot more diYcult to
handle and it becomes almost impossible for ourlater. Sometimes getting something on the statute

book is really quite important, but there are other clients to be able to cope with it without professional
advice. You may think that is fine for accountantstimes when, perhaps, a little longer in the first place

might give us a better result. Perhaps the most but it is actually a burden on business, so it is not
generally good for the economy. And the wholedramatic piece of consultation is one I have been
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transaction—new ways of structuring it are devisedproblem of the complexity of the legislation is not
getting better, it is getting progressively worse. The which will be helpful for the tax of it, and that of itself

may be essential to the economics of the transactionconsultation process is one way of avoiding it getting
out of hand but the fundamental problem is still the actually working because the after-tax result comes

right. If in the midst of these negotiations, as andegree and volume of complexity of the legislationwe
have to cope with. adviser, you have said to your client, “Well, let’s just

change this; that works rather better”, you may thinkMrWhiting: If I can just comment, our job, we see, is
to get to the right amount of tax which is due under to yourself, “My goodness. Have I just given them a

notifiable scheme?Do I have to break oV from this tothe law. Within the law we should be at liberty to
advise our clients accordingly. I recognise that you do the administration of notifying the Revenue

within five days that I have made available to myare saying about a possible conflict but equally, in
many ways, a disclosure regime is nothing new. We client something which makes this transaction

work?” That is actually really rather unhelpful.only ever operate within the law, we only ever operate
and our clients only ever operate on the basis of—

Q9 Chairman:That is right at the heart of it. How do
you get over that problem now?Q7 Lord Barnett: I have never disputed that.

Mr Whiting: So there is nothing new in many ways. Mr Jenkins: With diYculty, is the answer. It clearly
has to be done and there have been more occasionsMrWarburton:Could I also say—and thismay not be

known—that a few years ago there was a number of when I have run, really, quite tight on the five days
(by the time I have been able to break away and dolitigation actions against accountants taken on the

notion of loss of opportunity, which basically centred the paperwork and get it in) and that is a serious
issue. We have talked about it, and the Revenuearound: “You did not advise us to do this complex

tax avoidance scheme; we have lost an opportunity accept it is a serious issue but say, “The rules are the
rules; it has to be done.” That, in terms ofand we need to be compensated.” We had a number

of cases taken against us. It caused us to actually have relationship with the client, is unhelpful because they
expect us to advise them to help them throughto consider in a lot more detail the opportunities in

this arena that we had not previously been doing. So transactions such as this. What makes British
business work is having the right advisers alongsideit is an awfully diYcult path to steer between advising

a client in the way that you are obliged to, because in them. This is unhelpful. To be quite honest, it is not
winning anything to the Revenue to get back withinone sense the law will penalise you if you are not

giving them the opportunity, and yet at the same time five days, because if we are too busy making this
transaction work we are not going to market it towewould not do anything that was not fully disclosed

to the Revenue and fully within the law. So you have anybody else. However, in discussions with the
Revenue, I cannot come up with a sensible form ofa diYcult balance.
words that would let me submit that one two weeks
later and not allow the people advising artificialQ8 Lord Sheppard of Didgemere: I was going to ask
packages to delay theirs as well.you, as a generalisation, whether the openness that

you have agreed has developed over the recent
months, and also presumably the speed at which Q10 Chairman: Are you not, in the end, saying that

what you really need is a pretty clear system ofsome decisions can be made, is actually helping, as a
generalisation, client relationships? taxation, whereby you go to the Revenue and say

“We are about to do this transaction, will you give usMr Whiting: Is there more openness? I think it is
faster openness because of the nature of the some clearance”? They do in some circumstances.

Mr Jenkins: They do in some circumstances. If youdisclosing, perhaps, within five days of a particular
scheme, but it would be disclosed anyway. Is that are looking at an acquisition, for example, that is not

always possible. You are working towards, perhaps,helping client relationships? It is causing, I suppose,
more work. the opening of stock exchange business on a day

which is the endpoint for the bid to be finalised; youMr Jenkins: It causes a lot more work. There are
circumstances where it causes real practical cannot actually go to theRevenue—unless they come

up with a remarkably fast system of clearance, whichdiYculties. This is not in the artificial schemes that
people devise themselves— I think would be unreasonable—and say, “Please

clear this”. You have to do it live. You have gotMr Whiting: Because we can all recognise those.
Mr Jenkins: We recognise those and most of those something which, in your experience as a tax adviser,

you know works within the law but which you maydeserve what was coming to them anyway. What we
are looking at is where you are involved in a major also know is something that you think probably has

not been advised to them—perhaps because it istransaction, perhaps a large M&A transaction, and
during the course of the negotiations—planning the something you have thought of for the very first time,
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Mr Whiting: That is the problem.or it is perhaps a technique that you have not used for
MrWarburton:There is another thing which I believemany years (I have been doing tax for over 30 years
has confused a lot of this discussion, which is that thenow and there are lots of things that are not
government has introduced a term in a lot of itsnecessarily current). The Revenue discouraged us
statements abusive tax avoidancè without clarifyingfrom putting in every idea we had ever used because
what is meant by abusive tax avoidance. We asthey said they would be overwhelmed, and those
accountants understand what is legal and what isthings often do not work in the area of pre-clearance.
illegal. That is a very clear and very important thingThe area that I work in is advisory. It is not devising
for us to understand, but the government has madeschemes. I advise people on how to do transactions
a number of statements that, even though somethingand that is the way in which I come across the need to
is legal, it is abusive and there is a strongnotify, rather than because I have devised a scheme.
discouragement from doing it. It is quite diYcult for
us to recognisewhat is or is not abusive in this context
because there is no real definition. JohnWhiting gives

Q11 Lord Barnett:YouhaveQuestion 2 andwe have the example of a payment into a pension fund.
your written comments on it. The main issue, you Hopefully, no one would see that as abusive but—
say, has been in defining terms. For example, when is Mr Whiting: Unless it was an oVshore pension fund.
something made available? What is the premium fee? Mr Warburton: A few years ago, as an
This is the crucial point: what is a tax advantage? I encouragement to the growth of small businesses,
found that diYcult to understand. If you look at there was a provision brought in whereby small
paragraph 14 of the background notes, we see, “The companies do not pay corporation tax on the first
main purpose for the obtaining of a tax advantage by £10,000-worth of profits. I think it was pretty obvious
any person: tax advantage is defined as including before the Chancellor had even sat down that what
reductions in the amount of VAT shown on a VAT this meant was that a lot of people who were sole
return.” It seems pretty obvious, so why are you so traders—plumbers, taxi drivers and what have you—
concerned about defining better the term “tax would find it was more tax eYcient to operate, rather
advantage”? I would have thought it was quite than as a sole trader, as a limited company. Therewas
straightforward. A tax advantage is paying less tax, a doubling almost in the number of companies being
which is the whole operation of your work. formed as all these sole traders turned into limited

companies. It was obvious that that would happen.MrWhiting: Indeed. That is part of the problem.You
When one of theMinisters was asked about this, theycould argue that it is absolutely everything and
said, “We did not realise so many people wouldtherefore everything has to be considered. Maybe
indulge in this abusive tax avoidance.” If that isthat is the right way but it is an enormously wide
abusive tax avoidance, an awful lot of things areterm. There has been recent judicial comment on this
abusive tax avoidance. But we, as accountants, haveand it really does include any position where the
to work within the law, but also we are not in thetaxpayer is put into a better state. The fact that I
business of going against the spirit of the dayadvise you tomake a pension contribution perhaps is
exhibited by the government.We wish to followwhatgetting a tax advantage. There may be other filters
is the general guidance here but it is diYcult tothat mean that I do not have to disclose this but it is
determine exactly what that is and it is certainlyan enormously wide term. Therefore, you are
something we have struggled with.potentially starting to take into account everything

that Derek, Mike, Lindsey and myself do. On the
‘made available’ term, at the bottom of this none of Q12 Lord Lamont of Lerwick: Could I just ask you
us has any problem about disclosing the marketed to repeat one point? I was surprised when you said
scheme. We can all identify with it and I do not think that you were in the middle of some M&A activity
any of us are really in that, such as a big scheme that and you suddenly came across a new way in which
we decided to market to all of you. Okay, we know you could reduce your client’s tax liability. That
when we have devised that, but it is knowing when I could qualify as a scheme. To me, a scheme is
have made something available to you. When does something that is on a prescribed list or a scheme is
that trigger a premium fee? I am not charging a something that is marketed, but you were saying that
premium fee for this because I do not think it is a scheme could be the first time you find a way which
worthy, but what I have to do in the legislation is to you have not yet used of reducing somebody’s tax
think whether somebody else such as Mike could get liability in a transactionwhichmay itself be a one-oV.
a premium fee. I look atMike and perhaps think, “Of Mr Jenkins: Absolutely. In the language of the
course he could.” statute, although the description appears when it says
Mr Warburton: You have to read the mind of “scheme” to lead you to the packaged scheme that is

being marketed, the definitions do not put you there.somebody else, which makes it very diYcult.
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Revenue are going to be able to devise solutionsThe definitions say, “If you have an idea which you
present to a taxpayer which provides them with a tax either.
advantage, which has one of the prescribed Mr Whiting: I would give one practical suggestion,
circumstances and which could be sold by somebody which is that the basic disclosure requirement is to
at a premium fee. If you would like to think it is an disclose within five days. For a marketed scheme,
eVective tax planning idea, there must be a chance that is acceptable. We can cope with that. Where we
that somebody could sell it at a premium fee. Indeed, have the practical problem is the bespoke advice
if it is an M&A transaction and I am sitting up three which brings in “made available.” At the time, we
nights in a row with it, I would probably charge extra were suggesting making that 30 days. It does not
for that. That probably counts as a premium fee. necessarily get us over the problems of definition and
Then, technically, it is within the definition. I have that is something one needs to keep working on. The
talked about this with Revenue oYcials. Trying to latest set of guidance from the Revenue has taken it
narrow the definition so that it is only the package a little further.
that is caught would be, I accept, too open to abuse
because the dividing line between a package and an
idea is really rather diYcult. I would not wish to Q15 Lord Kingsdown: Is there still nowadays in what
suggest that the things I see as oV-the-shelf packages you have described what I, as a lawyer, would call a
are able to come out of this. It seems to me that most presumption of legality? You have produced a new
of these bring the profession into disrepute. It is not scheme. The presumption I would make is that that
something that I would want to see continue. It is just must be lawful until there is legislation which makes
trying to find a way around these commercial it illegal.
circumstances. One of the other diYculties is this tax Mr Whiting: Yes.
advantage, which is a comparative term and you have
to decide what the starting position is that you are

Q16 Lord Kingsdown:MrWarburton used the wordbetter than. If somebody is about to do something
“abusive.” I wondered whether practice is such that,which would have them pay a disproportionately
if it is a rather outrageously clever scheme, it wouldhigh amount of tax compared to the economic result

and you stop them doing it, are you providing them be thought to be abusive and would be treated as
with a tax advantage or stopping them incurring a tax being unlawful in terms of practice? I suppose
disadvantage? If you are talking to an inward arguably it could result in the taxpayer having to
investor—this is much more in the past when there have an appeal.When this first came out at the end of
were quite a lot of investment incentives available in last year or whenever it was, my immediate reaction
the UK—about using all of those tax reliefs to come was the equivalent of a lawyer’s presumption of
into the UK for the first time and pay UK tax, innocence. It seemed tome that this was attacking the
actually, they are paying someUK tax that they have presumption of legality.
had calculated in the UK. Is that a tax advantage? Mr Whiting: I think that is absolutely right. I would

echo that. You can see it a little in direct tax and you
can certainly see it with indirect tax, where there areQ13 Chairman: You make the point about diYculty
a number of situations. There is currently litigationand you also told us right at the beginning you had
about themerchant charges scheme, which is the ideagood consultations with the Inland Revenue. What
that, if you have gone into a store and paid fordid you tell them the solution ought to be that we
something, you can very often be invited to pay 95 tohave not heard about? How are we going to get over
the store and five to a service charge credit cardthis problem?
company. The charge to the credit card serviceMr Jenkins: I wish I could come up with a solution
company is VAT-exempt, so that reduces the VAT.that would help us through transaction advice and at
That is currently the subject of litigation. Thethe same time make sure that those selling the
Customs attitude seems to be that this is abusive andpackaged schemes do not escape. That is something
therefore the connotation is almost of illegality. I amI am afraid I am unable to come up with. It was put
sorry; it may possibly when it comes before thisto you that these are continuing discussions. I hope
House be found to be wrong but it is not illegal.one day to get there but, as a committee, I felt you

ought to be aware that there are some inhibitors.

Q17 Lord Lamont of Lerwick: Surely, the Revenue
or Customs and Excise would say it depends on theQ14 Chairman: In a sense, if you are saying with all
particular case. The fact that it is notifiable does notthe skills and experience that you people have that
destroy the presumption of legality. Not all schemesyou are not even able to tell the Inland Revenue what

you think they ought to do, I am not sure the Inland are complex just because they are notified.
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Halifax, BUPA and the University of Huddersfield.Mr Whiting: Exactly.
Would EU law in this sense aVect our interpretation
of the way VAT works? or is it because some of theQ18 Lord Lamont of Lerwick:You say “exactly” but
schemes cut across boundaries?surely it is the other way round?
Mr Warburton: EU law is extremely important,MrWhiting:With VAT, there are eight schemes that
particularly in direct tax. It has been a cornerstone ofwe have that are now listed, that have to be notified
a lot of the developments that we have seen. Yourbut there is nothing wrong with them and they work.
question is entirely correct. It is an importantCustoms are almost collecting intelligence. It is not
consideration and we spend a lot of time looking atthat they are saying these are wrong or, “If you put
European court decisions.on your VAT return that you have used Scheme
Mr Whiting: Fundamentally, VAT is governed byNumber 3, we are going to come after you or say that
European law, by the treaty. Therefore, an appeal onthat is not acceptable.” At the moment, they are
VAT ultimately is to European law but what one getseVectively just gathering intelligence.
is, inevitably, that the Member States of the
European Union have interpreted European law inQ19 Lord Kingsdown: This is more aimed at VAT.
slightly diVerent ways in a number of instances. ThatDo you have any observations to make about the
can create its own problems and diYculties. There areextensions of the definition of tax advantage as set
a number of cases where a client says that UK law isout in Clause Six and Schedule One? Are these new
at variance with European law and pursues an appealrules clear enough? or do you anticipate practical
accordingly. The particular issue on the Halifax,problems in applying them? If you do, what changes
BUPA and the University of Huddersfield case is thewould you like to see made?
issue of, fundamentally, what planning is possible forMrWhiting: I think it is logical enough and this harks
VAT, whether there is a bright line that can be drawnback a little to something Lord Barnett said. You can
as to what planning is acceptable and when it tipssee that what we are trying to get to is any reduction
over into the European concept of abuse of rights.in the amount of VAT that you pay or any increase in
We wait to see what the decision will be.the credit you receive could be a tax advantage. The
Mr Warburton: It must be a big concern for thediYculty is paralleled in something Derek said:
government here at the moment because there arecompared with what? Of itself, I do not object to the
enormous figures at stake here, enormous potentialextension that is in the Finance Bill and I can see in
costs to the Exchequer, driven eVectively bysome ways it is completing the circle. But it does not
European court decisions. As a taxpayer, that is ahelp us in operating a practical rule in terms of “All
concern to me. As an accountant advising, it isright, where is this saving?” Are we really narrowing
something I need to be aware of in advance.it down? or are you in a sense saying that anything to

do with VAT you had better report?
Ms Ashby: The rules should have worked because the Q21 Chairman: Can you elaborate a little more?
supplier should have notified, because they are How does it arise?
reducing their output VAT. If somebody is getting an MrWarburton:There are a number of cases that have
input VAT advantage, somebody else must have been to the European courts the eVect ofwhichwould
done something to the output VAT. The problem is allow companies in the UK tomake substantial VAT
where we do not have a supplier that needs to reclaims on the basis that the law as it has been
report—ie, they are overseas. As John says, they are applied up until now has not been applied in the way
trying to close the circle on this. What is slightly it should have been because the European court says,
diYcult is that the type of people that will have to “No, that is incorrect.” We get into arguments about
notify here are not necessarily VAT-registered how far back we go. Do you go back to 1972? There
themselves because the reason why they are incurring are a lot of discussions about the extent to which
input VAT that they cannot recover is possibly reclaims could be made and the figures can be
because they are not VAT-registered. You are enormous, many millions. It is something that is
bringing them into a scheme to notifywhere normally naturally of great concern to the government and the
they would not have any VAT administration

Exchequer and it is a decision that is being made at aanyway.
European court level.

Q20 Lord Barnett: In your written answer on this
Q22 Chairman: Presumably it is also a concern toquestion, you say that there is a general question
those who have paid the VAT and wish they had not.raised over the whole definition of tax avoidance and
Mr Warburton: That is right. It is our job to let themwhether HMRC’s concept accords with EU law
know that those cases are going through and helpbecause diVerent states use this diVerently. You

relate to cases going through at the present time, the them, once the decision has been made, to get the
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is that that gets them something that they would getreclaim. The Marks and Spencer case is the most
recent example, I guess, where that was happening. capital gains tax treatment. Going back a couple of
Mr Whiting: There are plenty of direct tax cases as years to what was introduced by the Finance Act
well as indirect, but it is showing the supranational 2003, which was amended last year and probably will
authority of European law. be amended again this year, there are more

definitions and tweaks to this because it is not always
a clean situation. Perhaps you and I are running anQ23 Chairman: There is a serious practical problem
existing company and forming a subsidiary and wein the conflict between European legislation and UK
would like to incentivise our staV within that. It islegislation, both in direct and in indirect?
that sort of thing where it is not wholly clear whereMr Whiting: In many cases, UK legislation—and of
the boundary is and whether it is acceptable to givecourse it is not just the UK but in most countries in
them a capital gains based reward rather than anthe EU—the tax legislation is at variance with
employment reward. If they are getting anEuropean rules.
entrepreneurial reward, it is surely acceptable that
they get a 10 per cent taxed reward because thatQ24 Lord Barnett: If you did not give your client
seems to be what the encouragement is. Our concernadvice as to how they could get the VAT back, they
is that the line does keepmoving and varying. It is notcould sue you?
clear and this damages people’s expectations.Mr Warburton: Absolutely, because (a) it is
MrWarburton:We now have what is a very generouscommercial and (b) we can get sued if we do not tell
treatment of capital gains on business assets. If youthem. It is our job to find out what is going on so this
build up a business and sell it and you have held theis just another dimension to a pretty busy schedule
shares for two years, you can get your capital gainsthat we have to know what is going on at European
tax rate down to ten per cent. That is deliberately putlevel. Ultimately, it means an awful lot more
there as an encouragement to entrepreneurs and theaccountants and lawyers spending their valuable time
government sees that as a good thing to do. It widenswhich may be better spent elsewhere, but we have to
substantially the gap between reward tax in that waycope with what we are given.
and remuneration which is taxed at their income tax
rate plus their national insurance costs. TheQ25 Lord Blackwell: Question Four relates to the
distinction has become fairly important in financialuse of employment-related securities to counter tax
terms. There are a number of schemes that wereavoidance. We all understand that when you have
developed to enable people to be rewarded in wayspotentially a marginal CGT tax rate of ten per cent
which were designed to save income tax when in theand a marginal income and a national insurance rate
normal course of events it would have been properlyof 50 something per cent there has to be quite clear
caught for income tax, basically to disguise thedelineation of what falls into an income tax schedule
arrangements for remunerating somebody. I have noand what falls into capital gains tax. In your
diYculty at all in the fact that the government, havingresponse, you have made the point that the
had these disclosed to them, changed the law andprovisions here have created a fair amount of
clamped down on it because that is understandableuncertainty and some risk of retrospective attack on
and acceptable. The diYculty we have is twofold.schemes. Obviously what is of particular concern
One, the dividing line and, secondly, retrospection.about retrospective possibilities is where people may
We as accountants—and lawyers, I am sure, feel thehave made commitments on the basis of one
same way—fundamentally have great diYculty withunderstanding and found the law is diVerent. Could
retrospective tax. Our clients expect to be told andyou elaborate a little more on what the uncertainties
advised by us what the rules are so that they canare here?
decide what they are going to do. A threat ofMr Whiting: Typically, we are into something
retrospective tax is a pretty draconian measure. I canconcerning share schemes of one sort or another or
remember in 1978 Denis Healey introducedshare options. At one end of the spectrum,
retrospective legislation against the commodityundoubtedly there are avoidance devices that try and
straddle scheme. That is about the last time I canget an employee’s bonus out of the tax net altogether
remember it until the current arrangements. It reallyand those are the stuV of tax avoidance disclosure
does go to the heart of the diYculty in advising clientsrules. Here, we are into trying to corral what we
in uncertainty. All business needs as much certaintymight term acceptable share schemes and
as possible. Uncertainty is bad for business, bad forunacceptable. Fundamentally, if we were starting a
the economy and the threat of retrospectivecompany these days, we might well say that we as the
legislation is an uncertainty we could do without.proprietors and our staV should have an interest in
When we have the disclosure regime that we havethe company and this is very much being encouraged

by the government. What we would like to be sure of which from the government’s point of view has
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and many people have taken those decisions. Now,worked pretty eVectively—they do get early
announcement of schemes; they can bring in we are finding that those arrangements already

entered into suddenly find their tax profile changed.legislation very quickly—the threat of retrospective
legislation, I personally think, is unnecessary and A proper commercial decision that was taken on the

basis of clearly stated legislation and that drew apotentially very damaging to business practice.
dividing line now has its viability destroyed. That I
would regard as something which is undesirable. IfQ26 Lord Blackwell: What would you like the
the decision is taken by the legislature that this is toogovernment to do to clarify this?
generous, then it should say in future “I am sorry butMrWarburton:What I would like the government to
all sales of rentals have to be on income account.”do is to say that we expect people to abide by the
One accepts that is a change of policy but to say, “Welegislation and disclosure regime, open disclosure,
set you out the very clear policy but we are now goingfive days, etc., but you fulfil your duties under that
to disadvantage you as a result” seems to me to beand we will withdraw the threat of retrospective
something which I find diYcult to accept as being alegislation. I do not think there is a need for it.
reasonable process in drawing up Finance Bills.

Q27 Lord Barnett: You refer to vague wording in
your written comments and you give us an example Q30 Chairman:What did theRevenue say in reply to
(paragraphs five and six) “something” has been done, that perfectly reasonable point you put?
but it goes a bit further than that, does it not? It says Mr Jenkins: They said that they believed it was being
in paragraph five, for example, that it is if something exploited, to which my response was that it was put
has been done at or before the event that aVects the there as a specific provision and, if it was not put
securities part of the scheme or arrangement to avoid there for people to use it, I am not sure why it was put
tax or national insurance contributions. It is not that there. The response was, “I am sorry. It was being
vague, is it? exploited to an unreasonable extent.” That is coming
Mr Whiting: Something? I accept that paragraphs at it from two diVerent directions which are diYcult
five and six go on to link it but, as a term, we did not to reconcile. I find it strange to believe that anybody
find this terribly helpful. Do you mean changing the could have anticipated, putting that 15 year break on,
rights over it? Do you mean changing the interest that taxpayers would not have taken advantage of
rates? We just feel it could be helpful to give a little what appeared to be a clear rule and a way for
more amplification. As much as anything, we are raising finance.
asking the Revenue, if they cannot put it into
legislation, to at least give us some guidance as to

Q31 Lord Sheldon: That was clearly a failure on thewhat they are aiming at with “something”.
part of the Inland Revenue?
Mr Jenkins: It was perhaps a failure to anticipate theQ28 Lord Blackwell: Is this shifting from trying to
extent to which what may be regarded as an incentivejudge the action to judging the intent?
or relief would be used.Mr Whiting: I think there may be an element of that

there, yes. What are you aiming to do?
Q32 Lord Sheppard of Didgemere: The projection in
revenue is that there is a large increase in revenueQ29 Lord Sheppard of Didgemere: We asked you if

you would like to comment, which you did in your coming from the corporate sector. How material is
what we have just been talking about? Is all of thiswritten reply, on some of the provisions in Clause 39

and Schedule 7which dealt with some of the disclosed having a real eVect on the amount of tax that people
are paying?tax avoidance schemes. But do you want to quickly

fly over that and draw any points to our attention? Mr Warburton: When I saw the projections for the
extra revenue in the corporate sector, it was not at allMr Jenkins: The first thing to bring out is what is

described as rent factoring, which I find particularly clear to me—it still is not—where that was all coming
from. The history of announcements on taxconcerning. In response to the John Lewis case,

legislation was introduced that said that a sale of avoidance is an overestimate of the impact. I am sure
that there is an impact and I am sure that it will flowrents for a period of 15 years or less was going to be

on income account. The sale of rents for a period through, but in terms of the corporate sector the
impact is projected to be a 35 per cent increase in taxlonger than that was on capital account. That was a

very clear set of rules for taxpayers andmany of them revenues for the corporate sector. There is an element
to which some financial companies had tax losses insaid to us that the legislature and the Inland Revenue

had given them clear guidance. Were they to sell a 20 the past which have been used up and are no longer
available, so that is one impact of it. But the sort ofyear rent stream, that would be on capital account.

We can compare that to other ways of raising capital increases that we are seeing over and above that I find
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advantage out of it. That does not diminish the UKdiYculty in believing are really applicable to the
schemes that we are talking about. tax liability at all. If it had not done that, the amount
Mr Jenkins: One could get to that sort of number if of tax paid in the UK would have been identical, but
you applied literally this legislation as drafted in the in the way the legislation stands at the moment its
very first Finance Bill. The drafting has already UK tax liability will significantly increase because of
moved quite a way from that and, as we understand something it is doing to get a US tax advantage. That
it from discussion with the Inland Revenue, it will is very unhelpful. The Revenue appear to have
move further in committee stage amendments to get accepted that point and have accepted that only if the
rid of some of the elements which appear to be inbound investor is doing something to improve the
particularly harsh. One of the concerns I have is that UK tax position, absent the standard approach of an
that sort of increase in corporate taxation would be ordinary UK company, should it bear extra tax.
very short lived, particularly to the extent of inward Those are things which I regard as vitally important
investors being adversely aVected. One wonders how for the economy of the UK, not just unfair tax,
long they would stay here if they thought that they because I see that as something that is important to
were paying much more tax than they had this country. I spend a lot of my time structuring
anticipated when they made the investment decision inbound investment and I know that the attitudes of
in terms of the financing structures where the same investors are swayed to a considerable extent by what
profit can be taxed a number of times. This is not just you can do for UK tax. I know of transactions which
making sure it is taxed once at 30 per cent. I have no have been lost to the UK as tax changes happen.
objection to that, but to have eVectively the same They go to other countries where perhaps there is
amount of tax at every tier up a chain of companies lower employment cost or diVerent labour laws or
so in a large, complex group you can very easily get whatever. They have switched in favour of another
to more than 100 per cent tax—you only need five location rather than the UK. The inbound
tiers and you are over 100 per cent tax on the same investment market is very sensitive to these sorts of
interest income earned—people will start doing changes and I would be anxious that we did not do
something to stop that impact. You cannot sit back anything to harm that.
and have your group pay tax at more than 100 per
cent on its income. Perhaps there will be a year when
there is a big influx of tax to reflect the new legislation

Q34 Chairman:The corollary of what you are sayingbut it is inconceivable that British companies will sit
must also be true. If you are spending a lot of yourback and let that continue. There will be an increase
time structuring inbound investments to get the bestbecause there are some things which are clearly
tax arrangements, which is perfectly proper, andregarded as abusive tax planning which have been
dealing with American tax advantages and so on, itpicked up but there are other elements of it which are
strikes me that it is not an unreasonable area for thenot thought out.
Inland Revenue to be wanting to take a close look at
as well.

Q33 Chairman: At the beginning of that, you said Mr Jenkins: Absolutely.
something like, “There will be disappointment if
some of the worst of these things are not put right at
the committee stage.”What do you anticipate will be

Q35 Chairman: You think you have some sort ofthe amendments that you are expecting to see?
dialogue now that is helpful?Mr Jenkins: There are a number of amendments we
Mr Jenkins: This was not news to the UK Inlandare expecting on the shares treated as loan
Revenue. The structures have been talked about forrelationships which in particular I hope will take out
many years and they had up to now been appearingthe double counting, which is multiple counting in
to accept them as being a reasonable basis on whicheVect, which is one of the most serious aspects. That
to operate on the basis that noUK tax advantage waswill clarify the definitions and make it clear that, for
generated. Indeed, in their guidance notes on theexample, the ordinary business of financing your
general anti-avoidance provisions introduced ingroup companies in a way that in the end is already
1996, they explicitly said that, if you happen to beproducing full UK tax on the overall profit is not
saving tax somewhere outside the UK, we do notsomething which gives you extra tax. These things I
regard that as tax avoidance at all. The approach ofexpect to go. On the arbitrage rules, I expect to see
the Revenue has been that foreign tax is foreign taxsome greater clarity which will make it clear that
and that is up to the overseas country. As long as yousome of the standard UK inbound investment
are paying the standard amount of UK tax on thestructures will not bear penal rates of tax. Typically,
profits you make here, that is all we need to bea US company will structure its investment into the

UK in a way which ensures that it gets a US tax concerned about.
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Mr Whiting: Tax changes need to understand andQ36 Lord Barnett: Would it be helpful if the
accept this and have the mindset that we must notwitnesses could let us have a written note before we
damage the UK’s standing. Another example withinsee the HMRC on this clause and on any others as to
the current Bill is the changes that are aVecting theproposed amendments that the Inland Revenue are
private equity industry. It may be legitimate to makenot going to accept so that we could discuss those
changes there but the way private equity deals werewith them?
structuredwas basically under something that was anMr Jenkins: Yes. I think we will see the real
agreement from 1998 with the Inland Revenue.amendments tomorrow, as I understand it.
Suddenly, that is announced to be unacceptable
avoidance and a change is made. It is not a good

Q37 Chairman:Wewill look at those. You tell us the signal to send to the industry.
ones that are not there tomorrow and we will try and
find out why when we get the Inland Revenue here. Q39 Lord Sheppard of Didgemere: You are
Mr Warburton: I am not sure it is generally questioning in your written evidence whether they
appreciated that the number of policy decisions that understood that sector suYciently. It can be quite
have been made havemade theUK a very favourable complex. Does that mean you do not think they have
place for business to be carried out. Inward taken that suYciently on board?
investment is one aspect of it. Another aspect is the MrWhiting:Have they really appreciated that if you
extent to which the UK is a very good place to have change the rules that may push business away? If you
your headquarters, to centre your business. Apart are going to bring in some financing rules that are
from the benign economic environment, it is changes going to aVect the way a private equity deal is
to the treatment of ACTwhichwere not welcomed by structured and you talk about persons operating
pension funds but were generally helpful to together to do something, do you realise that that
multinational businesses centring here. Also, the might involve not only two or three corporates but
changes on the exemption for service of financial the bank, a third party bank, a management team

etc? Also, the way that deals move and change? I amshareholdings, which has been a very positive means
not sure that this is really the way to change the rules.of eVectively allowing multinational companies
We would accept that we could have changes to thecentred here to have both dividend and capital
private equity structure in deals. Why not sit downinflows treated tax eYciently. Combined with
with the industry—there is the British Venturehistorically a relatively low corporate tax rate at 30
Capital Association—and make sure you talkper cent, that has made the UK a very attractive
through, you understand and you are not going toplace.We have noticed a lot of companies that decide
scare the deals oVshore?this is a good place to be headquartered.
Chairman: You have got us back into the swing of it
for some of us who have not been looking at these

Q38 Chairman: Are you arguing that the tax things. Whilst I understand your view that this
avoidance theories that we are considering have should be a continuous process, the parliamentary
made that less of an advantage? process is not quite like that. There is a sort of cycle
MrWarburton: That is my fear. The question was the in these matters and I am afraid we are all part of it.
increase in corporate tax take. If the eVect of these We are extremely grateful to you for coming along,
measures is that the corporate tax take goes above for clearly having done a lot of work with the Inland
what it has been, it could counter an awful lot of good Revenue and a lot of study of these issues. It is very
work that has been done to make the UK such an valuable for us to hear the practical way you look at
attractive place. It is no accident that we have some these issues and it will inform us in the rest of our
of the world’s largest companies headquartered here inquiry.We are therefore verymuch in your debt and

I would like to say thank you.and it would be a great shame if that were to change.

Memorandum submitted on behalf of Grant Thornton UK LLP

Conduct andOutcome of the Consultations that Followed the Introduction of theDisclosure of

VAT and Direct Tax Avoidance Schemes Provisions in the Finance Act 2004

Direct tax

1.1 We were initially concerned about the potential wide scope of the rules and their impact on our day to day
work. However, the final set of legislation was far more workable.
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1.2 We have welcomed the open relationship with the Avoidance Intelligence Unit (now the Anti Avoidance
Group—Intelligence). Following the submission of our comments on the draft regulations, we were
immediately invited to meet with RayMcCann, the former head of the unit, to discuss our concerns. We have
also discussed some issues by telephone subsequent to that meeting.

1.3 Much work was undertaken last summer to identify the potential disclosures that we as a firmwould have
tomake fromwhen the legislation became eVective (either 18March 2004 or 22 June 2004).We tookCounsel’s
opinion on those that we considered should be disclosed, plus also those where we were unsure. Initially we
thought that many arrangements would have to be disclosed. However, following the announcement of the
extension of the filters to employment related arrangements, we eventually disclosed only a handful of
arrangements. It was just disappointing that this came about so late—on 17 September 2004 when the first
disclosures fell to be made on 30 September.

1.4 The draft regulations extending the scope of the disclosure rules to Stamp Duty Land Tax also seem very
wide, applying to transactions involving non-residential property in excess of £5million. The draft regulations
did not include similar filters to the employment related and financial products regulations which could lead
to most arrangements falling to be disclosed, even if they are commonplace. We understand that the date that
these regulations will be eVective from has been extended from 1 July 2005 to 1 August 2005 and we hope that
this is because consideration is being given to introducing filters.

Indirect tax

1.5 The VAT disclosure rules require a disclosure to be made in either of two circumstances. As far as “Listed
Schemes” are concerned, it is implicit that their use is considered to be for the purpose of obtaining a VAT
advantage when clearly that may not be so. A notification burden could therefore be placed on relatively small
businesses, who are acting for legitimate commercial reasons. Furthermore, for “hallmarked schemes” there
has been very little guidance (perhaps deliberately) on what constitutes “tax advantage”. This lack of guidance
will continue to create a dilemma for businesses, as they will have to decide whether or not they are aVected.

Experience of the Operation of the Disclosure Rules, Including, in Particular, their Supporting

Statutory Instruments. Assessment of theQuality of PublishedOfficialGuidance. Suggestions for

Improving the Practical Application of the Disclosure Rules

Indirect tax

2.1 In contrast to the direct tax rules, the primary responsibility for disclosure lies with the taxpayer. It is
therefore more likely that taxpayers will turn to published guidance to decide whether a disclosure is required
rather than the wording of the legislation itself. In order to assist taxpayers in this task, regular updates from
HM Revenue and Customs (HMRC) would be welcome. For example, where taxpayers have sought advice
on whether a disclosure is necessary and have received a ruling from HMRC. It would be useful if HMRC
would publish summaries (on a no names basis) of scenarios that have been put to them together with an
explanation of why a disclosure was necessary, and if not why not.

2.2 Furthermore, a dedicated specialist Helpline (not part of the general enquiries service) which taxpayers
could call to seek assistance on this specific subject would be welcome. This is in place under the direct tax
regime.

Direct tax

2.3 The direct tax rules have had more impact on our day-to-day work as the primary responsibility lies with
us, as promoters. Whenever tax planning is discussed with clients, a file checklist should be completed in
order to:

— consider whether a disclosure is required; and if not

— document the reasons why a disclosure is not required.

2.4 In terms of the application of the rules, some of the legislation has been diYcult to interpret. In particular,
we were nervous about applying the premium fee test as one of the definitions is, “a fee the amount of which
is to a significant extent attributable to that tax advantage”. That definition could apply to any fee that is
charged in respect of tax planning advice. As a result, we have had to rely on the guidance in applying this test
and look at what the filter is trying to achieve, rather than the wording of the legislation.
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2.5 The current published guidance is very out of date as it does not cover the Statutory Instruments issued
in September 2004. We are aware that updated guidance has been produced (and indeed received a copy on
8 June 2005) although it is regrettable that this has not yet appeared on HMRC’s website.

2.6 We were involved in commenting on the draft guidance when the guidance was being updated and
consider that the guidance could be improved by including examples. We even went as far as suggesting some
examples to be included. For our own purposes, it would be useful to receive feedback on those suggestions
that are not included in the revised guidance.

Observations about the Extensions of the Definition of Tax Advantage set out in Clause 6 and

Schedule 1

3.1 The existing rules would appear to be suYcient in most cases. The concern is in respect of the proposal
relating to the requirement to report a reduction in irrecoverable input tax. A reduction in the amount of input
tax incurred (and therefore potentially recoverable) would bemirrored by a corresponding reduction in output
tax charged. A reduction in output tax by the supplier would be subject to the existing disclosure rules. The
gap is where the supplier is not registered for VAT in the UK.

3.2 Where a business is already VAT registered, but suVers irrecoverable VAT as some of their supplies are
exempt, the diYculty will not only be in recognising and determining why they are suVering a reduced amount
of irrecoverable VAT, but also quantifying it.

3.3 The revised rules would also impact on businesses that are not VAT registered, as they would fall within
the regime if their turnover exceeds the disclosure thresholds. For example, where there is an overseas supplier
who is not capable of making the disclosure themselves. The unregistered UK business would seemingly have
to make a disclosure if the supply received did not fall within the VAT “reverse charge” provisions of Section
8, VATA 1994 or the value of the potentially taxable element of the supply was reduced. This seems
particularly unfair on these businesses as they will be subject to the VAT legislation, even though they are not
VAT registered and do not make taxable supplies.

3.4 We would suggest that the disclosure requirements are amended to reduce the circumstances in which this
could apply—particularly where there is a UK VAT registered supplier to make the disclosure.

3.5 Another suggestion would be that the supply and input tax recovery rules themselves are amended to
ensure that output tax and input tax are declared in the same accounting period.

3.6 Finally, we would comment that specific and focused application of the 6 VAT Directive should be used
to deal with the issues that cause HMRC concern rather than extending a reporting regime that already places
a complex burden on taxpayers.

Appropriateness and Likely Effectiveness of the Measures Concerned with Employment Related

Schemes Securities which are Intended to Counter Avoidance of Income Tax and National

Insurance Contributions (Clause 12 and Schedule 2)

4.1 It is regrettable that the Paymaster General chose to announce that not only these changes, but also future
changes to the legislation would be made eVective from 2 December 2004. The threat of retrospective
legislation is unwarranted as, in the majority of cases, the 5 day disclosure rule should be suYcient to close the
market for promoting packaged solutions. This announcement accompanied the first set of anti-avoidance
that was announced following the introduction of the disclosure rules. It was inevitable that there would be a
large number of disclosures initially, but that once the 5 day limit came into play, activity would subside.
Therefore we consider that more experience should have been obtained concerning the level of activity before
this threat was made.

4.2 The threat of retrospective legislation makes it diYcult to advise clients on how the legislation will impact
on current transactions, as the taxation of these transactions could alter in the future.

4.3 Turning to the specific measures that are included in the Finance Bill, most of these now contain purpose
tests—ie that the reliefs apply unless something has been done which aVects the securities as part of a scheme
or arrangement the main purpose (or one of the main purposes) of which is the avoidance of tax or national
insurance contributions. This reduces certainty for taxpayers and their advisers. We are used to purpose test,
for instance in the anti avoidance rules in s703 ICTA 1988 et seq. However, in those rules, there is a clearance
mechanism which provides some certainty for taxpayers. A similar mechanism would be useful in this
respect too.
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4.4 Finally, we do have a concern about one specific provision. This is contained in paragraph 18 of the
Schedule. We consider that this could be invoked in cases where a dividend is paid on employment related
securities. Previously, s447(4) ITEPA 2003 read:

“This section does not apply if the benefit is otherwise chargeable to income tax”.

Now a caveat is added to the end “. . . unless something has been done which aVects the employment-related
securities as part of a scheme or arrangement the main purpose (or one of the main purposes) of which is the
avoidance of tax or national insurance contributions.”

As the payment of a dividend gives rise to a lower rate of tax and no national insurance contributions
compared to the payment of remuneration, there is a fear that this provision could be invoked to tax the
dividend. If this is the case, this would not just increase the amount of tax, but could lead to double taxation.

We have received assurances in the past (for other purposes) that as the payment of the dividend is by reason
of the shareholder relationship (despite the security being an employment related security), the tax payable on
a dividend should not be compared to the tax rate on a salary received as an employee. If this is the case, then
an amendment to the legislation would be welcome to clarify the position as this will impact on any company
with employees or directors who are shareholders.

17 June 2005

Supplementary Note from PricewaterhouseCoopers of amendments required to deal with anomalies in
accounting practice, arbitrage, shares treated as loans and rent factoring provisions

At the sub-committee meeting held on 14 June 2005, PricewaterhouseCoopers agreed to provide the members
with a note of those amendments required to deal with what were perceived to be the major problem areas
which had not been included inGovernment Committee Stage amendments, expected at that time to be tabled
on 16 June.

No relevant amendments were published on 16 June (it is understood that they are now expected during the
week commencing 20 June) and so the list is rather longer that was anticipated at the sub-committee hearing.
Only the major points are listed below. All of these matters have been the subject of detailed papers sent to
HMRC by PricewaterhouseCoopers and others.

Accounting Practice and Related Changes

1. Schedule 6, Paragraph 5—creates a deemed taxable receipt, where there is no economic gain, in some
circumstances when impaired debt owed by one company is acquired by a connected company. A simple
change would correct this.

2. Schedule 7, Paragraphs 7 and 12—relating to discounts and deferred consideration can create double
taxation. A clear commencement date needs to be set for Paragraph 7 and Paragraph 12 should be amended
to exclude from it deferred consideration for assets disposed of before 16 March 2005.

3. Schedule 6, Paragraph 7—relating to convertible debt amends one part of the capital gains provisions
(section 116(8A) CGTA) to remove part of the unintended retrospective impact of some FA 2002 changes
(which correction has long been promised), but fails to similarly amend the other relevant provision
(section 116(10)), thus retaining significant retrospective taxation in respect of a transaction which, until the
change of law, had been widely used in commercial (non-tax driven) financing.

Avoidance Involving Tax Arbitrage

1. Clause 25 is written without a motive clause relating to saving of UK tax compared to a standard non-
arbitrage structure (eg a US group investing in the UK via a UK company will pay exactly the same UK
corporation tax, regardless of whether it paysUS tax on interest paid to it by itsUK subsidiary). In the absence
of an amendment to include such a provision, this clause will provide a major disincentive to inbound
investment into the UK.

2. Clause 25(1) prevents the proper operation of Clause 25(14–16) and should be amended to correct this (as
drafted now, companies cannot make voluntary disclosure of existing arrangements on their tax returns to
avoid penalties).
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3. Clause 25(11 and 12) have a number of undesirable computational results, the most clearly inappropriate
of which is that foreign exchange losses are disallowed, whist gains are taxed, even if both ends of the
transaction (ie the same instrument giving the loss and gain) arewithin the charge toUK tax in the same group.
This should be amended to ensure that foreign exchange losses are deductible when corresponding gains are
within the charge to UK tax. If the policy is to penalise future transactions, then such an amendment could
be restricted to cover only those entered into before 16 March 2005, at which point many of the financing
techniques involved were considered to be normal practice.

Avoidance Involving Financial Arrangements—Shares Treated as Loan Relationships

1. As originally drafted in the March Finance Bill, new section 91B et seq, FA 1996 (now included in
Schedule 7 to the May Bill) had the result of producing multiple taxation of the same passive income in any
group of companies where multi-tier structures exist (a very common occurrence—usually for commercial
non-tax reasons). The new provisions have mitigated this in part, but instead of every company in the
ownership chain bearing tax as income on interest earned at the bottom tier, now alternate companies pay tax
on the same income, so the problem is halved rather than eliminated. Whilst it is reasonable for Government
and HMRC to ensure that income is not converted into capital, to do so in a way which taxes the deemed
income not just once at 30 per cent, but a number of times, seems wholly unreasonable. A simple amendment
to allow credit for tax paid at a lower tier in the ownership structure would deal with this point.

2. Many of the definitions in these provisions are unclear or ambiguous, thus making it impossible for
taxpayers to know the extent of their tax liabilities. HMRC has been given lists of the unsatisfactory areas and
amendments in all of them are essential. A later practice note will not be suYcient to deal with legislation
drafted in this manner.

3. There is a clear overlap between these provisions and those relating to controlled foreign companies
(“CFCs”). The CFC legislation allows certain tests to be met relating to the commercial overseas operations
of a UK group which then exempts those overseas profits from being taxed in the UK until they are remitted
here. The new provisions eVectively override this exemption in many circumstances. If this is a policy change
(ie that all UK companies must pay UK tax on almost all their current worldwide profits) then it has not been
stated as such and would put UK headquartered multi-national groups at a severe disadvantage. An
amendment to bring the CFC exemptions into these provisions would clear the matter.

4. There is a targeting of preference shares, whether or not they are being used to create a tax advantage,
giving the result that the investor is taxed on its dividends as if they were interest, but giving no tax deduction
to the payer. This seems unreasonable and an amendment to limit the scope to tax-driven structures or to give
symmetry of treatment is requested.

5. Another example of asymmetry is group finance companies. Many of these will be caught within these
provisions although all that they do is raise and lend funds within the group in a tax neutral way, ie ensuring
that unpredictable foreign exchange movements are kept out of tax—this could be a gain or a loss, but it is
totally outside the control of the company. An amendment to provide an exemption for such companies would
mean that UK groups can continue to run their treasury operations within this country without suVering tax
volatility due to exchange diVerences.

Avoidance Involving Financial Arrangements—Rent Factoring

1. Schedule 7 paragraph 1 deals with rent factoring transactions that exceed 15 years, which were previously
not caught by the provisions in sections 43A to 43G TA1988, enacted as the case of John Lewis Properties plc
v CIR 2003 STC 117 was going through the courts. The John Lewis case showed that rent factoring (taking a
lump sum from a third party in exchange for rights to receive rents for a period) could turn an income receipt
into one taxed as capital. The key concern is that this new anti avoidance provision is eVectively retrospective,
in that it hits existing transactions entered into based on a legitimate (one would have thought) reliance on a
position arising from specific statutory provisions which enabled commercially driven financing to be
implemented using rent factoring arrangements of more than 15 years. An amendment to restrict the
application of this provision to rents sold on or after 16 March 2005 would address the point.

17 June 2005
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WEDNESDAY 15 JUNE 2005

Present Barnett, L Sheldon, L
Kingsdown, L Sheppard of Didgemere, L
Lamont of Lerwick, L Wakeham, L (Chairman)
Roper, L

Memorandum by the Institute of Chartered Accountants in England and Wales

Who we are

The Institute of Chartered Accountants is the largest accountancy body in Europe, with more than 123,000
members. The Tax Faculty is the focus for tax within the Institute. It is responsible for technical tax
submissions on behalf of the Institute as awhole and it also provides various tax services including themonthly
newsletter TAXline to more than 11,000 members of the ICAEW who pay an additional subscription.

General Comments

We are very concerned that the various anti-avoidance measures included in this Bill will put the UK at a
competitive disadvantage as they are: highly complicated; too widely targeted so that they will apply to
ordinary commercial transactions; uncertain in scope; and administratively cumbersome.

We understand the Government’s policy to counter tax avoidance. We do not think that the policy objectives
of encouraging businesses to come to the UK and the need to counter tax avoidance are necessarily bound to
conflict, but on the evidence of this Bill that is the inevitable result of many of these measures. The policy to
counter avoidance at all costs appears to be gaining the upper hand and cutting across the need to encourage
people to do business in the UK. Further, the UK appears to be adopting an isolationist approach to dealing
with these issues, adopting tax rules that are out of step with our competitor countries singling out the UK as
an uncompetitive place in which to do business.

There are several provisions which appear to us to be contrary to EC law. These include in particular the VAT,
arbitrage and the financial avoidance provisions.

It is clear from the EU treaty and a long history of judgements of the European Court of Justice that UK
domestic legislationmust be compliant with the European law andwe do not believe this is the case. The recent
judgment in Stichting Goed Woenen (C-376/02 judgment handed down on 17 April 2005) confirms that,
notwithstanding long-standing InlandRevenue &Customs&Excise (nowHMRC) practice of anti-avoidance
provisions taking eVect from the day announced, eg via press release runs against the two principles of EU
law, legal certainty and preservation of legitimate expectations.

Topics

Disclosure of VAT avoidance schemes (clause 6 and Schedule 1)

We said in our evidence last year that we are concerned that the current proposals are so widely drawn that
anything that does not maximise the VAT cost to business can be classed as a tax avoidance scheme. The same
comments apply this year in relation to the amendments to extend the provisions to include reducing non-
deductible VAT (ie exempt or partly exempt businesses). As we said in 2004, there has been no reliable estimate
of the extent of tax avoidance, and thus the financial justification for this measure, nor an estimate of the
compliance costs. HMRC have recently confirmed that they consider the normal confidentiality condition in
a standard engagement letter to constitute one of the “hallmarks of tax avoidance” in SI 2004/1933. If that is
correct, then any advice given by a tax adviser to a client with a VAT turnover of over £10 million pa (or
£5 million pa if the business acquires goods from another EU Member State) with the intention of reducing
irrecoverable input tax will be reportable as a “scheme”.

For example, a charity commissions zero-rated printing work. At the same time it arranges design work from
a separate firm, which is standard-rated. The VAT is not recoverable. Their tax adviser points out that if they
commissioned both from the printer, the whole supply would be zero-rated. That is a reportable “scheme”.
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Such schemes could be removed from the new reporting requirement if HMRC were to make an unequivocal
statement that the normal confidentiality condition in a standard engagement letter did not constitute one of
the “hallmarks of tax avoidance” in SI 2004/1933.

The EU VATDirectives may not specify the manner in which a European Tax such as VAT is to be managed
but it is clear from the wording of article 22.8 of the Sixth VAT Directive that the powers must be
proportionate. It is disproportionate as it imposes significant administrative burdens. Whilst there may be a
case for requiring disclosure of specific transactions, the absence of proportionality is likely to render the
disclosure provisions ultra vires EU law.

Employment related securities (clause 12 and Schedule 2)

These provisions are very widely drafted and uncertain in scope. The risks for employers and employees of
being considered to be the wrong side of the avoidance line are so great as to make it likely that commercial
incentive arrangements of the type that it is government policy to encourage will not be entered into. We also
think it is unreasonable to bring redeemable securities into the restricted securities regime with retrospective
eVect from 2 December 2004.

The new tax charges imposed by section 446UA (inserted by para 15 of Schedule 2) will result in double
taxation. First, there appears to be no allowance of the amount of this charge in the base cost for capital gains
tax. Secondly, once the tax has been paid, the employee may “make good” the amount of the notional loan,
for example by paying up the outstanding part of the subscription price of the shares, but will obtain no credit
for the tax paid (s 446U and s 446UA).

Avoidance involving arbitrage (clause 24 et seq and Schedule 3)

Whilst we note that the UK Government is not seeking to take on the role of “policing” other tax systems as
well as that of the UK, the fact remains that these provisions will damage the competitive position of the UK
from the point of view of many non-UK investors.

Ideally, any action to counter international tax avoidance should be taken through concerted action by tax
jurisdictions rather than the UK adopting a “stand alone” policy. The danger is that in seeking to curb
avoidance, investments are instead directed to other jurisdictions that do not have such rules.

Avoidance involving financial arrangements (clause 39 and Schedule 7)

We remain concerned that the legislation is not properly targeted and that multiple charges will arise. The
provisions also appear to fall foul of the EU doctrines of certainty and legitimate expectation.

Given that the scope of much of these rules remains uncertain and that transactions that were not designed to
avoid tax may be caught, we think it is unfair that these provisions apply with eVect from 16 March 2005. We
believe that the start date should be amended to allow taxpayers time to unwind transactions thatmay be caught.

Follow-up

Wewould be happy to provide the Sub-Committee with further evidence on the above points, either in writing
or orally.

15 June 2005
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Examination of Witnesses

Witnesses: Mr Peter Coussons, Mr JohnArnold, Institute of Chartered Accountants in England andWales;
Mr Mike Hardwick and Mr Ashley Greenbank, the Law Society, examined.

Q40 Chairman:Good afternoon and thank you very year, to be fair, which is that you do not have to
disclose in the formal way to the special oYce thatmuch for coming along. I think some of you know

what we are about but this year the Sub-Committee you have to disclose to if you have already disclosed
elsewhere in Customs & Excise (the then Customs &of the Economic AVairs Committee are having a very

short time in which to do our inquiry, just dealing Excise), and that clearly is a small advantage. It was
a little irritating if you were in the middle of a lengthywith the one question which you know about and for

which I am very grateful to you for coming along.We court case, then having tomake a separate disclosure.
have got your names but I wonder if you could just
introduce yourselves and where you come from Q43 Chairman: So you still think, on the assumption
before we ask the questions. they have not therefore taken much notice of what
MrArnold: JohnArnold, representing the Institute of you have said, that there are still a number of things
Chartered Accountants in England and Wales. I am that are wrong with the consultation process?
with Ernst & Young in Amsterdam. Mr Arnold: Yes, I think it was too rushed.
Mr Coussons: Peter Coussons, representing the
Institute of Chartered Accountants in England and Q44 Chairman: On the outcome at the end of the
Wales. I amwith PricewaterhouseCoopers in London. day, the system that is now in operation?
Mr Greenbank: Ashley Greenbank, representing the Mr Arnold: I think there is a diVerence between the
Law Society. I am with Macfarlanes. VAT and the direct tax and I only comment on the
MrHardwick:Mike Hardwick, representing the Law VAT. I will not repeat the comments I made last year
Society. I am with Linklaters in London. because they are there on the record but, very briefly,

it still has the ability to be interpreted far too widely
Q41 Chairman: Thank you very much indeed. Does to catch the normal commercial transactions that we
anybody want to say anything right at the beginning? were concerned about. What worries me also is that
Can I say to you, which I say to everybody, please we are told that we have had 700 disclosures (it was
speak up and please speak clearly so we can make reported inHansard from the other place last week in
sure we get an accurate record. Are you happy to go the Finance Bill Second Reading debate) but there
straight into the questions? Alright, I am very has been no analysis published of anything of that.
grateful to you. I think I am right in saying that we Maybe on the one hand you could say that was
have got some written evidence which we are very confidential but on the other hand one actually wants
grateful to you for. It is all coming in in rather a rush. to see, if you are going to introduce quite a heavy
Do not assume we have read the written evidence as compliance requirement and you are going to extend
well as we will have done in the next day or so. If it a bit this year, that there is actually a good reason
things are important please feel free to say things for it, and that bit of the evidence is still lacking.
again. May I start by asking you what your views are
on the conduct and outcome of the consultations that Q45 Chairman: Does anybody else want to
followed the introduction of disclosure of VAT and comment?
direct tax avoidance schemes provisions in the Mr Coussons:On the direct tax side the consultations
Finance Act 2004? were extremely helpful. There was an issue that you
Mr Arnold: I will start very briefly on the VAT side, will have been aware of with regard to legal privilege
if I may. Certainly the consultations were rushed. and diVerential treatment of disclosure by lawyers
There was a short timescale available. The Institute and accountants, and that issue was largely heard.
of Chartered Accountants put in nine pages of There is a residual concern that the Institute has that,
written comments and we got, I think, about a third if ever a case of penalties comes before the Court and
of a page in reply a fewmonths later.We did not have disclosure has not being made that HMRC thinks
any direct face-to-face discussions with the then should have been made, then I think the issue of the
Customs & Excise. We saw little purpose in that. We compliance of the legislation with the regulations of
felt that it was better to put the comments in writing. the Human Rights Act and possibly with the EC

Treaty will come into play.
MrHardwick: I think we at the Law Society put moreQ42 Chairman: Do you think they took any notice

of what you said in spite of them giving you a short eVort into the direct tax consultation than on the
VAT consultation. On the VAT side I think ourreply?

Mr Arnold: It was not easy to see that from the reply experience was that not much changed in the course
of the consultation. On the direct tax side thosethat we received. No, not really. By then everything

had gone through anyway. There is one change this consultations were ultimately very helpful and
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Q48 Lord Sheppard of Didgemere: I will ask you toconstructive and I think did achieve a lot in terms of
focusing the rules andmaking themworkable. Just to educate me on disclosure in a diVerent sense. If an

individual lawyer or accountant (or whoever)touch on the legal privilege side, looking back, that
was an issue that could have been grasped earlier, actually puts forward a scheme, does it immediately

become in the public domain? Does that mean thatalthough in the end the solution that was reached has
proved workable and I do not believe has proved in everybody has got access to the information? Can

anybody see the 700 schemes? and, if so, howpractice to be distortive.
quickly? Does that mean that you cannot ever have a
secret between yourselves?Q46 Lord Roper: Mr Arnold referred to the
Mr Hardwick: I do not believe that is the case. Theconsultations being very rushed. I think the code of
information remains confidential in the hands of theconduct on consultations says that 12 weeks should
Inland Revenue. All you get back from the Revenuebe available for consultation. How much time did
is a reference number which you have to pass on toyou in fact have?
the client and the client puts on his tax return. TheMr Arnold:On the draft guidance, which I agree was
details of the disclosure are not publicised in any waya public notice and therefore was not draft law on the
by the Revenue.VAT, we had I think—from recollection—four days.

That was not gratuitous from the then Customs &
Excise side but it was the way the timetable was Q49 Lord Barnett: You say in your written
driving it on. It is very diYcult. The danger of such a comments that the United Kingdom is at a
short consultation period is that, when you are competitive disadvantage.We heard similar evidence
looking at an organisation such as ours or the Law this morning. From your colleagues in accountancy
Society, we are dependent on volunteers and, if you firms within the European Union, you would have
have four days, you are probably only going to get heard whether companies there are at a competitive
two people’s input if you are lucky. If you have advantage, presumably because the anti-avoidance
longer, then you are going to get a more rounded measures are not as strong or not as targeted. Why is
view. there any competitive advantage in European Union

countries? Is it because the governments there do not
mind tax avoidance?Q47 Lord Sheldon:Given some of your views on the

disclosure rules how do you think they are going to Mr Coussons: If you have got a US Fortune 100
looking to make an incremental investment inbe improved?

Mr Coussons: I would have said on the direct tax side Europe,which is going to invest $1 billion or
whatever, and if you ignore everything else (which Ithey are operating pretty well. If you look at the

current Finance Bill, Schedule 7 alone (which we will accept is grossly over-simplifying it) and just
concentrate on tax, if through the use of theUS checkcome on to later) is 35 or 36 pages long, so one

understands there being—and John referred to the box regulations, where you can have a US parent
company set up aUK subsidiary and it is disregardedfigure of 700—many hundreds of disclosures made,

and legislative powers are being taken to counter for US tax (that is something President Clinton
brought in in 1996), the overall eVect of that is if itpresumably most of those disclosures. So in that

sense, although perhaps what was brought forward causes that disregarded entity to borrow from its US
parent company, the US does not see the loanat the 2004 PBR stage was thinner than advisers

expected, what has come out in Budget 2005 suggests because it does not see the entity at all. It is a legal
fiction and the entity does not exist. If you have got athat the regime is working pretty well on the direct

tax side. potential host country like the UK which is
introducing anti-arbitrage rules (which I know areMr Hardwick: I think we would echo that on the

direct tax side. It seems in practice that the rules have not part of your five questions but which are in the
Finance Bill at Clauses 24 to 31 of Schedule 3), thosestruck a reasonable balance, that the Revenue are

getting disclosed the tax avoidance schemes that they rules say that HM Revenue & Customs can look at
that structure and test whether there is anywanted disclosed. But at the same time we do not find

that there are excessive amounts of run-of-the-mill incremental element in the UK because of that
particular element and, if so, seek to get you to self-tax planning requiring to be disclosed. I think the

evidence from this year’s Finance Bill is that the assess to disallow the incremental tax reduction or
they issue a notice to direct that that happens. If thatdirect tax ones have proved eVective in requiring the

disclosure of tax avoidance schemes. On the indirect same $1 billion goes into France, there is no
legislation there currently, to the best of mytax side it is perhaps surprising that there does not

seem to be much anti-avoidance legislation, which knowledge and belief. There will be other places in
the European Union where that is true. So on taxeither means there is not much going on ormaybe the

targeting of the rules is not working as well. alone we may be de-selecting ourselves somewhat
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Q52 Chairman: One of the witnesses earlier todaybecause we have tighter anti-avoidance legislation on
inbound investment. There is the uncertainty as to was saying to us that the United Kingdom had been
whether it will operate. It is only operated by traditionally a very good place for international
direction from HM Revenue & Customs. companies to base their head oYces, and they had a

concern that the recent changes had made that less
so.What was not clear, as far as I was concerned, was

Q50 Lord Lamont of Lerwick: Are there provisions whether that was because we had anomalies that
of a generically similar kind in North America? perhaps people were able to exploit at the start or
Mr Coussons: Yes, at the highest level there are tax whether what has happened now has been
shelter disclosure regulations, so I think our regime detrimental to attracting international companies to
was modelled at least in part on looking at what the

London. I do not know if anybody has got a viewUS had done. They do also have something called the
on that?anti-dual consolidated loss regulations, which are a
Mr Hardwick: I think the cost of compliance is beingbit similar to our anti-hybrid rules. 404 of the
increased by what has been happening over the lastCorporation Taxes Act which came in in the Finance
couple of years. If you look at coming into the UK,Act 1987 was our first step in that direction but what
there are a couple of things that concern me. One iswe have got at the moment in the Finance Act 2005 is
the stability of the UK tax rules, in that we have hadmuch tighter and broader than the Finance Act 1987.
a number of years of very thick Finance Bills with key
rules changing quite rapidly. So you come into the

Q51 Lord Lamont of Lerwick: One of the points UK, you know what today’s rules are, but you are
which wasmade by one of the witnesses we heard this not quite sure whether you are going to be faced with
morning was that in the course of a single diVerent rules tomorrow. Aside from the uncertainty
transaction, let’s say an NMA transaction, he might I think there is then the way anti-avoidance
come across a way of reducing his client’s taxation, legislation is drafted. One has no quarrel with the
and that in his opinion was a reportable scheme even idea of stopping tax schemes, but there has been a
though it was a one-oV and had never been tried tendency to draft relatively wide legislation which
before. I must say that surprised me. Would you hits the scheme and where there is also a certain
agree with that?What is the definition of a “scheme”? amount of collateral damage around the edges. I
I would have said a scheme had to be done more than think better targeting of the anti-avoidance
once, possibly be marketable and have a degree of legislation would increase the attractiveness of the
artificiality about it. Against that background I was UK. It is also fair to say that there are a number of
very surprised that one transaction could constitute other factors which impact on the attractiveness of
a scheme. the UK, like the lower tax rates in Eastern Europe
MrHardwick: I think in principle one transaction can and across the water in Southern Ireland.
constitute a scheme. In the context of the M&A
transaction one tends to approach it from the other

Q53 Lord Sheldon: How have the disclosure rulesend, that the legislation contains a number of filters
been operating? Is there any guidance you thinkwhich are designed to identify innovative tax-
ought to be given oYcially on these matters?planning ideas and usually what you do is to test what
Mr Arnold: I think there is one aspect on the indirectyou are doing against those filters. So for example,
tax side which picks up from your question earlier.you have to ask yourself whether the idea that you
That is, if you recall, there are two groups of rules,have come up with is an idea that you might be
there are those on specific schemes and those on theexpected to want to keep confidential from other
hallmarks and tax avoidance. On the hallmarks andpeople. Or is it the sort of thing that everybody could
tax avoidance the first item is confidentiality. The testhave thought about if they had had the same issue
when we are looking now, to pick up Lord Lamont’sthat is confronting you? You have got to ask yourself
point, is that you can have a single transaction andwhether the idea is the sort of thing for which you
there are only two things that catch it. Firstly, it hasmight be paid a premium fee. If it is, then it is likely
to be done with the intention of saving tax and,to be reportable. If it is not, then it will not be
secondly, as a result less VAT has to be paid thanreportable. So I think in the context of the M&A
otherwise would be the case. So you can turn it on itstransaction what you are really asking yourself is:
head and say it is failing to maximise your VAT costs“Have I done something unusually innovative for
if you want to be cynical, but you can look at the test.which I might be paid extra?”—that sort of test. Very
The problemwith the confidentiality condition is thatoften it is quite obvious that the answer to that is “not
it was put there with the clear intention of saying, ifreally”, because it is the sort of thing that anyone
you have one of these wonderful schemes, then youcould have thought of if they had been faced with the

same set of facts. can disclose it to your client in ten closely typed pages
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Q55 Lord Lamont of Lerwick: Do you think thatand make the client sign that they are not going to
resource problems in the Inland Revenue havereveal it to anyone else. But Customs, having earlier
anything to do with it at all?said no (and when I say Customs I know it is the old
Mr Arnold: If we go down this route, there are goingterm but it makes life easier), are now saying publicly
to be increasing resource problemswhich it is diYcultthat that also applies to standard letters of
to see how they are going to meet. What I mean byengagement between firms of accountants and clients
that is that you are going to have to have an ever-which may have been in existence for years, which
increasing central team because you dare not let it govery often have confidentiality conditions in them
out to local oYces, because if someone issues aboth to protect the client and to protect the firm of
penalty you could get an appeal, and themoment youaccountants—because they are advising the client
get an appeal, you are having the vires of the lawand not a third party. And Customs are saying that
challenged. You have got to have the right facts,is catching it. If they are right, it means every piece of
whether it is proportionate, whether it stands up inadvice from a firm of tax advisers is then caught.
Luxembourg. Some of it will and some of it will not,Really we do not need a change in the law. We just
and so you have got to keep that very tightly—need a clear statement from Customs rather than one
controlled centre and in that sense there is going to bething last year and another thing this year, because
a resource issue going on. I doubt there is a resourcethat would take a lot of the problems out. It would
issue at the moment.take out the example we have given in our paper. I am

sorry to get into the detail but it is those kinds of
things that are important. The risk, coming back very Q56 Lord Sheppard of Didgemere: Can I touch for
briefly to your question, is one does not know. It is one second on the question of competitiveness in the
very easy to sit here and cry wolf. The question is— UK. Can we talk about your terribly important
are we going to see transactions re-routed and kept sector not only in London but in the UK. We are in
outside the UK? I think—to an extent yes. Is it going such a strong position on the legal side and the
to be serious? I do not know yet. The trouble is that, financial services side globally. Has this aVected you
once it has happened, it has happened. I was at a in any way? or is it another task for you to do?
conference the other week with four directors of tax MrCoussons: I think it is another task. In a sense I put
from major multinationals, and three of them were in my written submissions that you might spend as
saying that what they thought would happen was long under the regulatory regime if you have got an
that, as the UK tax climate was perceived to be more SEC-listed audit client because, first of all, you have
hostile, people were not going to up sticks and leave to look to see whether under the SarbanesOxley rules
but you would see new developments taking place you can give them any tax advice in the first place.
outside the UK and that was the worry. You have got to comply with EU regulations on

money laundering. There might be a UK regulatory
aspect as well because you have got the UK
subsidiaries. Then you have got to look and seeQ54 Lord Sheldon: Do you see the disclosure rules
whether your advice is going to be discloseable. At

being improved? and in what way? least half of your time therefore is, from the client’s
Mr Arnold: I think the biggest improvement in the point of view, non-productive. You then get on to the
indirect tax, apart from the point I have just made, real business of giving tax advice. It is more work for
would be if there could be given a clear justification advisers but it is not necessarily productive work for
for them, because at the moment we have got the client.
absolutely no evidence that they were ever necessary Mr Arnold: No.
to any extent and they are very wide-ranging. If we Mr Greenbank: From our point of view, we probably
could actually see that bit, then I think there would see it less than Peter here. It is usually very easy to be
be greater acceptance. The risk at the moment is two- able to tell when you have got a problem from our
fold. One is that, I suspect, a lot of companies might perspective on the direct tax side because of the
be caught by them but it does not occur to them, filters. There is additional hassle and non-chargeable
because it is not a scheme in any sense of the word. work in terms of not being able to start advising
Then you have the reaction of the tax authorities and, before you have got past that point. But it is usually
if they then overreact, the company is going to easy to identify a problem case. The original draft of
overreact and we are going to get legal challenge after this regulation, was absolutely awful in terms of
legal challenge. That is not really what we are trying compliance, but the final version has not been too
to achieve and does not help anyone. Customs have diYcult to handle. One of the problems with the
had a bad year in the European Court. Frommy side consultation, going back to the earlier question, was
of the table one can smile about it but it does not that we started oV with the regulations being drafted

so widely that many firms started to put in placeactually help anyone.
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Q58 Lord Kingsdown: You are seen to be sharpsystems to deal with this, which at the end of the day
compared with other firms?proved to be unnecessary, because the sensible filters
Mr Hardwick: Yes, and that is the risk factor thatwere then introduced. However, the filters were only
makes you take the rules very seriously and makeintroduced at a late stage in the process whereas we
sure that you get it right.had been having to put in place the systems to deal
Mr Arnold: In VAT of course, when the penalty iswith the original draft, to train our people to deal
taxed years at 15 per cent, even if no taxwere payable,with it and to train people in other parts of the firm
because what you did was perfectly legal, you mightto deal with the system which then never came into
be more determined to fight, which is what I wasthe play. At the end of the day, we were able to tell
talking about earlier and challenging the legal basisother parts of the firm—you do not have to worry
for the law.about this, we can handle this in the tax group, but it

was a bit of an annoyance.
Mr Hardwick: I would echo that. We have found at Q59 Lord Sheppard of Didgemere: We have been
Linklaters that the actual compliance is not talking about VAT on and oV. One observation is
particularly onerous now. If you are advising on that you always seem to be much less happy, unless I
something likely to be discloseable inevitably there is have misunderstood what you said in writing and
a certain amount of discussion with clients and other verbally, about the process that has happened on
advisers as to who is going to disclose, whether the VAT than on direct tax, where less filters have ended
filter tests are met or not. But in the great majority of up in the system. Is that generalisation right?
cases obviously the rules are not engaged and the sort Mr Arnold: I think it is fair, although I cannot speak
of systems that Ashley was referring to earlier have for everyone else.
not proved necessary. Certainly, when we started oV

down the disclosure rules we were facing the prospect
Q60 Lord Sheppard of Didgemere: In that case theof putting in place systems requiring people outside
question I would put to you is that perhaps therethe tax department, each time they opened a matter,
should be a slightly wider definition of taxto say whether or not they thought tax advice was
advantage—which seems a naive statement—butlikely to be given so that we could track matters that
seems fairly logical to me reading it. However, I ammight need disclosing. With the addition of the filters
quite certain that it has been more complicated thanwe now do not need to do that, so the extra cost of the
that.rules has proved manageable.
Mr Arnold: If you take the confidentiality point that
I made earlier and you take the legislation this year
which is dealing with the partially exempt or the

Q57 Lord Kingsdown: Could I ask something about exempt sector (where, as you know, exempts are
what I would call the sanctions element in this. You where you do not charge VAT and you cannot
talked earlier on about a scheme being reportable. If recover it either—the “too diYcult” box basically
you think up a good new scheme and do not report it, where, for example, you cannot charge 17 and a half
and subsequently it comes to light that you have per cent VAT on mortgage interest, at least it would
taken advantage of it but actually there is no extra tax be rather diYcult to sell that to the electorate as a
flowing from it after all, what is the attitude of the whole), you might have a financial institution which
Revenue then? Are you in trouble for not reporting? wants a new computer system for an exempt activity
or is it simply a part of what one would call the and it has got to decide whether to buy or to lease. If
presumption of legality—it is a perfectly good it buys it it, will get no VAT deduction in Year One.
transaction and they should not be concernedwith it? If it leases, it it will be charged a lease rental over a
Mr Hardwick: I think it would depend on the year and that VAT will not be recoverable. I am
circumstances. If you have reasonable grounds for talking from a third party, not a captive. It seems to
not having reported, then you are likely to have a me that that will become a discloseable scheme. This
discussion with them and they may disagree with you is where I am saying that the danger is—we have got
but you are probably not going to face penalties. The to narrow it down to what the Customs part of
guidance says that, if you have taken a reasonable HMRC really see as the mischief of the tax
view in not disclosing, the Revenue will not seek avoidance. If we do not do that and we leave it too
penalties. I think most of us feel that the real sanction wide, then the innocent are going to be caught and
against getting this wrong and not disclosing some of the innocent may fight back, and then we
something that should have been disclosed is the start bringing thewhole scheme into question. I know
damage it could do to the professional reputation of we are the only country of the 25 in the European
the firm. There is a fine of £5,000, but the reputational Community that has a disclosure scheme on this

(indeed any disclosure scheme) but I thinkwe do needdamage is potentially far greater.
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But the first was dismissed very comprehensively byto look at it because I see problems coming, and I am
not alone on that. the Advocate-General, largely on the same grounds

that we and others said at the time: how can you hold
someone financially responsible who had noQ61 Lord Sheppard of Didgemere: What would you
knowledge? There is and always has been a simplewant us to recommend on VAT?
answer for how to stop it, which is that you changeMr Arnold: Firstly, I would go on the confidentiality
the tax system and you do not allow tax-free goodsissue because I think that is an absolute. Secondly, I
floating around; but that runs against policy andwould actually question (because we get these figures
therefore has not been used.occasionally thrown out but we never get any basis

for them and they are always going to be estimates—
and one can always attack an estimate, and I Q63 Chairman: You say it is the variable rates of
appreciate that) whether there is a real basis for it.We VAT (exempt and not exempt) which are the
spoke last year on fiscal stamps, where figures were problem?
used to bring in the tax stamps for bottles of whisky Mr Arnold: If I am in the Netherlands, say, I might
whichmeant that every independent outlet in theUK sell high-value goods to you in the UK and you give
only sold illegal whisky—and yet the law still went me a VAT registration number and I do not charge
through. I think if we question the figures we can use you VAT. You might sell the same goods to Lord
that to narrow it down to what it really needs to be. Barnett who, is also in the UK and you charge him
I think at the moment we are letting the oYcials VAT. He believes in your trustworthiness and pays
choose—and I am sure I would do it if I were there— you but you forget to pay that money to Customs &
aswide a net as theywant. The trouble is the cost. The Excise and disappear. That has been a very simple
cost is not just the cost of disclosure. The cost is the VAT fraud since 1973, but when you have it on
cost of checking whether you have to disclose and computer chips and so on so you can be talking about
everymajor company has had to set up procedures to transactions of £5 million a day.
go through this for almost every new transaction
they do. Q64 Chairman: I think this is really quite disturbing,
Mr Hardwick: I think the Law Society sees the VAT because we have had this evidence before and I
disclosure rules in action rather less than the thought this was what they were in the business of
accountants because lawyers tend to be concerned stopping. What you are saying is they have not really
with transactions and a lot of VAT is concerned with stopped it?
day-to-day dealings. But I think I would say two

Mr Arnold: In the case they lost they were trying to
things. One is that the proposals in the Finance Bill to stop—I am sorry, Lord Barnett—
extend the scheme to cover irrecoverable VAT seem
entirely logical. The drafting looks fine, so I do not

Q65 Lord Barnett: I plead guilty to not having donethink we have any particular diYculty with that side
anything about it years ago!of things. More generally I wonder whether the VAT
Mr Arnold:With due respect, the change took placedisclosure rules could learn from the direct tax
in 1993—disclosure rules in that filters have worked well in

direct tax, so I cannot myself see why they should not
also work in the context of VAT. Q66 Lord Barnett: Alright.

Mr Arnold:—when we had the Single Market but
there was always that gap in the system. There areQ62 Lord Sheppard of Didgemere: Just one other

question on VAT.Most of us on this side of the table two ways of doing it. The case in Luxembourg was
trying to stop you getting the deduction for the VATwere alarmed, when we discussed this subject two

years ago, about the scale of VAT fraud and so on. that you paid in good faith and on that theAdvocate-
General has gone against the UK. Then there was theWhilst they have been tightening down on some of

the regulations on VAT have they managed to stop new law two years ago and that is still to come and be
heard, but probably the same points are going to besome of the VAT fraud?

Mr Arnold: It has gone down a bit—from £2 billion decided inmuch the same way. There are twoways of
dealing with it. Either we say that, when I sell to Lordto £1.7 billion. It is somewhere in that region. What

they have done is they have lost a case. I say lost a Wakeham, I do not charge VAT as now but then he
does not charge VAT either when he sells to you, socase but we only have the Advocate-General’s

opinion, so they lost a major argument in there is no gain: or, as we did for the gold scheme
when that was a fraud in the 1980s, LordBarnett thenLuxembourg that you can hold third parties

responsible who were in the chain but who had no has to pay the VAT directly to HMRC and not to
you, not for the whole VAT system but for certainknowledge of the fraud. HMRC have lost one of the

arguments on that and the second one is coming up. types of commodities.
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Mr Greenbank: I would say certainly this last year. InQ67 Chairman: Which is what they have had for
the usual run up to Christmas you get a lot of bonusgold for some time?
schemes from investment banks coming across yourMr Arnold:Which is what they have had for gold for
desk. If you are judging it in those terms, thesome time. Or the third one, which is not good, which
legislation was very eVective in terms of reducing theis I have to charge you Dutch VAT.
numbers of those sorts of scheme in the employment-
related securities area. Whether or not that was a

Q68 Chairman: So what would you recommend? consequence of the announcement of the specific
The fact is, we were appalled at what we were told legislation, I do not know. Whether or not it was a
and very supportive of trying to do something about consequence of changes made to the Finance Act
it. If they have not done anything about it, we shall 2003 and changes going on to that legislation or
want to know why. whether it was because of the threat of retrospective
MrArnold:The best system forme is to chargeDutch legislation which was announced at the same time is
VAT but that requires a number of other things to quite diYcult to say. But it certainly was eVective in
happen first which Member States have been dealing with it in the usual Christmas bonus rush.
reluctant to do. If you could deduct that Dutch VAT These things are usually quite seasonal, as you can
in your British VAT return, not in the same box but imagine, and so it is quite diYcult to see what the
in a diVerent box, and the UK then accounts with the permanent eVect is. But at themoment it does look as
Dutch Government, then there is no diVerence if the legislation has been eVective in that sense. On
between me charging you and you buying it from appropriateness, I think we do have some serious
someone else in theUK. But that is not going to come concerns that some of the legislation at least is
about for a while. I think the patch has to be that you disproportionate in the way in which it operates.
take VAT out of that chain until the final consumer, There are aspects of the legislation which are penal.
because if you do that you cut the £1.7 billion a year They impose double income tax charges on certain
loss. This has been going on since 1973 and building benefits that are provided to employees. They can tax
up. people on amounts which they do not actually end up

earning at the end of the day without any credit or
repayment of that tax if they have paid it up front. So

Q69 Lord Sheppard of Didgemere:Can I just ask one there is a real concern on the way in which it has been
more supplementary. If you take the £1.7 billion, for handled and that feeds into the practical impact. We
example—and I am not trying to pin you down to the can all probably agree that dressing up an investment
figure—what we are talking about here under change banker’s bonus as some sort of transaction on a share
of definition—is that like shifting the deckchairs should be taxed at 40 per cent plus the national
compared with that sort of number? insurance. When you are trying to do an ordinary—
Mr Arnold: I suspect it is because that is apparently I say ordinary—private equity-related transaction
real money, and I amnot sure how real this is because when you have got the management involved in the
we have not seen the basis of the estimates: and whole structure, trying to advise them with some
anyway it is only theoretical because, if people did certainty on what their outcomes are going to be
not do the transaction because of the reporting, they when they finally sell the shares they are getting or
are not going to pay the tax and, if the transaction when they are actually getting them in the first place,
takes place in another country, they are not going to when inevitably there is complex structuring and
pay the tax. So it is all terrible airy and theoretical terms and conditions being placed on their shares, in
with the best will in the world, whereas here this sort of context is actually now very diYcult, and
apparently we are talking about real sums. I wouldmake some sort of plea for more clarity in the

legislation. I think Mike will say that he thinks
putting these anti-avoidance rules into legislation

Q70 Lord Roper: Coming on to direct tax and the and having mini GAARs, if you like, on specific bits
issue of employment-related schemes in Clause 12 of legislation is not such a bad thing because you can
and Schedule 2 I have got two questions. First of all, generally say whether or not you have an avoidance
what are your views on the appropriateness and likely purpose or not when you start oV. That is fine, if it is
eVectiveness of the measures concerned with done on top of the legislation which is clear in its
employment-related securities which are intended to outcomes to start with. When you just layer one on
counter avoidance of income tax and national top of another, it just adds uncertainty to
insurance contributions. Secondly, are there any uncertainty.
practical problems arising from making this
legislation eVective from the date of the Q71 Lord Lamont of Lerwick: On appropriateness
announcement of the intention to act to close this there is a real problem for theRevenue, as I think you

have conceded. The Chancellor has been extremelyloophole on 2 December 2004?
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EUdoctrines you tell us. Does thatmean to say—andgenerous on capital gains tax at ten per cent and then
you have 53.8 per cent income tax and NIC. There is again it comes back to this whole question of
a huge incentive. One of our earlier witnesses in competitiveness—that companies in the United
written evidence said: “Is it surprising taxpayers States, for example, would not now be paying as our
trying to achieve the former rather than the latter?” companies would be paying under the new rules?You
That is a problem for the Revenue. cannot complain, incidentally, that you did not know
MrHardwick: I thinkwewould accept fully that there about it because a lot of it stems from the disclosures
is a problem for the Revenue. What we do think, under the 2004 Act.
though, is that the rules should be proportionate and Mr Coussons: The point that we were referring to in
in some of these rules where there are tax avoidance our written submissions was what has now become
things going on, then more than the real profit is known as the Section 91B problem, so in Paragraph
being taxed. Indeed, in one instance the rules appear Ten of a very long schedule (35 pages or thereabouts)
to allow you to impose multiple charges of tax. That there is a provision 91A and then 91B toG, which are
does not seem to me to be either fair or going to change the tax treatment of certain securities
proportionate. I have no diYculty with the idea that held by a UK company if the value of those securities
53 per cent tax should be levied on the true profit replicates an interest-like return. The policy behind
coming from employment but what I do not think is the legislation, as per HM Revenue & Customs’ own
fair is to find that it is 53 per cent not on the true profit presentation at the Finance Bill Open Day on 6 June
but the profit that might have been made on an at Church House, is to bolster an anti-bank section
artificial hypothesis and was not in fact made on the (Section 95 of the main consultation) which basically
facts. I think the rules need to make sure that it is the stops banks taking part of their loan book, finding a
real profit that is being taxed. tax loss borrower and saying, “Instead of me lending

to you at interest andme paying tax onmy loan book
portfolio, why does my special purpose vehicleQ72 Lord Lamont of Lerwick: If you are paid in
subsidiary not inject floating rate preference sharessecurities, the value is what it was worth on the day
into you? You cannot get a tax deduction so insteadyou were paid and that is the choice that you made?
of me charging you 6 per cent, which you cannotMrHardwick: That is right but I am afraid that is not
deduct, I will charge you 5 per cent; and because I amwhat the rules always do. If one takes the example of
getting a preference dividend on my loan book but ina convertible security, what the rules do is tax you,
the special purpose subsidiary which does not havenot on the value of what you have got when you get
banking status, I do not pay any tax.” That was whatit, but on what you would get if the securities were
I understand Section 95was designed to do. It has notimmediately convertible. If you never convert those

securities, you do not make that profit and there is proved very eVective. HMRevenue & Customs have
nothing that gives you your tax back. It is entirely told the business community representative bodies
right that you should be taxed on the benefit that you that the whole purpose of 91B is to shore up this
actually get when you get the security, but actually section which one understands is trying to stop banks
the rules are going further than that in some putting part of their loan book into special purpose
instances. vehicles and not paying tax on what in commercial
Chairman: I am just asking whether we have got a terms is an interest-like return. The issue that we have
note about that because it does seem to me that it is with the provision is that in our opinion it is
something worth pursuing further. Is it possible to untargeted because it applies to the whole corporate
explain that problem in writing, fairly quickly I fear? sector, not to banks only and dealers of securities. It
I think that is a very reasonable question for us to try applies to UK plc, the FT100, down to the 350,
and understand. anybody. It is on a self-assessment basis, so you have

to read the seven pages of legislation and come to the
view that it does not apply to you or else put it in yourQ73 Lord Barnett: We are now dealing with
tax return. The EU point is that, if you thought youSchedule 7, clause 39, where there are some pretty
were going to get a preference dividend that was taxstraightforward tax avoidance schemes which I
exempt because UK-to-UK dividends are not taxedassume you have all recommended over the years!
and you would not get a capital gain on the securitiesIndeed in another life I may have even recommended
until you disposed of them (and possibly then if youone or two myself. You say it is very complicated, so
had a non-portfolio shareholding of ten per cent orat least you can charge fees again for unwinding the
more you would get the new capital gains exemptionschemes for which you got fees before. But, more
as the substantial shareholders’ exemption availableimportantly, you say in your written piece here that
to corporates. Unfortunately, what you do get if youthere are going to be multiple charges. At least
fall foul of this legislation is market-to-marketpreviously there were no charges. They are very good

avoidance schemes but it is now going to fall foul of taxation, whether or not you have received any yield
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artificial, so if you have got specific points that targetfrom the securities at all. The EU point is on whether
areas which involve EU doctrines or anything else, ita measure that aMember State adopts functions as a
would be very helpful, Chairman, if you could put itrestriction to a cross-border flow of funds, movement
in writing to us, so we can again put them to theof capital in a portfolio situation, freedom of
Treasury.We require a specific targeted complaint. Itestablishment, if you can influence the decision-
is no use putting a generalised complaint.making process in an investing company. Even if the
Chairman: There is something in the brief you sentsame treatment is accorded to an entirely domestic
but perhaps not enough.situation, the cross-border situation falls foul of the

EC Treaty. Our concerns are three-fold. The first is
that the legislation is potentially unenforceable in an Q74 Lord Barnett: We have so many papers.
intra-EU situation because of this restriction point. Mr Coussons:We could send a supplementary note.
The second is, I suppose, the competition point Chairman: A supplementary note would be very
again, that it is terribly complicated and, if someone helpful.
is looking at theUK as a location for subsidiaries and Lord Barnett: With some specific amendments you

might have in mind.so forth, youmight shy away because youwould have
to look at this block of legislation. The third is
another EU point which comes from a back case Q75 Lord Roper: In particular you say that the 16
Stichting “Goed Wonen” (which I think is Dutch for March 2005 start day may be too soon because
“good living”). They lost by the way! It had to do people may want to unwind some of these
with a VAT avoidance scheme in the Netherlands transactions.What sort of start date would you think
that failed and the reason I refer to it is because the reasonable?
European Court of Justice reminded everybody that, MrCoussons: 16 June would be better than 16March.
if aMember State changes its law and gives notice by
press release that they are going to do it but the local Q76 Chairman: It is at the heart of what we are all
parliament does not actually enact the change until about really in the sense that nobody is arguing that
six or nine months or whatever later, then there are the artificial transactions should not be caught; it is
two twin principles of EU law at stake—legal the genuine transactions that are getting caught that
certainty and preservation of legitimate expectation. we are concerned about.
If the final legislation is significantly diVerent from Mr Coussons: There is a lot of collateral damage here
what was in the press release, then the ECJ will say, for UK plc.
“Well, probably that has been a breach of EU law MrArnold: There is a problem even with the artificial
because you have breached the taxpayers’ right to ones within that timescale. We cannot back-date
legal certainty and preservation of legitimate unless we make a clear announcement of what it is
expectation.” If you go to the press release available that applies from that date.
on 6 March (I checked this morning), there is one
sentence saying that the Government were going to Q77 Chairman: Absolutely.
bring in legislation to change the taxation of these Mr Arnold: That is what is going to cause the
types of securities from capital gains on disposal and problem.
exempt dividends tomarket-to-market taxation if the
company issuing the security replicated an interest- Q78 Chairman: In principle, when I was in the
like return. We now have seven pages of dense Treasury, it was certainly the position (and Lord
legislation but there is no way anybody, even inside Barnett here can tell you) you could do it from the
HMRC, could have foreseen what the final law date you made it clear what you were doing but not
would be on the basis of what was available on the before.
press release date. Mr Hardwick: I think it is terribly important that
Lord Barnett: Could I clarify something here. You press releases should make clear the real ambit of the
complain, fairly, that the Inland Revenue have not legislation, becausewhat happens in reality is that the
targeted straightforwardly and it is too broad. But, people who have these sort of transactions are sitting
equally, your own views are not targeted properly. there on Budget Day trying to work out whether they
We would like to have those targets because most of need to unwind them or not. I think they need to be
the schemes that I see here under Clause 39 are pretty given a fair description of what the measure is so that
artificial–looking. Looking at most of them— they can take a fair, informed decision one way or
converting interest-type income into capital gain or another.
an untaxed receipt; exploiting a loophole in the loss- Mr Arnold: I was told by a senior press oYcial that
buying rules; involving capital redemption bonds and they had been—he did not use the words “dumbed
the creation of artificial losses; exploiting the 15-year down”—written in less detail than there had been in

press releases in order to get the message across morecut-oV in the rent factoring rules—these are all pretty
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into prominence at the beginning of the 1990s whereeasily. That may well be true for the man in the street
but, if you are looking at the detail, it is not actually what people did was they had a building, they

granted a lease on the building to a subsidiary anddoing that.
they then sold the benefit of the rental payments to a
bank. What that did eVectively was to replicate

Q79 Lord Sheppard of Didgemere: I was going to ask economically a loan at interest but the rental
whether in fact you think you are being marginally payments by the subsidiary were tax deductible, so in
unfair on the complexity of this tax avoidance. If you eVect he got a tax deduction on repaying a loan. Fair
take the French situation, I understand it is driven by enough that that should be caught. The original
(I forget the precise word) the intent. “Why is it you legislation drew a distinction between short-term
bought that loss–making subsidiary? Because it was deals which are caught and longer-term deals which
business logic? or because you wanted a loss?” You were regarded as being ok, and the reason for that is
would probably get the question three years after the that for many years people have done sales and
event. So whatever you do on tax avoidance it makes lease–backs as a way of releasing money. When you
business life complex, does it not? Is this any worse look at the agreements, there is not a terrific
than France? diVerence between a sale and lease-back or a lease
Mr Arnold: France has got a abuse de droit provision and lease-back and one of the schemes. With the
which targets artificial avoidance. It is two pages and removal this year of the 15-year limit that applied to
litigation goes up to the Conseil d’Etat from time to the original legislation it now becomes more diYcult
time. Being common law based, obviously we do not to do a sale and lease-back to raise money. You run
have a general anti-avoidances provision, a GAAR. into problems if your sale and lease-back gets
But we have lots of mini GAARs, as Ashley was accounted for as a finance lease. Those diYculties
saying. The problem with this proliferation of mini could be avoided if we had a purpose test. If we had
GAARs with the large Finance Bills we have been a tax avoidance purpose test, it would catch the man
having in recent years, particularly with tax who is trying to generate a tax deduction for repaying
avoidance disclosure and more and more mini a loan but it would leave bona fide sale and lease-
GAARs, is that it becomes harder and leads to backs out of the legislation. Even if we are going to
more advice. see a whole series of sticking plasters plugging the
Mr Hardwick: Even if we are proceeding down the gaps in the system, by having a purpose test we could
line of having mini purpose-based tests, I think more at least avoid the collateral damage for the innocent
consistent use of those tests would be helpful. I think transactions.
I can illustrate that by two bits of this schedule.
Firstly, we have talked a bit about Section 91B and

Q80 Chairman: I think Iwill bring this to a close. Butshares. One of the parts of that refers to shares which
I cannot resist asking just one last question. In spitetaken together with another associated transaction
of the complications there is no suggestion that youbroadly give an interest-like return, which are
would like to see a general avoidance basis ofdesigned to give a return equivalent to a commercial
taxation? I would be wrong if I drew that conclusion?rate of interest. It is actually quite diYcult to know
No comment?what that is targeted on.Myunderstanding is that the
Mr Hardwick: I think there are swings andRevenue do not intend to apply it to a
roundabouts and, if it could be accompanied by astraightforward preference share that is non-
clearance procedure so that the Revenue would beredeemable. However, getting that out of the
prepared to confirm that you were not within it, therelegislation can be quite diYcult. For example, if you
might well be something to be said for it as anhave got a straightforward preference share which is
alternative to ever greater sticking plasters andassociated withmaybe a guarantee of the dividend on
complexities, but without the clearance procedure itthe preference share, or arrangements enabling the
brings its own diYculties of uncertainty.investors to dispose of the preference share if

dividends are not paid, then on the face of it that Mr Arnold: Lord Wakeham, can I just leave the
Committee with a question—I know it is the wrongappears to be caught, although my understanding is

that the Revenue’s intention is that if the preference way round—and that is that I do not know quite how
you function internally but it seems to me from threeshare itself gives an interest-like return it is not

intended to be caught. That is an area where I think a years of appearing before you that we do touch on
quite significant issues that need to be investigatedtax avoidance purpose test would limit the collateral

damage but without weakening the eVectiveness of rather more deeply than we are ever able to do in the
time. They are not always critical to the Finance Billthe legislation on the schemes which it is presumably

targeting. My second example is right at the in that year in the sense that one could look at them
in some other period. Maybe the Committee couldbeginning of the schedule—the rent factoring

scheme. That was a scheme that, I think, first came look at having an on-going role outside the Finance



3113832006 Page Type [O] 12-07-05 00:06:49 Pag Table: LOENEW PPSysB Unit: PAG1

31the finance bill 2005: evidence

15 June 2005 Mr Peter Coussons, Mr John Arnold, Mr Mike Hardwick
and Mr Ashley Greenbank

Chairman: I think that is the role of you and theBill timetable where it was looking at aspects of tax
policy and was taking evidence from ourselves, from InlandRevenue andCustoms. I do not think that this

Committee would be the appropriate body or wouldHMRC and from anyone else it felt might be useful
to actually come to some agreement, because it have the expertise to be able to do that sort of thing.

That is a wider question and it is a useful suggestion.cannot be easy for you to hear us say it is all too
complex and it is added burdens and the Revenue Can I just say to you that we have appreciated you

coming and we have appreciated your expertise andauthorities saying it is perfectly reasonable because of
this, this and this. It is extraordinarily diYcult to you sharing your views with us. It has been very

helpful to us in the role which we have in seeking tojudge. The only way one can come to a sober
judgment of that is to look at it over some time and give some guidance to the Government on what we

think theGovernment should be doing, and no doubttake rather more detailed evidence, which you could
then question. I do not know if there is a role for the we will do that. We are grateful to you for helping us

in that inquiry. Thank you very much indeed.Committee in that.

Supplementary Written Submission on Paragraph 10 of Schedule 7 by the Tax Faculty of the Institute of
Chartered Accountants in England and Wales

As requested at our oral evidence that we gave to the committee on 15 June 2005, we have set out below in
more detail our comments in relation to Paragraph 10 of Schedule 7 Finance Bill dated 25 May 2005 viz the
insertion of sections 91A to 91G into the FA 1996.

It is our understanding from HMRevenue & Customs Finance Bill Open Day on 6 June 2005 that the policy
purpose behind proposed new Sections 91B to 91G FA 1996 is to reinforce the provisions of section 95,
ICTA 1988.

Section 95 was enacted to prevent banks or other financial institutions who hold assets on dealing account
transferring such assets or acquiring them in the first place via a special purpose subsidiary which does not
have banking status nor is taxed as a dealer, and converting taxable interest income into tax exempt (often
preference) dividend income, and avoiding mark to market in taxation.

However, as drafted, the provisions, which operate under the self assessment regime, cover the entire UK
business sector, and not just banks and other financial institutions. This is in our view unnecessary and
ineYcient, and has a considerable regulatory impact. Our strong recommendation was and remains that the
provisions are inappropriately targeted and should not be enacted as they stand, but should be replaced by
targeted legislation augmenting section 95 ICTA 1988 but only as regards banks and other financial
institutions.

Our second concern is as to the commencement date of these provisions, which HM Revenue & Customs
advised is still intended to be Budget day viz 16 March 2005. Under EC law, and having particularly regard
to the recent (17 April 2005) European Court of Justice judgment in the case of Stichting Goed Woenen
(C-376/02), a Member State’s providing that legislation (here anti-avoidance legislation) shall take eVect from
a date prior to that when it is enacted is only consistent with EU law where taxpayers’ legitimate expectations
are respected (see Paragraph 33 of the ECJ’s judgment).

The Inland Revenue Budget 2005 Press Release Rev 22 contained only one sentence (albeit repeated twice) in
relation to the introduction of new Sections 91B to 91G FA 1996 “the following schemes are blocked:
(e) conversion by companies of interest—like income into either a capital gain or tax nothing using shares or
derivatives over shares (Paragraph 3), which was repeated at Paragraph 13e”.

We have requested HMRC, therefore, to draw toMinisters’ attention that adhering to the currently proposed
16 March 2005 eVective date is in our strong opinion contrary to EU law. The eVective date should be no
earlier than the 26 May 2005, when taxpayers have the benefit of the second draft Finance Bill provisions in
relation to this matter.

Thirdly, insofar as these provisions operate as regards portfolio or non portfolio shareholding where the
investee company generates an interest like return (the trigger for the legislation), we remain of the view that
the provisions will constitute an unjustifiable restriction to cross-border movement of capital or freedom of
establishment and so will be contrary to the directly applicable fundamental freedoms of the EC Treaty, and
therefore unenforceable. We have drawn this to the attention of HMRevenue & Customs, who do not agree.
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In the circumstances, we can only say that it is likely that these provisions will result in further ECJ litigation
in due course.

Fourthly, and lastly, these untargeted and complex anti avoidance provisions are yet a further deterrent on
holding investments via the UK, and so in our view, when taken together with the anti-arbitrage provisions
and the tax avoidance disclosure regime, will in some cases deter incremental investment in the UK, in the
same way as the US Sarbanes-Oxley legislation is deterring the listing of foreign companies in the US, and
triggering the de-listing of an increasing number of foreign companies from US Stock Exchanges.

16 June 2005

Further Supplementary Evidence from the Institute of Chartered Accountants in England and Wales

1. Clause 6—VAT Disclosure

One point which we were unable to develop at the hearing last week concerned the likely impact of these
disclosure provisions on outsourcing in the financial sector.

Our concern over the new disclosure requirements is that if HMRC are seen as attacking any action taken by
financial sector companies to mitigate the VAT eVect of outsourcing as “unacceptable tax avoidance”, it will
inevitably have the eVect of either halting the development of outsourcing, leaving theUK financial sector less
eYcient, or encourage further outsourcing oVshore, probably outside the EU to a “low cost” country.

We would agree that Clause 6 only imposes a disclosure requirement, and does not change the current law.
However, the danger is that it will be widely seen as presaging HMRC action against the financial sector on
anti-avoidance grounds.

It would therefore be helpful if HMRC would make a clear statement on their strategy towards outsourcing
in the financial sector in the light of the newdisclosure requirements in Clause 6. Such a statement could reduce
the number of financial sector companies unnecessarily outsourcing overseas.

As is well known, the financial sector is exempt or partly exempt for VAT, which means that it cannot recover
most or all of the VAT on its costs. There is therefore hidden VAT on every financial transaction. It is
estimated that the banking sector suVers some £3 billion irrecoverable VAT per year. Since some µ of its
supplies are to businesses which can recover VAT, that represents some £2 billion of double taxation per year.
(The business receiving the service has to pay an increased charge to reflect VAT cost to the bank, and in turn
will reflect that increased cost in its charges to its own customers, on which it will charge VAT).

VAT exemption for the financial sector has been a long-standing feature of the VAT system, but the problem
has been exacerbated in recent years by the trend towards outsourcing. Where a financial sector business
performs activities within its own legal entity or within its VAT group, there is no additional VAT cost. But
if it outsources the activities to a third party, VAT w 17.5 per cent becomes chargeable, most or all of which
it will not be able to recover. When VAT is taken into account, a 10 per cent outsourcing saving will typically
cost the financial institution more than keeping the activities in-house.

This clearly acts as a considerable disincentive to outsourcing, and the issue was highlighted in the 2000
Cruickshank Report (Competition in UK Banking, A Report to the Chancellor of the Exchequer, Don
Cruickshank, March 2000). It its Executive Summary it stated:

Eliminate regulatory distortions

. . . . . .

33. This principle should be applied specifically in: the developing area of digital signatures, where
there is a danger of banks being given special treatment; deposit protection, where the danger is of
over regulation; and the VAT treatment of financial services, which risk distorting financial firms’
decisions to contract out activities or undertake them in house. In these areas, the Review
recommends that:

. . . . . .

the Government should review the definition of financial services for the purposes of VAT, to ensure that
there is no discrimination between in house provision by financial suppliers and outsourcing.

So far as we are aware, there has been no progress on this issue, which we concede is a diYcult one. However,
other Member States such as Luxembourg and Italy have been more accommodating towards the financial
sector in this area, in particular by adopting a wider interpretation of Article 13(A)(1)(f) of the 6th Directive.
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It would be misleading to suggest that the 17.5 per cent VAT charge is the only barrier to financial sector
outsourcing in the UK. Clearly, if a business can make savings of 40 per cent or 50 per cent by outsourcing
to a “low cost” country, the VAT impact will be less relevant, although in many cases no VAT will be payable
on the fee from the outsourcer. But many of these straightforward outsourcing of administrative and business
process engineering functions have already taken place. Our concern is now with the next stage, where the
savings are less, but where there would be a significant transfer of industry skills from the UK. If the VAT
system and HMRC’s approach to “unacceptable tax avoidance” are allowed to dominate the outsourcing
agenda, then the UK risks losing not only the VAT, corporation tax, income tax and NIC revenue, but also
the industry skills which otherwise would have developed new business in this country.

2. Carousel Fraud

2.1 Estimates

Lord Sheppard asked for the current position, Customs’ estimates of losses to the UK for the latest four years
(taken from their annual reports) are as follows:

Year Lower estimate Upper estimate
£ billion £ billion

2000–01 1.39 2.62
2001–02 1.77 2.75
2002–03 1.65 2.64
2003–04 1.06 1.73

The estimate of £1.7 billion given by John Arnold at the session on 15 June is therefore close to the upper
estimate for 2003–04. We accept it is clearly diYcult to estimate the extent of this fraud, but the reply of the
Chairman of HMRC in evidence to the Public Accounts Committee on 2 February 2005 on HM Customs &
Excise Standard Report 2003–04 at Q79, referred to a reduction of between £480–610 million in the year,
which is diYcult to reconcile with the above. It is possible they were calculated on a diVerent basis.

There is also a useful analysis by the National Audit OYce in their Report,HMCustoms and Excise, Tackling
VAT Fraud (Report by the Comptroller and Auditor General, HC 357 Session 2003–04: 3 March 2004).
Chapter 3 analyses the then position on carousel fraud.

2.2 Further developments since 2003

Whilst there appears to have been a welcome reduction, the fraud continues at a substantial level. We remain
of the view that it is inappropriate for HMRC to have introduced legislation and to pursue court cases against
businesses where there is no evidence of involvement in the fraud.

We and others gave evidence on the Finance Bill provisions in 2003, and you considered them in your Report
for that year. In particular we were concerned that the UK legislation provided insuYcient safeguards for
legitimate business, and it is now clear that this is indeed the case. We also stated at the time the risk would
be that HMRC would take action against legitimate businesses in the chain (since those are the ones which
remain after the fraud has taken place) and this is what has happened.

As the Advocate General in the European Court of Justice said in February 2005 in his Opinion in theOptigen
case (see Appendix), such an approach:

“. . . would drastically shift the burden of the problem from the tax authorities to the private sector,
at the expense of legitimate trade and the proper functioning of the VAT system.”

We also think it unfortunate that UK businesses have had to go to the ECJ and that it was not possible for
the UK itself to take a measured and proportionate approach.

There was an obvious risk of carousel fraud from the inception of the Single Market changes from 1 January
1993. However, the VAT system then introduced was considered temporary and was only expected to last for
three years. Twelve years later, Member States have still not agreed on the replacement system, and there is
little sign of that happening for many years to come, if ever.
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We therefore urge once again that HMRC should take action to remove the VAT advantage that permits the
fraud to take place. As we said in 2003, this can be done by zero-rating all supplies of these goods within the
UK until the final retail stage. This approach has also been recommended by senior figures in the German tax
administration in relation to combating carousel fraud in Germany.

In your 2003 Report, you set out at para 5.15 three reasons why HMRC did not consider such a change
possible.

The first was that it would have to apply across the whole industry sector. It would indeed have to apply to
all sales between VAT registered businesses of the classes of goods as described in the law. But we are unclear
why that would be such a problem. For example, for many years all sales of all goods and services in the
Netherlands between non-resident businesses to resident Dutch VAT registered businesses have been subject
to the reverse charge as a security measure. (This is to prevent, inter alia, the non-resident business collecting
the VAT and then becoming a “missing trader”).

Secondly, HMRC argued that it was unjustified, since the internal UK trade was far less aVected than the
intra-EC “import-export” trade. Quite apart from the fact that this could be seen as discriminatory in terms
of the EU Treaty, zero-rating down the supply chain is unlikely to harm domestic transactions. High Street
retailers would purchase their goods wholesale, apply the reverse charge, and charge VAT on their retail
supplies. The position would be no diVerent than as now when a retailer purchases goods directly from a
business in another Member State. It is diYcult to see how the fraud would be “ pushed to the far end of the
chain” when VAT would only be charged on a retail supply to a non-registered person. No non-registered
person could credibly purchase the value of goods required to make the fraud profitable for the seller without
the need for the purchaser to register for VAT, when the supply would be zero-rated.

Thirdly, HMRC stated that they would have to apply for a derogation under the Sixth VAT Directive.
Member States, including the UK, do this fairly frequently, and the procedures have recently been simplified.
We do not see how this can be regarded as an obstacle.

The alternative is to continue as we are, but that will only continue to put more UK businesses, unaware of
any fraud and unable to investigate it, at risk fromHMRCaction.Whilst the 2003–04 reduction was welcome,
even HMRC’s lowest estimate shows the fraud running at over £1 billion per year. We consider it preferable
to remove the obvious opportunity for fraud, and to reintroduce fairness into this business sector.

The current position can be seen from a recent article in Accountancy Age, as follows:

Traders win first round in EU carousel fraud battle

Companies caught in the crossfire during Customs’ battle with traders abusing the EU’s VAT-free
policy have won an early victory at the ECJ.

David Rae, Accountancy Age 1 March 2005

Tens of millions of pounds worth of public funds have been put at risk on the latest roll of the dice
in a “carousel fraud” battle between computer component businesses, mobile phone traders and
Customs & Excise.

A group of companies, boosted by a preliminary European Court of Justice decision announced last
week, is now preparing to launch a group action to reclaim VAT from the government. Some of the
individual claims reach eight figures, without taking into account interest accrued. In terms of overall
cost, the Treasury could face a bill for hundreds of millions.

LastWednesday, an ECJ advocate general ruled that Customs was wrong not to refund VAT on the
purchase of computer components to companies trading in the lucrative physical commodities
market. Simon Airey, a partner at law firm Dorsey & Whitney, says that he knows of “several
companies that have been put out of business” as a result of Customs’ position.

Recent events at the ECJ orginate in the summer of 2002, when Customs acted to stop the leakage
of billions of pounds of VAT from organised crime gangs taking advantage of the EuropeanUnion’s
single VAT system. Because trading betweenmember states is eVectively VAT-free, fraudsters would
“carousel” the same goods, and then sell them through unaware dealers to complete the circle.
Customs, however, pursued these innocent dealers, as well as the guilty parties, to recover the lost
VAT.

Carl Boraiko, a director ofDragonFutures, which is understood to be owed asmuch as £16.5million
by Customs, says that his company has been held to account for “someone else’s alleged fraud”,
leading it to pull out of theUK. Boraiko hopes that the three companies fighting it out in a test case at
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the ECJ—BondHouse Systems, Fulcrum Electronics andOptigen—will lead to the return of money
rightfully belonging to his company.

Hassan Khan, the solicitor acting on behalf of Bond House, says the opinion from the advocate
general accepted taxpayers’ arguments that Customs’ grounds for stopping hundreds of millions of
pounds worth of VAT refunds are “flawed, without foundation and violate the basic principles of
European law”.

City law firm McGrigors is hoping to establish a group claim for companies looking to reclaim
millions of pounds owed to them byCustoms, as well as damages due to lost business. SimonCollins,
a partner at McGrigors, says Customs is continuing with its aggressive stance, despite the obvious
concerns that the ECJ will overrule the government.

“We will file claims before the final ECJ decision because it will put added pressure on Customs,”
says Collins. “It shouldn’t be using a blanket policy, but should be looking at this on a case-by-
case basis.”

A Customs spokesman confirms that the department will continue to use the measures it currently
employs, but that if the ECJ ultimately rules against the government it “will pay back any amounts
due”. He added that if a trader is having repayments delayed pending further investigations, they
will have access to a VAT tribunal.

DonMavin, a director in the VAT investigations team at Chiltern, says his firm has been “acting for
a number of clients who have been struggling financially, as Customs has withheld VAT owing for
over two years now”. “We sincerely hope that the ECJ will endorse this opinion and see that these
innocent parties are refunded what is rightfully owed,” says Mavin.

Customs remains predictably vague, saying that it “notes the advocate general’s opinion”, but adds
that it must wait for the judgement of the full ECJ court.

In the light of the above, we also believe that further consideration should be given to the recommendation of
your Lordships at para 5.21 of your 2003 Report to protect the rights of the legitimate business. This stated:

“5.21 We recommend that consideration be given to providing that, before taking steps to hold a
trader liable under the joint and several liability provisions of Clause 18, HMCE should be obliged
to seek leave from a Chairman of the VAT and Duties Tribunal. The application, which should be
approved by the Commissioners of Customs and Excise themselves, without power of delegation,
should be on an ex parte basis. Before giving leave, the Tribunal Chairman would have to be
convinced by the HMCE case against the trader that the business was involved or complicit in the
alleged fraud.”

APPENDIX

Further detail on developments in combating carousel fraud since 2003

1. Action by HMRC

VAT registration

Since 2000, there have been increasing controls on VAT registrations, which have been partly eVective.
Unfortunately, they have also had the eVect of delaying VAT registrations (and therefore when they can begin
trading) for bona fide businesses.

2. The “Non-economic Activity” Argument

HMRC have also argued in the courts that where there was a carousel fraud, supplies along the whole chain
are not “economic activities” for VAT purposes. The eVect of the argument is that any VAT paid by an
innocent business is not deductible as it is not part of the normal VAT system. Consequently, the business
cannot reclaim it on its VAT return and must suVer the cost.
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HMRC succeeded in this argument in the VAT Tribunal in the Bond House, Optigen and Fulcrum cases
(VATTR Nos 18100, 18112 and 18113), although the Tribunal Chairman stated in the judgment:

“It would be diYcult to imagine a system further removed from simplicity or neutrality if the VAT
treatment of transactions depends on a retrospective analysis of other transactions of which the
appellant is unaware and cannot discover . . . But regretfully I see no escape from the conclusions I
have reached which flow from looking at the transactions as a whole.”

The action taken by HMRC in these cases, where no fraud by the businesses themselves was alleged, runs
counter to the various assurances given by HMRC in 2003. Whilst those were given in the context of the
Finance Bill 2003 measures, we see no reason why they could not equally have applied here, where, from the
published VAT Tribunal reports, the companies had constantly co-operated with HMRC, even giving them
details of their customers and suppliers on a continuing basis.

On appeal, the High Court referred the cases to the European Court of Justice, where the Advocate General,
contrary to the VAT Tribunal, has now found that the transactions are economic activities and so do fall
within the VAT system. Paragraphs 41 and 42 of his Opinion read (our emphasis):

“D—The principle of legal certainty

41. If the Court were to accept the interpretation advocated by the United Kingdom, that would
give rise to considerable uncertainty concerning the application of the Sixth Directive. Such an
interpretation would mean that, if traders wanted to be sure at the time of a transaction that they
were incurring rights and obligations under the VAT system, they would have to predict whether the
specific goods which were the subject of the transaction would at some point fall back into the hands
of a trader who had already played a part in the supply chain. If that were to be the case, they would
also need to know about any subsequent “disappearance” on the part of that trader. (35)Meanwhile,
account should be taken of the possibility that one and the same consignment may contain goods
that are used in the fraud and goods that are not—only the latter would be subject to VAT, if the
United Kingdom’s argument were accepted. This interpretation of the notion of “economic activity”
runs counter to the principle of legal certainty, which is a general principle of Community law that must
be observed by Member States when implementing the Sixth Directive. (36) As Optigen, Fulcrum and
Bond House moreover correctly submit, the United Kingdom’s approach might act as a deterrent
to legitimate trade.

E—Ways of tackling carousel fraud

42. The United Kingdom seems to envisage combating carousel fraud—or at least dispensing with
the problems it poses—by limiting the scope of the VAT system. To my mind, the Court should not
consent to this approach. It would drastically shift the burden of the problem from the tax authorities
to the private sector, at the expense of legitimate trade and the proper functioning of the VAT system.
Moreover, it would deter Member States from taking appropriate measures against carousel fraud.
In this regard it is particularly worthy of note that where an activity falls within the scope of the Sixth
Directive, that does not mean that Member States lose their power to take action against it. (37) In
fact, Article 21 of the Sixth Directive gives Member States the opportunity to introduce joint and
several fiscal liability. A taxable person can accordingly be held accountable for the payment of VAT
due by his co-contractor, if he knew or should have known of his co-contractor’s fraudulent activities.
(38) Several Member States have adopted measures of that kind against carousel fraud. (39)”

Opinion of Advocate General Maduro, given on 16 February 2005 in Optigen Ltd, Fulcrum
Electronics Ltd (In liquidation), and Bond House Systems Ltd v Commissioners of Customs & Excise
(Joined Cases C-354/03, C-355/03 and C-484/03).

In our view (and the Opinion remains to be confirmed by the full court), the Advocate General has struck the
right balance. It is legitimate for the state to hold a business responsible for the acts of others when there is
suYcient evidence to prove that it knew the other party was acting or would act illegally. It is not legitimate
to hold it responsible when it did not know, nor had any means of discovering.
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3. The Finance Act 2003 Provisions

The Court of Appeal has now referred questions on the legality of the 2003 Finance Act provisions to the
European Court of Justice:

“1. Does Article 21.3 of Council Directive 77/388/EEC as amended by Council Directive 300/
2065EC permit Member States to provide that any person may be made jointly and severally liable
for payment of tax with any person who is made so liable by Article 21.1 or 21.2, subject only to
the general principles of Community law namely that such a measure must be objectively justifiable,
rational, proportionate and legally certain?

2. DoesArticle 22(8) of theDirective permitMember States to provide that any personmay bemade
so liable or to provide that one person may be required to provide security for tax due from another
subject only to the aforesaid general principles?

3. If the answer to question 1 is no, what limits, other than those imposed by the aforesaid general
principles, are there on the power conferred by Article 21.3?

4. If the answer to question 2 is no, what limits, other than those imposed by the aforesaid general
principles, are there on the power conferred by Article 22(8)?

5. Are member states precluded by the Directive as amended from providing for joint and several
liability of taxpayers or from requiring one taxpayer to provide security for tax due from another in
order to prevent abuse of the VAT system and the protection of revenues properly due under that
system, if such measures comply with the aforesaid general principles?

R (on the application of Federation of Technological Industries and others) v C & E Comrs [2004]
STC 1008.

Assuming that the ECJ follow the reasoning in the Advocate General’s Opinion in theOptigen case, the 2003
Finance Act provisions will be illegal except where they respect the principles outlined. In particular, as set
out by the A–G in the penultimate sentence of paragraph 42 in his Opinion, would limit a business’
responsibility to his immediate supplier or customer, and would requireHMRC to prove that the business was
aware, or should have been aware, of the fraud:

“42. The United Kingdom seems to envisage combating carousel fraud—or at least dispensing with
the problems it poses—by limiting the scope of the VAT system. To my mind, the Court should not
consent to this approach. It would drastically shift the burden of the problem from the tax authorities
to the private sector, at the expense of legitimate trade and the proper functioning of theVAT system.
Moreover, it would deter Member States from taking appropriate measures against carousel fraud.
In this regard it is particularly worthy of note that where an activity falls within the scope of the Sixth
Directive, that does not mean that Member States lose their power to take action against it. (37) In
fact, Article 21 of the Sixth Directive gives Member States the opportunity to introduce joint and
several fiscal liability. A taxable person can accordingly be held accountable for the payment of VAT
due by his co-contractor, if he knew or should have known of his co-contractor’s fraudulent activities.
(38) Several Member States have adopted measures of that kind against carousel fraud. (39)”

Opinion of Advocate General Maduro, given on 16 February 2005 in Optigen Ltd, Fulcrum
Electronics Ltd (In liquidation), and Bond House Systems Ltd v Commissioners of Customs & Excise
(Joined Cases C-354/03, C-355/03 and C-484/03)

21 June 2005
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MONDAY 20 JUNE 2005

Present Barnett, L Roper, L
Blackwell, L Sheldon, L
Lamont of Lerwick, L Sheppard of Didgemere, L
Paul, L Wakeham, L (Chairman)

Memorandum by HM Treasury

1. A modern and fair tax system encourages work and saving, keeps pace with business practices and the
global economy and provides a foundation on which to build world-class public services. For the tax system
to work eVectively, everyone needs to pay their fair share of taxes and receive the tax reliefs they are entitled
to. Tax avoidance and tax fraud seriously undermine the ability of the tax system to deliver its objectives,
imposing significant and potentially damaging costs on society.

2. The creation of Her Majesty’s Revenue and Customs (HMRC), and the strengthened capacity for tax
policy development in HM Treasury will introduce greater eYciency, eVectiveness and better taxpayer focus
into this system and represent a natural step forward in the development of a strategic approach to improving
compliance.

3. The Government has also taken a series of steps to prevent abuse of the tax system through structural
reforms that make the system less vulnerable, closing loopholes in the law and improving the way HMRC
delivers its compliance function.

4. In Budget 2004, the Government introduced disclosure rules to tackle tax avoidance schemes for both
direct taxes and VAT. These rules are a key part of the Government’s strategy to ensure fairness and they
target the information deficit on which tax avoidance depends. They provideHMRCwith greater information
about the extent to which avoidance schemes are used and early warning of new schemes, allowing for a faster
and more targeted response to abuse of the tax system and have informed a number of the specific anti-
avoidance measures announced in Budget 2005 and contained within Finance Bill 2005.

5. The number and quality of disclosures received by HMRC is as projected and a large proportion of the
legislative anti-avoidance measures announced over the last six months have been informed by the
disclosure rules.

6. The VAT disclosure rules work by requiring businesses with an annual turnover of more than £600,000 to
notify HMRCwhen they use a scheme prescribed in a list of known VAT avoidance arrangements. Businesses
with an annual turnover exceeding £10 million must also notify schemes that include, or are associated with,
characteristic “hallmarks” of avoidance. Clause 6 and Schedule 1 will improve the eVectiveness of these rules,
drawing on the experience of disclosures to date.

7. Under existing regulations, a scheme is notifiable when, amongst other things, it makes a diVerence to the
amount declared on a taxpayers VAT return. It is possible to sidestep this in some circumstances by involving
a person who is not liable to register in the UK or by reducing input tax that is not required to be shown on
the return.

8. Clause 6 and Schedule 1 remove these anomalies by extending the definition of a tax advantage to include
a reduction in a taxable person’s non-recoverable VAT and a reduction in the amount of VAT incurred by
persons who are not taxable. They make amendments to prevent taxpayers having to notify the same scheme
if they have previously provided prescribed information in relation to that scheme.

9. Alongside the 2004 Pre-Budget Report, the Paymaster General made a statement to the House of
Commons stressing how successive governments have been perpetually presented with ever more intricate
arrangements designed to avoid income tax and National Insurance on the rewards from employment. The
disclosure regime for direct tax avoidance brought to light over 100 of these employment income schemes.
The statement made clear that the Government’s objective was to close down such activities permanently,
initially by closing down schemes that had been identified by HMRC, and should further attempts be made
to frustrate this intention, legislation would be introduced to combat this, where necessary, with eVect from
2 December 2004.
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10. The proposed legislation at Clause 12 and Schedule 2 is a carefully focused response to such avoidance
schemes, and eVectively targets arrangements that are used to disguise cash bonuses and thus avoid tax and
National Insurance.

11. Without prompt and decisive action, around £500 million in tax and National Insurance would be at risk
per annum. TheGovernment estimated that around £2 billion of payments were intent on going through these
schemes in 2004–05. The response was therefore fair and proportionate given the substantial amount of
revenue at risk, and the history of previous attempts made by some taxpayers and their advisers to get round
legislation aimed at stopping their avoidance schemes. Only those who, despite these warnings, choose to
avoid their responsibilities and pass more of a burden on to other taxpayers will be aVected.

12. In addition to the aforementioned legislation, the Government has provided additional resources to
HMRC in order to improve compliance in high-risk areas and to identify specific loopholes and schemes such
as the number of marketed avoidance schemes involving financial products that were disclosed under the rules
introduced in Finance Act 2004. Clause 39 and Schedule 7 is the legislative response to such tax leakage.

13. At PBR 2004, two announcements were made to prevent avoidance resulting from companies issuing
strips of bonds to and from companies selling the right to receive interest payable on securities acquired under
sale and repurchase or stock lending arrangements.

14. The Government made further announcements on 10 February 2005 that prevent companies from
acquiring other companies in order to benefit from any accumulated non-trading loan relationship losses, and
prevent companies artificially creating capital losses using capital redemption bonds.

15. Additionally, with eVect from Budget day 2005, a number of other avoidance schemes were closed down.
The most important of these will prevent companies avoiding corporation tax on interest-like income using
shares or derivatives over shares, by bringing such arrangements within the loan relationships rules. The
measures announced will also prevent companies converting income into capital using the group continuity
rule, by providing for an exit charge on similar lines to that which exists for capital gains purposes, and will
ensure that the rent factoring rules cannot be side stepped by removing the exemption for arrangements that
last for longer than 15 years.

16. Other parts of Finance Act 2005 (Schedule 4 dealing with the tax consequences of International
Accounting Standards) also closed schemes disclosed under the disclosure rules, and Schedule 8 to the current
Finance Bill (transfer pricing & loan relationships) also stops further disclosed schemes.

17. The amount of tax potentially at risk from these avoidance schemes ran into hundreds of millions of
pounds and the measures are eVectively targeted so as not to aVect normal commercial business transactions
and investments. The Government’s reforms will protect revenue for investment in public services and ensure
that an unfair burden does not fall on the vast majority of taxpayers who pay their fair share. The disclosure
rules provide early warning of avoidance schemes, enabling the Government to respond to avoidance in a
targeted manner, whether by means of legislation or litigation, without creating unnecessary burdens for
compliant taxpayers. HMRC will continue to analyse disclosures received and further action will be taken as
and when appropriate.

15 June 2005
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Examination of Witnesses

Witnesses: Mr Dave Ramsden CBE, Director, Budget and Tax Policy, HM Treasury, Mr Dave Hartnett

CB, Director General, HM Revenue and Customs, Mr Chris Tailby, Director, Anti-Avoidance Group,
HMRC and Mr Richard Thomas, Assistant Director, Corporation Tax and VAT, HMRC, examined.

Q81 Chairman: Good afternoon. There are a more than £70 million of income by what we would
say was misuse of Gift Aid arrangements. The giftnumber of familiar faces if I look at the witnesses and

I know that some of you have been travelling and went to charity and came back fairly quickly. The
charity was not particularly complicit in whathave just got back, is that right?

Mr Hartnett: That is true, yes. happened, I think, but the charity had a return of
maybe £50,000 in return for the individual who had
made the gift and got it back getting tax relief of justQ82 Chairman: I also think that Mr Thomas is to be
short of £40million. Sowe have seen some things thatcongratulated on the University Challenge team, is
we thought were shocking. On the financial productsthat right too?
side in relation to big business, we have seen someMr Thomas: That is correct.
very complex arrangements to exploit financial
instruments to reduce tax liabilities. We have seenQ83 Chairman: You ought to know that we are well
arrangements that are running cross-border thatinformed as to what goes on.
were new to us and some use of double taxationMr Hartnett: On the ball!
treaties in ways that we had not imagined they would
be used. In summary, for direct tax I think this hasQ84 Chairman: You are extremely welcome. You
been a very productive experience and helped usknow what we are about. I am told that I should say
enormously to counter tax avoidance faster than weto everybody to speak slowly and to speak up so that
would ever have done without this legislation.we get an accurate report of what everybody is
Perhaps I ought to hand over to Chris to saysaying. I know you have been given some indication
something about indirect tax.of the sort of questions we are going to ask. I wonder
Mr Tailby: Just picking up on the indirect tax side,if I could just start oV in a more general way. We are
my Lord Chairman, the total number of disclosuresnow a year on since we talked before and you made
we have had has been over 700.We have been lookinga very strong case as to why you needed these powers.
at schemes which businesses are currently using, soAre you able to give us an indication of what has
not necessarily new schemes but ones which are inhappened since then, what has come forth and how
existence. We have got much more informationthis has been helpful to you? Have you discovered
about new users. We have got something like 55 newlots of things that you would not have discovered? or
users and some 15 actual new schemes we did notis it a matter of time? How exactly do you think it has
know about. Of itself, that may not sound a lot butbeen of benefit of you?
actually I think we would be very worried if we hadMr Hartnett: My Lord, I think it has been a very
huge numbers of new schemes that we did not knowinteresting time in that we have had for direct tax
about. I think the fact it is 15 is something we aremore than 500 disclosures and a little more than that
pleased about, that it is not a bigger number. Gettingfor indirect tax. I think it is fair to say that we have
a handle on new users is very important. I think it isseen some things which have surprised us, some real
just worth understanding with indirect tax, andcreativity and ingenuity in the tax avoidance industry
particularly VAT, that we are dealing with ain the way things have been packaged, in the way
European tax with European vires and, of course,loopholes have been found, in where we thought
our scope for making immediate legislative change islegislation was sound and it has turned out not to be,
somewhat limited, so our initial approach is toand some things that we have had to think very hard
challenge by looking to see whether we can introduceabout, partly to understand but more to work out
legislation but principally to challenge by means ofhow to counter them. I can break down the numbers
litigation. As I say, the information we have got isfor direct tax a little bit for you and I would like to
very valuable. I think one of the important things ispass over to Chris in a minute who can tell you about
that we have not been swamped by a whole lot ofthe indirect tax. Around a quarter of all the
chaV or spam mail. We have had useful disclosuresdisclosures that we received for direct tax were
and we have not been swamped with a lot of rubbish.arrangements to reduce tax liability and National

Insurance liability in relation to or through
employment products. Some of those were in areas Q85 Chairman: When you say “a lot of rubbish”, I

think we heard the point that people were worriedwhere we had a fair idea that there was a challenge,
but we saw arrangements to use charity tax reliefs in about where the line was to be drawn and they would

be sending in things that were never realisticallyways that had never been intended. There was a case
where there was an arrangement to reduce tax on going to be part of what you were concerned about.
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an artificial company is right; and also, on the otherMrTailby:We have not seen a lot of that, no. Clearly
we have had a few but not so many as to cause hand, any taxpayer is allowed to arrange his or her

aVairs in a way to minimise his or her liabilities. Thatconcern, which leads me to think that the educative
process that we embarked on has been quite eVective. strikes me as another problem.

Mr Hartnett: Those are important issues which IMr Hartnett: Perhaps I could just add something to
that, which I think is significant and unique in my think were the subject of considerable discussion

between both the old Inland Revenue and the oldexperience working in the tax administration, and
that is that, around the time we were last before you, Customs and advisers. But the disclosure measures

did not of themselves actually prevent anything orthe tax industry was approaching us and saying,
“You are going to receive hundreds, thousands, even stop anything; they brought transparency in a world

which was veiled in secrecy and contracts oftens of thousands of disclosures that you do not
want”. We listened, and we actually spent a huge confidentiality which often prevented us seeing things

for years. I think there were tax advisers who lookedamount of time with them, with solicitors and
barristers, accountants and others; and one of the so- back over recent governments and asked themselves

whether anything had been shut downcalled big four firms of accountants actually invited
us into their tax planning centre to see how they do retrospectively and decided that they had not, so they

were always prepared to ensure full disclosure in taxbusiness, and that helped us enormously to frame the
rules diVerently than we actually started out. That returns well after the event, whereas here we now see

things much earlier than we had ever seen themhas helped us keep out the huge number of
disclosures we were promised that would be of no before. It is that element of transparency that is

important. I do not think that there is a principledvalue.
argument, not one that I can think of, against
transparency.Q86 Lord Lamont of Lerwick:Can I just ask about a

small matter but of some significance—and I asked it
to the two groups of witnesses we have had— Q88 Chairman: I wonder if I could move on to the
prompted by the use of the word “rubbish”. I knew question of the consultation process, becausemost of
in what sense you meant it but I am applying it to the the witnesses we have seen took a relatively positive
direct tax. One of our witnesses suggested that there view about the process but they did make a number
might be a requirement to notify a scheme even when of criticisms. One was what they called the “stop-go”
there is one transaction and this person suggested nature of the consultation, rather than a more
that they might discover a new way of minimising tax continuous process. In passing, they also thought
in an M&A transaction which had never been done that wemight like to sit in continuous session, and we
before. Do you think that situation could arise?What did not think that was likely to be a practical process.
is the definition of “scheme”, because tome “scheme” They considered the voluntary nature of the Code of
would imply going to be used several times? Conduct meant that, in practice, the time allowed
Mr Hartnett: My Lord, we did not define “scheme” could be inadequate—an instance being the
in that sort of way butmore in terms of arrangements extension of the disclosure rules for the SDLT—and
of any sort and tax advantage. We thought it was the lack of feedback while consultations were in
really important to be able to see any arrangement progress. I wondered whether you would like to
which created a tax advantage. For example, just comment on some of those points.
three years ago we saw a single piece of planning Mr Ramsden: My Lord Chairman, can I just make
which saved an amount of tax in excess of a billion three very brief comments from a Treasury
pounds and we have never seen it again, not to my perspective by way of introduction. Firstly, we see
knowledge, and we thought those should come this evidence session as providing us with an
forward as well because this was a scheme of non- opportunity to provide you with more information
judgmental transparency which gave the tax on how the disclosure rules have worked over the last
administration early warning of what was around year since we were last here consistent with the remit
and enabled us to advise Ministers, where of your Sub-Committee. I note your point about
appropriate, to take action. The words “scheme” and “stop-go” and continuous evidence gathering and I
“arrangements” are very broad so that we catch what think there is a lot we have all learned over the last
has been done that we can see has been done that year that we hope we can share with you today.
poses a risk to the Exchequer. Second, and I think this picks up on what was just

being discussed, from the Government’s perspective
I think the key thing to bear in mind in terms of theQ87 Lord Lamont of Lerwick: But artificiality is a

very subjective concept and whether a company is set Government’s strategy on avoidance working
through the Treasury and HMRC is that theseup in order to receive capital allowances or what, you

cannot always be certain your judgment that this is disclosure rules really do target the information
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describing—does it give you an opportunity to opendeficit on which tax avoidance depends. So it is trying
to take a strategic approach to that information, and up more on that subject as well, looking at people

who are acting illegally instead of finding their waythat has bearings on the discussion we were just
having about the quality and quantity of through the law?

Mr Tailby: I think on fraud itself that is a veryinformation. The third point, more specific to this
particular set of questions, is that throughout the diVerent area, to be quite honest. And really the

missing trade fraud, which is the particular problempolicy development process Treasury worked in very
close partnership withRevenue andwith Customs, as with VAT, is a matter of activity by organised

criminal gangs and such as that. Certainly the workwas, and during the consultation process, which was
rightly led by Revenue and Customs, we were kept in that has been done in that area has reduced the

incidence of that and I think, interestingly, some ofvery close touch so that the further development of
the policy between us could be informed and enriched the arguments we have developed on the avoidance

side are ones which we have played in the boundaryby those consultations. That is to frame in more
detail the points that you have on how the between evasion and avoidance, andwe have had one

of those cases in the European Court, the Bondconsultations have operated. I was going to say that
Dave Hartnett is keen to come in and give you the House case, that has been going on at the moment.

To be absolutely honest with you, I think there is notdetail.
a great deal of read—across, so I do not think that
helps. I am very happy to talk about aspects ofMTICQ89 Chairman: Why do you not come in now?
and some of the work that is being done to cut downMr Hartnett: Certainly, my Lord. I am not sure I
on registrations and things like that, but it is veryrecognise the description of “stop-go”. The day after
diVerent from avoidance.the Chancellor’s announcement of the disclosure
MrHartnett:Could I come in just to say this: we haveproposals last year, Gus O’Donnell, the Permanent
done an awful lot of work with our colleagues inSecretary in the Treasury, Chris and I met the
other countries as we framed these rules and, as Ibusiness, accountancy and legal professions, and
think I told the Committee last year, in the Unitedanyone else who would have an interest in this, to
States they were awash with disclosures, many ofdescribe howwe thought the rules were going towork
which were not terribly helpful. We have also noticedand to oVer everyone the opportunity to talk to us.
in other countries that some of the so-called schemesAlthough we may have oVered them an opportunity,
of tax avoidance or tax planning have actually beenwe really did want them to talk to us as well and
dishonest and, in the final analysis, criminal in intent.discussions started the next day and went on in a lot
One of the pieces of work that we have decided weof detail. As I said earlier on, we had to rework some
have to undertake here is to get some experiencedof our proposals as people began to show us how the
criminal lawyers to look at some of the schemes of taxavoidance industry worked and what was significant
avoidance that we are now seeing to advise us as tohere. We met the big four regularly, we met the City
whether we were right in treating all of these aslaw firms on a regular basis and representative
honest but exploitative of the law in a way thatbodies. We built a trusted group as well who we tried
Parliament never intended, or whether some of themour ideas out on quite frequently, continually going
were dishonest and we ought to approach them asback to them. I think one thing that maybe we could
though they were criminal actions. That is ahave done better was with some of the representative
significant piece of work that we have started.bodies. They were looking for a very broad

discussion of the issues here, whereas we needed
really focused discussions. We saw members of some Q91 Lord Sheppard of Didgemere: One of the
of the institutes and institutions to try these things questions I was rude enough or discourteous enough
out rather than the actual bodies, so I think we could to ask last time was that it had always struck me as a
be accused, reasonably, of not going back to the taxpayer as rather peculiar that, given the high
bodies enough. But this was an incredibly busy level—sorry, this is not meant to be in a negative
period, where I think it was a continuous process, but fashion—of IQ of people in the Treasury and related
perhaps not as continuous for everybody as they departments and so on, one seemed to be
would have liked. outmanoeuvred by lawyers and accountants on

avoidance. Do you think you are now on the front
foot on the subject?Q90 Lord Sheppard of Didgemere: Probably talking

of indirect tax rather than direct tax, we, and I think Mr Hartnett: I am going to give you a slightly long
answer but I will be as quick as I can. I think there isyourselves, were appalled at the level of VAT fraud

that was discussed a couple of years ago. Has some of a worldwide phenomenon here, particularly in very
developed countries, of very clever people exploitingthis given you an insight and—although you are not

looking at fraud in the context you have just been the law in the shadows, in secrecy, with contracts of
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perspective in the Treasury and HMRC, the positionconfidentiality, where individuals and corporates
with themost resources at their command—not all of in terms of how the disclosure rules on the indirect

and direct tax side are working is entirely as wethem by any means but the most resources at their
command—are the most adept at taking advantage anticipated; and that is both encouraging and

reassuring because, although we had the experienceof schemes and arrangements of tax advisers. I think
one of the open questions here, which we will come of the US to draw on, I think it is fair to say that we

were going into new territory for the Unitedto, is whether the tax advisory industry has actually
yet done enough to curb some of the quite aggressive Kingdom.One aspect of the questions that you asked

around the five-day time limit, the most appropriateplanning that we have seen. I go back to the
beginning of my time in the tax administration, when way of targeting themeasures, length of time given to

taxpayers, I fear, my Lord Chairman, strays intoyou felt that this was an industry which was about
accuracy and fair reporting, but if you look in most policy judgments and decisions that were made by

Ministers as a result of the policy developmentof the developed countries now there is more to it
than that. I am not sure that we have yet seen in the process and it will be diYcult for us to—We will try

to answer those to the extent that we can, but I hopeUK, and I hope we never do, some of the very
aggressive schemes that other countries have seen, you can bear with us on that.
but we are playing catch-up all the time. I like to
think we are very clever and that we are very good at

Q93 Chairman: If you can be as helpful as you can,detecting these schemes, but until the disclosure rules
that is all we can ask.came along we had to wait for tax returns, and tax
Mr Ramsden: I think it is very important before wereturns could come in as long as two years after the
get into those detailed discussions—I think your Sub-event. As we saw with one particular scheme which
Committee is very well aware of this—the scale of thewas marketed in less than 30 days to 30 companies,
issues of avoidance that we are dealing with in termsnearly a billion and a half was at risk from just those
of the significant risks to the Exchequer that all30 days. I think we are getting better tools now.
aspects of non-compliance represent, but particularly
that we see in the avoidance area, means that we do
have to treat this as a very serious and substantiveQ92 Lord Roper: The witnesses we saw last week

made several specific points concerning their issue, and we set out just in one area in our
memorandum the scale of the problem and theexperience of the practical operation of the disclosure

rules. First of all, the diYculty and resource cost of amount of tax that was at risk, and I thought we
would come on to that later in this evidence session.complying with the five day reporting requirement

when they were providing one-oV bespoke advice on I think Dave Hartnett will give you more detail in
response to the specific points that you raise there.the structuring of a specific commercial transaction.

Secondly, they felt that in spite of the considerable Mr Hartnett: I am going to go out on thin ice on the
eVorts—and they were very grateful for the eVorts five days and see whether I can help. We had a lot of
which you have put in—in producing successful discussion about the five days while we were
versions of the guidance notes and the FAQs, developing the rules with the help of accountants and
applying the rules in practice did remain diYcult for lawyers. If I may, I would just describe for the
them because certain key terms remain so loosely Committee very quickly one discussion we had with
defined—and they gave as examples “made a team of planners whose concern was bespoke
available”, they were not quite sure how to define a planning, and they were saying to us in a big M&A
“premium fee” and what is a “tax advantage”. deal it may be the very last minute before the contract
Finally, they felt that there was continuing is signed that they actually decide which way they are
uncertainty, in the absence of feedback, about what going to jump on that particular issue.We gave them,
constitutes “acceptable disclosure” in terms of how and representative bodies and others, an assurance
much detail should be provided. We would very that, if that was what happened, then there were not
much appreciate your comments on those three five days in which they could tell us—they told us at
issues that were raised with us, particularly in the that moment in time. One of their other concerns was
light of what you said in your own memorandum of that five days is a very short period of time and it
evidence of 15 June where you did say at paragraph really did not give them long enough to put
five: “The number and quality of disclosures received everything in place to make it proofed against the
by HMRC is as projected. . . .” challenge we would make. It was very open of them

to tell us that. If I could say something about the fiveMr Ramsden: Perhaps, my Lord Chairman, I could
say a couple of framing points before handing over to days generally. We are now beginning to see

exploitation of the five day rule in a way that I thinkDave Hartnett who will pick up the specifics. I think,
as we have already said, repeating what we said in our we expected but hoped not to see, and that is with

schemes rather than bespoke issues, planners liningmemorandum to the Sub-Committee, from our
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Mr Hartnett: An awful lot, my Lord, could happen.all the customers up and not quite finishing the
arrangement and then selling at the earliest moment
with five days to go.We are having to think very hard

Q96 Chairman: It is very important you say soat the moment about how we address that because I
because this is the opportunity for saying so.think that is testimony to how themore extreme parts
MrHartnett:Yes.An awful lot,myLord, can happenof this industry behave. Let memove on. I think your
in 30 days. When I was answering Lord Shepperd’snext question was about the key terms.
question—it may have been Lord Lamont’s—I
mentioned that we had seen a scheme that was
marketed and sold to willing clients and actually
stopped being sold at the end of 30 days and then wasQ94 Lord Roper: Yes.
given to us—I think, so that we could advise theMr Hartnett: On this occasion, we thought the terms
Government to shut it down. I think that was done toshould be as broad as was commensurate with them
ensure that no-one else used it, although I do notbeing understood. Terms like “premium fee” were
thinkwe realised that at the time, but I am reasonablyactually oVered to us by City lawyers who thought
confident that was what happened. The value of thethese were terms that were well understood and that,
tax saving in those 30 days was in excess of a billionif we supplemented them with guidance, then they
pounds.would not only be well understood but widely

understood. If I can take some 1998 legislation that I
was personally very heavily involved in to stop Q97 Chairman: That is not the point. Why can you
remuneration in the form of exotic assets like arsenic, not stop it right back from the day? You notified
bismuth and contingent interests in oVshore trusts them of 30 days, why can you not then stop it right at
and all sorts of other things, I thought we did a the beginning?
splendid job with that legislation; we shut down the Mr Hartnett: Back to Day One of the 30 days?
scope for any of this and we killed it, but of course it
just moved somewhere else almost in the blink of an

Q98 Chairman: Yes.eye. I think we learned from that and other examples
Mr Hartnett: That sort of retrospective counter tothat, where we can use broad terms, they are much
these measures has not been used by Government ofmore eVective than things which are very narrowly
either party for some long time now.focused. By focusing our counteraction narrowly we

merely incite people to go somewhere else. That is
where we are in broad terms. Feedback on Q99 Chairman: It is the fact that—
“acceptable disclosure”. Actually, we do not thinkwe

Mr Hartnett: It is uncertainty.
had had much unacceptable disclosure on the direct
tax side. Chris will want to say something about
indirect, I am sure. Where we have been concerned Q100 Chairman:—you would have to use
about what we have had, or have not understood it, retrospective legislation in order to stop it?
we have gone back informally to the people who Mr Hartnett: Yes.
provided it and said “Why is it like this”; and some
have come back and said “We thought we had told

Q101 Lord Sheldon: What is the disadvantage ofyou enough, but if we have not wewill tell youmore”,
using retrospective legislation?and I am not personally aware of any example where
Mr Hartnett: I think, my Lord, business would saywe have had diYculty with the quality of disclosure
that would create great uncertainty for business, evenwhen we have gone back. I think this is an area where
for 30 days, for some of the scale of transactionswe and the tax avoidance industry need a bit more
involved.time to see how it is working and then, if it is not, we

would consider penalties against the promoter or
consider going back to Ministers to say we would Q102 Lord Roper: But if you are going back to the
advise some changes. I think you had one more. day they have notified it to you, that is not really
Lord Roper: No, those were the three. retrospection. It is merely going back to the date of

notification.
Mr Hartnett: I think there are human rights issues
here which our lawyers have wrestled with and told

Q95 Chairman: Can I take you back to the first one. us that there would be diYculty with this.
If, say, the five days was 30 days and not five days, to
make sure we understand, tell mewhy you would lose
out and how would you lose out? How would the Q103 Lord Roper:Would it be possible to let us have

a note on that?Revenue lose out on that?
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on the original drafting that we did not pick upMr Hartnett: Of course.
originally but we have picked it up now. There are
schemes that seek to reduce the amount of VATQ104 Lord Sheppard of Didgemere: Doubtless you
which the business cannot recover and they may dowill say “no comment”, but there was a piece on the
that in a number of ways. Quite a number of thesefront page of today’s FT about retrospective
schemes can result in revenue loss just as much as ifdecisions by the European Court which could cost
output tax had been avoided. But, as I say, becausethe UK taxpayers a lot of money in the corporate
no VAT returns are aVected then there is noscene but presumably that is a diVerent aspect of
disclosure. What we are doing with Clause 6 isretrospection?
removing the anomaly by redefining tax avoidance toMr Hartnett: I fear that is right.
include cases where the advantage consists of
reduction of the recoverable VAT by extending the

Q105 Lord Paul: Looking at the extensions of the obligation to notify to businesses where the
definition of a tax advantage in VAT, as set out in irrecoverable VAT is reduced. We would say there is
Clause 6 and Schedule 1, our witnesses have no inherent diYculty about this and, indeed, that
commented that these are not unreasonable and seems to be borne out by the witnesses. I have some
might have been expected right from the start. diYculty in understanding what the specific problem
However, their view is that they add further is. This is a fairly small extension, it covers specific
complexity and they anticipate problems in instances. The classic one is if you have got a partly
application because of having to meet the test of exempt business in the UK which wants to acquire
deciding “who was the economic beneficiary of a advertising and the advertising relates to exempt
purported tax saving—which inherently can be supplies, if the advertiser supplies the UK company
diYcult to ascertain”. What is your view on that, directly there is a standard rate of supply and
please? irrecoverable VAT. We have seen schemes where the
Mr Ramsden: My Lord Chairman, very briefly to advertising is diverted to a company oVshore and
answer Lord Paul’s question before handing over to falls outside the scope of tax, and the advertising is re-
Chris for a lot more detail on this, it is encouraging imported as some part of an exempt service, such as
that, as you yourself have highlighted in your arranging the sale of the company’s exempt products,
question, Lord Paul, your witnesses felt that these and that is provided by the oVshore company to the
changes were neither unreasonable nor unexpected. part-exempt company, so eVectively it is taking out
When thinking about the context on VAT, one has to the VAT hit which would normally arise from the
bear in mind that we have done a lot of work, supply of advertising. In the example, under existing
particularly in HMRC but also in Treasury, on the rules a partly exempt companywould not have a duty
scale of what we call the tax gap for VAT, and this is to notify; the oVshore company, of course, has no
the diVerence between what is collected and what is duty to notify either; and the advertiser is an innocent
due under the law. Our latest available estimates third party who is not aVected. What the clause is
suggest that the tax gap for VAT is 12.8 per cent or seeking to do is simply covering that position and it
so, very nearly 13 per cent. When you think how requires disclosure by the UK partly exempt
much VAT we collect, that is a very significant company. It is quite a specific transaction that we are
amount of revenue that we are losing, and of that looking at and, again, it is not the sort of scenario
amount a significant proportion is through that one would expect a business to fall into in an
avoidance activity. In a sense, that is the context to innocent way, it is clearly contrived to take out the
everything that we are trying to do in HMRC and VAT cost. It is that sort of scheme that we would
HMT to tackle that avoidance and particularly the want to find out about. It is an extension but, in our
disclosure rules. I think that is some of the submission, it is a very sensible one and one that
background to some of the comments that you needs making.
received that is relevant.
Mr Tailby: If I can deal with Clause 6, it is probably
worth just setting this in context because, of course, Q106 Lord Barnett: My apologies for being a little

late, the train was an hour late for once! We haveunder the current rules businesses that either use one
of the lists of avoidance schemes or hallmark schemes heard fromwitnesses, which youwill know about and

have probably discussed, and as I said to them on oneare only required to notify HMRC if their use aVects
the amount on the VAT return. Some businesses will occasion, one recognises that there is some possible

conflict of interest in the sense that they are lookingincur VAT that cannot be recovered at all if it is
attributable to exempt supplies or non-business after their clients’ interests, which might conflict with

what you are trying to do. On the other hand, theyactivities, for example. Because it cannot be
recovered, then this amount of VAT is not included have made it clear to us that they generally recognise

and are in favour of what you are trying to do here.on the VAT return, so there is a potential lacuna here
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those. If I can quickly summarise them: firstly, theyBut we have had evidence—we welcome your
views—from John Whiting of PWC and CIOT—I pointed out the imprecision in the wording of some of
am sure you know him—and he said: “As an the clauses such as, and they highlighted, paragraphs
example, confidentiality is a feature of both sets of five and six of Schedule 12. They also spoke about the
rules but, whereas the direct tax rules filter out such diYculties of advising their clients on remuneration
things as the role of commercial influence as lenders packages, in particular in the light of the Paymaster-
of engagement, those dealing with VAT still consider General’s statement as referred to in your paper.
this could trigger a disclosure.” I do not know Specifically they said one could almost get into a
whether you know of that, but that is what they told double—taxation situation—if that is the right
us in their memorandum of evidence. We have expression—on, for example, convertible securities. I
problems of timing, as you know, and welcome your have generalised them but do you want to pick up
views on that. some of those?
Mr Tailby: If I can deal with that, my Lord Mr Ramsden:My Lord Chairman, can I just pick up
Chairman. The hallmark on confidentiality which on the second point that you raise, Lord Sheppard,
requires disclosure to be made if there is an and then hand over toDave on themore detailed first
agreement between the adviser and the client to and third questions. You note that some of your
disclose if there is a confidentiality agreement has witnesses have stressed the practical diYculties of
certainly given rise to quite a debate. You talked advising clients in the current circumstances and I
about ongoing consultation and discussion. I happen would stress that from our position we think the
to know that my colleagues only today had ameeting position is very clear. Clause 12 and Schedule 2 are
with one of the big four firms on this precise point, so targeted at contrived arrangements designed to avoid
we are verymuch aware that there is discussion about tax and NICs on reward for employment. We think
it. Where we have got to on that is that we are they are entirely consistent with the clear steers that
reviewing the provisions on confidentiality and, Government has set out in this area, particularly in
indeed, across the piece with both sets of disclosure the statement made by the Paymaster-General
arrangements to try and ensure that there is as much alongside the PBR, which you referred to, and in the
convergence as possible; and, as far as confidentiality technical note that was also published on PBR day.
on VAT is concerned, we are seeking to reach an The point that we have reiterated in a number of
agreeable way forward until we can resolve the places, and again in our memorandum to you, is to
matter on a longer term basis. Certainly I am aware highlight that in this area of tax—and Dave has
of the issue, and it is one which is the subject of very already mentioned some of the long history—in this
current discussion at the moment. area of tax the amount of revenue which would have

been put at risk was up to £2 billion paid in bonuses
Q107 Lord Barnett: When you say “review”, does in 2004–05 if we had not taken the action that we did.
that mean you would consider an amendment to the That would be our kind of rejoinder to this issue of
Finance Bill? practical diYculties. This is an area of significant
Mr Tailby: Certainly. I think there is a question as to potential avoidance which has been ongoing for
how eVective that is because the argument that is put many, many years, and this we consider to be a
to us is that, if this were to apply across the piece, then strategic response to that. Dave, do you want to say
you could get huge numbers of disclosure which you more about that and also about the environment
would not necessarily want. We want to get to a within which we were framing these responses?
position where we have a situation which gives us Mr Hartnett:My Lord, I hope you will indulge me a
what we want without imposing too much burden on short history lesson because I think it will help. If I
the other side. may say, I think Lord Lamont will recognise a little

of this at the beginning period particularly.When the
Q108 Lord Sheppard of Didgemere: If we can move upper level for National Insurance Contributions
back to direct tax. Most of the comments that have was removed for employers in the late 1980s, there
beenmade on direct tax have been about corporation was a short period of tranquillity before the tax
tax and, presumably, you have been busy on avoidance industry began to suggest to business there
individuals as well? were ways of making rewards to employees without
Mr Hartnett: Absolutely. incurring NICs. Initially it was gold bars, fine wines,

jewellery and various other things, which were
payment in kind andwere not caught by theNationalQ109 Lord Sheppard of Didgemere: We will not go
Insurance legislation. What the planners wanted tointo that. Turning specifically to what is in the
do was defer the operation of Pay As You Earn byFinance Bill concerning employment-related
transferring the income tax liability from theschemes, we have got various inputs, rightly or

wrongly, from our witnesses and you will have seen employer to the employee—the employee paid later
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We have seen a very significant downturn in thesethan the employer—and to remove the liability of
arrangements as far as we canmake out so far. I thinkNational Insurance Contributions. All the way
terms like “something has to be done”, as I wasthrough to 1994 there were various countermeasures
saying to LordRoper earlier on, are broad terms, buttaken by Government to bring various things within
they are intended to have a broad impact to stopthe scope of National Insurance, and the fine wines
people weaving their way around the provision andand gold bars and all of this were outlawed. 1994 saw
coming up with something new. I am sure there willsome legislation, described as the tradable assets
be something new—the whole history of this suggestslegislation, which said that, if something could be
there will be—and we will have to counter that whenreadily turned into cash in terms, then it was within
we get there. I think the other issue you raised wasthe scope of National Insurance and Pay As You
convertible securities and double charge. I am notEarn, but it had to be readily able to be turned into
sure we agree with this at all but, if there is a doublecash on some sort of market. We then saw schemes
charge, then in a sense that is part of the jeopardy ofwhich involved oriental carpets, reversionary
entering into these very fancy arrangements, less thaninterests in trusts, shares—funny shares, if I can put
straightforward arrangements, for remuneration.it like that—and, my favourite, platinum sponge. If

all the awards of platinum spongemade to employees
had actually been given in the jars that platinum Q110 Lord Blackwell: I think we all understand the
sponge come in, there would have been none for the diYcult challenge of policing this dividing line
catalytic converters that go into all of our cars, so between income, national insurance and capital gains
vouchers and all sorts of things were used. I hope you tax. Equally, there are legitimate schemes that the
will forgive me for putting it as colourfully as I have, government has encouraged for firms to give
but I wanted to give a sense to how odd this period companies access to shares and incentives. Given the
was in terms of forms of remuneration. The feedback that you get, are you satisfied that you are
legislationwhich I described to LordRoper earlier on able to identify whether the way the measures are
in 1998, the readily convertible assets legislation, now being taken draws that line in the right place and
which was quite simply about the potential to turn does not penalise schemes that would not be classed
into cash, ended most of these schemes. But then as abusive but would be classed as legitimate?
what came were employee benefit trusts, which were Secondly, when you were talking earlier about the
usually oVshore, and in that way whatever went into general view of not applying retrospective legislation,
the employee benefit trust generally did not attract does that apply equally to these kinds of
capital gains tax if it rose in value, and they became arrangements?
a favourite vehicle for remunerating employees, Mr Hartnett: May I take the question in reverse
particularly City bonuses. That was stopped by order? I do not think there is anything retrospective
saying there was no deduction in profit for tax here in terms of what we were discussing earlier. The
purposes for business if a taxable payment was not Paymaster-General has put businesses and their

advisers on notice prospectively as to the action thepaid out in the employee benefit trust, so that was
government will take if these fancy schemes continue.shut down. Then we saw a new range of funny shares
Anyone bold enough to market something which isand securities paid by way of remuneration, and that
akin to what has been seen before knows exactly whatreally brings me to the Paymaster’s statement of 2
they are doing and the risk they take. In the contextDecember 2004. I hope Treasury ministers will
of human rights and other issues that arise, there areforgiveme if I am about to use an inappropriate term,
both formal and widely publicised notices as to howbut I think they reached a stage of exasperation
the government will react. I cannot lay my handswhich any government would have reached with this,
immediately on the statement but the last paragraphin that Pay As You Earn and National Insurance
says that the statement does not apply to genuinewere not being accounted for in the way that it is
share schemesmade available to employees and shareintended. I think what the Paymaster’s statement did
option plans. As far as I am aware, we have seen nowas to put everyone on notice that, if they were going
evidence that the statement is adversely impactingto carry on doing this, they could expectGovernment
share schemes.to act and act back to that date. We had a huge

number of e-mails and letters from tax advisers
saying “Why did you not give this advice before? It is Q111 Lord Barnett:One recognises that many of the
time all this was stopped”. They did not see schemes are clearly contrived and that people who
uncertainty, and I have to say I do not see uncertainty use them are innocents who want to reduce their tax
going forward because those who promote these levels, which is perfectly legitimate. I know you deal
arrangements know exactly what they are doing and, with leading accountants in the profession who act
if they want to do it in future, they are on notice now for people who have been carrying out legitimate tax

avoidance schemes on the advice of thoseas to what the Government’s response is going to be.
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Q115 Lord Blackwell: Do I understand you to beaccountants. Do you believe the accountants when
they say to us, understandably, that there is a saying that you have an open door in eVect to give

confidential pre-approval to schemes if anyone wantsproblem? For example, they stress the practical
diYculty of being able to advise clients on to bring them to you?

Mr Hartnett: Not quite. The question that wasremuneration packages. Do you believe they are
overstating the case? implicit in what Lord Barnett was saying is that some

accountants and lawyers were holding themselves outMr Hartnett: I do. If there was a case of genuine
diYculty here on how they give advice, they should as being stymied on how to advise by this statement.

What I was trying to say is that, if there are genuinecome and talk to us. If they have any misgivings
about it, we would do our best to help them circumstances where people feel very perplexed by

what they are trying to do and what the statementunderstand the statement, which I think is fairly
straightforward. No one has approached us. says, they should talk to us and we would do our best

to respond. This is a Ministerial statement which is
designed to have a very broad impact but we wouldQ112 Lord Barnett: They have spoken to us and we
still do our best to respond.are speaking to you at second hand.

Mr Hartnett: I understand that. I am not sure that
Q116 Lord Blackwell:Would that be a response in aLord Wakeham is going to give me a wish but I will
form that somebody could rely on?steal one, if I may. If I was allowed a wish—
Mr Hartnett: In appropriate circumstances, yes.

Q113 Chairman: If it is phrased in the form of an
Q117 Lord Sheppard of Didgemere: I have missedanswer, you can have it.
out on this somewhere because in running variousMr Hartnett: I would like you to have asked them
companies nobody has ever approached me with onewhat is it that they want to do that they feel could be
of these schemes. What was the driver on that? Whyimproperly or unreasonably blocked by the
would we not even have looked at it? There is a wholePaymaster-General’s statement.
industry that has grown up on remuneration andLord Barnett: They want to continue charging fees
governance and so on, which must be working inproportionate to the advice they give. One of the
your favour because you have to explain this not onlymajor pieces of advice they give is how to legitimately
to the Revenue but also to the shareholders. Why didavoid taxation. I am sure none of them is in the
you do that? Are you suYciently driving that withbusiness of tax evasion.
regard to remuneration and so on so that they ought
to be acting socially responsibly?Q114 Chairman: You have argued very persuasively
Mr Hartnett: Very much so. One of the things we arethat there is a perfectly legitimate diVerence. There is
trying to do is to get tax more into board rooms thana diVerence, going back to the five-day precaution,
it has ever been before, to get remunerationwhen you say, “We are bringing in powers as of today
committees and audit committees to ask themselvesto stop this specific tax avoidance arrangement.” Ok.
some pretty significant questions. One of the thingsThat is like it was when some of us were in the
we have learned about remuneration committees isTreasury and we understand that. This is of a slightly
that many of them think in gross terms—what is thediVerent nature, which is saying, “We are going to
cost to the company of remuneration?—not in netstop things which we think are in this area of fiddle-
terms as to what is going to end up in the hand of thede-dee with remuneration.” We are not
employee. In the past, companies—some large, someunsympathetic to what you are trying to do but the
small—have not thought enough about theirnature of the warning is a diVerent nature of warning
responsibilities. We are using the corporatefrom your specific proposals in the past. That is the
responsibility agenda to raise some of these issues.element that has caused the concern.
We are getting—I hesitate to say a welcome—anMrHartnett: I agree entirely. It is diVerent in nature.
interest on the part of these companies aroundWhat it is doing is putting the avoidance industry and
these issues.its clients on notice that this huge range of

arrangements that they have seen in the past to
Q118 Lord Sheppard of Didgemere: You know thereduce tax and national insurance liability has
ex-chairman of Business in the Community?reached a stage where a much broader response is
Mr Hartnett: And very eVective he is too.needed than has been given in the past. As a measure,

as an approach, it does seem to be working. We have
seen a reduction in teams selling this sort of Q119 Lord Sheldon: If you look at the measures in

Clause 39 and schedule 7, they disclose certainarrangement in accountancy and legal firms, and we
also think we have seen a significant reduction in the loopholes which were necessary. They include the

position of rent factoring over greater than 15 years,incidence of it.
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as paying the interest. By exchanging that futurewhich is an important element of this, as well as the
shares treated as loan relationships. What is your income of the rents, which are fully taxable, as

income for a lump sum, which is taxable only and, ifview of all of this?
at all, under the capital gains rules, the borrower aimsMr Ramsden: Clause 39 and Schedule 7 closed down
to get tax relief that would not otherwise be availablea number of marketed avoidance schemes involving
for loan repayments by foregoing the rents, and so nofinancial products. I have to confess that this is not
tax is paid on them. The other type of scheme is themy mastermind subject, so I will hand over to
interposed lease scheme. Rather than assigning rents,Richard Thomas.
a company grants a bank a lease for a large premiumMr Thomas: When I saw that you were asking
on fairly contrived terms.Often it has to be nominallyquestions of the professions about Schedule 7, I was
more than 50 years to avoid another tax rule. That iswilling to put quite a lot of money on the odds on
interposed above ordinary leases of property and itsection 91B coming up—being something like the
then takes a lease back from the bank. It is the rentsodds youwould get onAustralia beatingBangladesh!
under that lease back which pay oV the loan. In theIndeed, it has come up. I was slightly more surprised
Finance Act 2000, legislation was introduced tothat rent factoring came up because we have had very
counter rent factoring schemes.What it said was thatlittle reaction or comment on that particular part of
that lump sum the company receives up front will bewhat are a large number of proposals and loopholes
taxed as if it was income instead of capital gains. Thewe are closing down. If I can turn first to rent
legislation only applies where the arrangement isfactoring, I have three answers in relation to that.
accounted for as equivalent to a loan. If you look inOne is a short one, one is slightly longer and then
the accounts, you will see this is a financethere is a very long one indeed. The short answer
arrangement equivalent to a loan. That means thatfollows on from the point that Dave Ramsden made
straightforward commercial lease backs would comeabout commencement dates for legislation being
into this legislation. There was an exception in theentirely a policy matter for Ministers to decide. The
legislation where the deemed loan is to be paid backquestion about a commencement date being brought
over a term exceeding 15 years. That is what theforward to 16 June is one that we cannot comment
Americans call a bright line rule. Since the enactmenton. The slightly longer answer says that, when you
of that legislation, within a fewmonths, schemeswereare looking at that sort of question you have to bear
seen by Chris Tailby’s Anti-Avoidance Group (as itin mind that most tax avoidance schemes contain a
is now) to exploit this bright line. A number of theseprovision for quick unwind in the event that
schemes have also been disclosed under the ruleslegislation is introduced to stop them. That is one of
introduced last year. This year, at the Budget,the hallmarks that the US uses for determining what
Ministers announced that the 15-year rule would bea tax avoidance scheme is. If it is capable of being
abolished. We had leases for 16 years or 15 years andshut down immediately and everybody is put back to
a few days. It was fairly blatant. At Budget, itthe position they were in in the first place, it must be
said that this rule would have two diVerenttax avoidance. To understand it and to give you a
commencement rules. For the assignment cases,hint of why that date and that particular type of
where all you did was sell your future rents for a lumpcommencement rule was chosen, it is necessary to say
sum immediately and nothing else happened, the newsomething about the history of rent factoring—and
rule would apply to assignments on or after Budgetperhaps I ought to say something about what rent
Day. For the interposed lease cases, it was said thatfactoring is in case it is not fully clear to all of your
they will apply whenever they were entered into asLordships. In substance, rent factoring schemes are
long as it was after 2000, but only in relation to rentsequivalent to loans but they aim to get a more
payable after Budget Day. That commencement wasadvantageous tax result for the companies using
a matter for Ministers to take the decision on. Youthem. There are two varieties, one called assignment
can see that it is fairly obvious that that was craftedof rents, and that is themost common type of scheme.
with legal advice as to the eVect of it in terms of theIt is one we litigated up to the Court of Appeal in the
Human Rights Act and other rules. I was slightlyJohn Lewis case, which we lost and hence some of the

reasons for introducing the legislation. In that case, a surprised this came up because the reaction to this
change was very muted indeed. We had a reactioncompany is entitled to receive rents under leases it has

and it exchanges them for a lump sum. That lump from one lawyer who must have been acting for one
of the cases at court. Although he said a bit aboutsum is in essence the advance on the loan. In

exchange for that lump sum, the company diverts its retrospection, his main concern was the eVect of the
rule we put in because he thought it seemed to gofuture rents for a term of years, usually the term it

wants the finance for, to the financier, which is further than was necessary and it seemed to disallow
the interest element of the rents as well as theusually a bank. The rents that are then diverted to the

bank to repay the capital element of the loan as well principal. We explained to him exactly why it did not
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lending by non-trading subsidiaries of banks. Indo that or we thought it did not and we changed the
wording of the legislation slightly between the first 1997, the government stopped banks investing in
and the third Bill to make it absolutely clear that this preference shares, usually issued by tax exhausted
was not the eVect. He has since told us he is happy companies who did not care if they did not get a
with that response. reduction in interest; whereas the dividends on the

shares were exempt from tax. In 1997, that was
stopped and it made the dividend income taxable toQ120 Lord Sheldon: The start date could be 16 June
a bank. The Paymaster-General who was thenrather than the earlier date of 16 March. Could you
Financial Secretary announced during the debate onrespond to that? As far as the Section 91B problem is
that clause that, if banks decided to move thoseconcerned, what is your view about a purpose test on
shares into non-trading subsidiaries to get round thisthe Section 91B problem?
rule we had just introduced, then measures would beMr Thomas: My Lord, I think I answered the first
taken to stop that. It has taken eight years to stop itpoint by saying that the date of legislation like this is
but that is what this Condition Two example is meantentirely a matter for Ministers to decide. They could
to stop. When the first Finance Bill was published,have made it 16 June. All the anti-avoidance
there were complaints that the description of thosemeasures introduced in the third Bill that is currently
shares went too wide and caught a lot of innocentunder consideration have the same start date as was
transactions. When the current Bill was published,originally in the first Bill, from Budget day or

whenever it was announced. there had been a number of changes to this legislation
and that included an absolute exclusion for some
shares and a purpose or motive test for others. TheQ121 Chairman: Whilst the date may be for
two other conditions do not have a purpose testMinisters to decide, what is the eVect of the
because they are much more restricted in their scope,proposition of changing it? We have been told that a
especially following changes made in the current Bill.start date of 16 June rather than 15 March would
We do not think it is possible for a group or companyenable people to unwind these transactions. Is there
just to stumble accidentally into those conditions,significance in the date, in your view?
which they might have done under the preferenceMr Thomas: There is no significance in 16 June
share rules. We think there is no need for a purposecompared with any other date. It would allow amore
test here.We are aware that there is still some concernleisurely unwind than would otherwise have had to
about one of these conditions, what is called a tieringtake place, but most of these arrangements contain
issue. I am not sure they mentioned this to you but ittheir own self-destruct button should the legislation
is where you have a chain of shares and assets of onebe announced that they can be closed down. They
company consisting of shares and another where thewill revert back to the original position. The eVect of
bottom one is one to which Section 91B rules apply.not bringing the date forward to 16 June means that
Very careful consideration has been given to theapproximately three months of rents that would

otherwise have been deductible in computing tax representations there but, if a solution is needed to it,
which the government thought should not be it can be found again without having a purpose or
deductible would have been allowed for that period. motive test.
If I can come to the Section 91B purpose test, your
witnesses suggested the purpose test might be
included in the legislation to filter out deserving

Q122 Lord Barnett: You referred to the possibilitycases. I think it must mean that there should be a
of stumbling accidentally or incidentally into majorpurpose test for the parts of Section 91B that do not
tax avoidance schemes. Are you saying to us that inalready have one, because there was one there
practice there are very few legitimate commercialalready. That is because the so-called section 91B
transactions here?problem covers three diVerent types of case, all
Mr Thomas: Yes. The types of shares to which thedescribing shares which have characteristics of
legislation as it is currently drafted applies are almostdeposits or loans. The object of the legislation is to
all highly contrived. For example, they are sharestreat shares that have been using schemes to avoid tax
where the company has no assets except anon interest income as if they were in fact loans or
arrangement under which, in a year’s time, it willdeposits. One of the types of shares which is,
acquire some share in another company whichaccording to the jargon, Condition Two shares
happens to be worth five per cent more than thecovers redeemable shares which act like loans.
amount of share capital subscribed so, at the end ofTypically, these will be redeemable cumulative
year, you have a company whose value has gone uppreference shares paying a dividend which bears a
from 100, say, to 105. That looks like you haveclose resemblance to a rate of interest. The main

target of that rule was what is called preference share received interest but you have not.
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that the unwinding would have eVect from BudgetQ123 Chairman: That is a straightforward
avoidance of the tax that would otherwise be paid, Day onwards. We would not say that that was

retrospective.but there was one thing which was interesting to me.
You said the American view of the characteristic of a
tax avoidance scheme was as to whether it should be

Q125 Lord Lamont of Lerwick: This is an eternalunscrambled or not. Do you have a view generally
game of cat and mouse and you are always going toabout schemes that can be unscrambled? In one
be, to some extent, behind the curve. You are alwayssense, the thing goes back to where it was before and
going to be catching up and in an eVort to catch upyou get your tax. On the other hand, you can see why
you introduce these clauses that we are discussing. Iit is a bit of an incentive for somebody to try
find your evidence very persuasive but you said yousomething on and say, “Nothing ventured, nothing
had been consulting criminal lawyers about some ofgained.We can easily unscramble it if it goes wrong.”
these transactions, presumably therefore with a viewPresumably, you are not very keen on schemes that
to initiating legal action. I wondered in whathave an unscrambling procedure?
circumstances that would be the right response? IMr Hartnett: This is quite an interesting issue when
utterly deplore people being paid in platinumyou look across a number of diVerent fiscs to seewhat
sponges but I question whether it would be the rightthey do. The Americans have a penalty for
response to prosecute for it. I go back to the basicsubstantial understatement. If in any year tax is
familiar point that everyone is entitled to minimisesubstantially understated, there is a penalty. I am not
their tax liability. The fact that something is artificialsure whether this is used in the circumstances you
or contrived does not seem to me to be grounds fordescribe but it is quite an interesting way of handling
criminal prosecution. Prosecution ought to be aboutissues like this. I recall very vividly a CFO of one of
accuracy or fair reporting. I would have no problemthe UK’s major multinationals saying he wanted
with a penalty for substantial understatement but Ithree things out of an avoidance scheme: no
am rather hesitant about this idea that you mightreputational risk, no significant cost to be involved
initiate criminal prosecutions for some of these cases.and he wanted it to be reversible on challenge so that
Mr Hartnett: My Lord, I do not think there ishis company could extricate itself. We are at the
anything between us. The reason we thought wemoment under-taking a review of powers as we look
should get some criminal lawyers to have a look atat how we should develop powers for the new HM
our work goes back to a debate organised by the taxRevenue and Customs and advise Ministers. These
faculty of the Institute of CharteredAccountants twosorts of issues will play a part in that. You catch us
or three years ago, where, I think from memory, theat a time when we are doing our thinking rather than
motion was that tax is about the black letter of thehaving a clear view.
law and nothing to do with morality. Chris and I
opposed the motion and, I am pleased to say, carried

Q124 Lord Barnett: Is it your view of the very few the day. I used some examples from correspondence,
legitimate commercial transactions that it is not without naming names, and I can remember two
unreasonable to be retrospective in respect, for which I will cite very briefly, if I may. The first went
example, of rent factoring over a 15 year period? Is something like this: To make it diYcult for the tax
this why you are saying, “Let themunwind it and that authority to see this transaction for what it is we have
is the end of it” rather than having an amendment surrounded it in structural fog. I am not sure I
that would allow time or allow it to continue when it understood what “structural fog” was but I
was taken out 16 years ago? understood the thrust of the letter. Another letter

went something like this, from memory: TheMr Thomas: It would not have been taken out 16
years ago. It would have been taken out some time accounting treatment here is straightforward and

should be as follows. However, that lays theafter the middle of 2000 and now. Those schemes
which put in a 16 year lease were as much tax transaction bare for the Inland Revenue. We have

therefore considered alternative accountingavoidance schemes as 15 year or lower ones. The
thinking at the time in 2000 was that 15 years was treatments, neither of which is usual but both of

which will make it harder for the Inland Revenue toprobably too long a period for someone to be able to
create an eVective tax avoidance scheme, but see this transaction for what it is. We treated both

those cases as cases of tax avoidance and with nounfortunately that turned out not to be the case.
There is absolutely no diVerence between the 16 year dishonesty. It never occurred to our teams to

consider consulting criminal lawyers in thoseschemes and a five, 10 or 15 year scheme. The
government regarded them as tax avoidance schemes circumstances. A lot of the country’s leading tax

lawyers came back tome afterwards and said,We arewhich were taking advantage of a slight bit of
generosity in drawing this bright line. It was thought very worried if you are treating cases like that as

simple tax avoidance because we see some dishonestyappropriate to shut themdown fromBudgetDay and
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provides a foundation on which to build world-classthere and we think you should be thinking much
harder about prosecution in those circumstances. public services. We have a strategic approach to

dealing with avoidance when we see it and we wereWhat we are trying to do is not in any sense decide
that for the convolutions and intricacy of payments advised on the details of that by our Revenue and

Customs colleagues, but the broader context is towe should be prosecuting but to make sure our teams
have the line drawn in the right place when they are ensure that the performance of the UK economy is

maintained. I think you are asking about specifics.looking at issues of honesty and dishonesty. We need
some help from someone looking over our shoulder MrHartnett: This is part of a package of measures to

deal with certain arbitrage and hybrid entities. Thefor a short while, tomake sure we have that right. We
are often accused of muddling up things—I do not important question to ask here—it is one that we

share with our Treasury colleagues and ultimately isthink we do—but we would not dream for a moment
of considering prosecution without evidence of to be answered by Ministers—is: is using a hybrid

entity which costs the UK Exchequer money whiledishonesty.
there is no matching taxation of the same anywhere,
and where there is considerable artificiality, a way inQ126 Lord Sheppard of Didgemere: If you take a
which the UK wants to attract investment? That is ascheme which is legitimate and not criminal, it is
significant question and some of these measuresreported and found to be morally repugnant, a lot of
involving a scottish partnership interposed betweenwhat we have been talking about is following
companies in Switzerland and Luxembourg as partparticular processes and examples and you may well
of very complex structures do seem very artificial.in the process of that find it strange that the same

companies come up 15 times. You still have a lot of
powers. You do not have to take them to court. You Q128 Chairman: I can remember in my days in the
can have a tax audit and make life hell for them, can Treasury film leasing companies were one of the great
you not? Do you do enough of that? issues. It was as artificial as you know how. It is a
Mr Hartnett:We do not set out to make life hell for diYcult process and I do not think we will press you
companies through the way we approach their audit. further on that today.
In appeal proceedings we will be pretty vigorous and Mr Ramsden: As a footnote to one of our earlier
we would want to have our counsel examine the discussions, for the avoidance of doubt, when we
oYcers of the company in some detail. You asked were discussing Clause 6 and Schedule 1 on VAT,
earlier about the corporate social responsibility Chris Tailby might have been interpreted as
agenda. What we are doing—it is in its infancy—is committing us to amending the Finance Bill in
starting to say to chairmen, CEOs and CFOs of standing committee discussions in the other place
major companies where we see aggressive tomorrow. That is not the case. To take us back to
appointments, “Do you knowwhat has happened? If where you started us oV today, what Chris was
you do and you condone it, you will understand that talking about was an ongoing process of
our response is going to be vigorous because you consultation.We have Finance Bills and they become
seem to be doing this rather a lot.” Quite often, we Acts but the Treasury, because of the taxpayer
find that they do not know that this has been left quite beneficiary aspects, with our Revenue and Customs
low down the organisation and occasionally you find colleagues carry on discussing these issues to see if
the chairman does not have a clue. there is a way forward.

Chairman: I do not think for a single minute that we
thought he was committing Ministers to bringing inQ127 Lord Barnett: I have a question for the
amendments to the Finance Bill. All I think he wasTreasury, if I may. Supposing one of these anti-tax
saying is that, if Ministers thought there was anavoidance schemes had an impact on preventing
overwhelming case for doing it, they would do it.some investment into theUKon amajor scale. Could
Lord Lamont of Lerwick: I thought the form of wordsyou tell the Revenue to not bother? I am thinking of
was very open.a particular example. Clause 25, Pricewaterhouse tell

us, as it stands, will provide a major disincentive to Chairman: One of our great predecessors said
something about stopping at certain moments in ainbound investment into the UK. Is that true?

Mr Ramsden: I am very conscious that on the issues debate, and we will leave it there. Thank you very
much indeed for coming and for being so frank. I didaround Clause 25 I should hand over to Dave but on

your more general point, which is getting us very say in a debate in the House of Lords the other day
that I thought one of the great advantages of this sub-close to the policy priorities of the government, we set

out in our memorandum to you in the very first line committee meeting and discussing detailed aspects of
the Finance Bill was that it gave people like you whothat we want a modern and fair tax system which

encourages work and saving, keeps pace with knew a great deal more about it than virtually
anybody else the opportunity to come and explain inbusiness practice and the global economy and
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always eloquent and clear in what you had to say anddetail to us and to those whowant to read our reports
the arguments and reasons why you advised I feel no reason to revise my opinion as a result of

your performance today. Thank you.Ministers to do what they did. I thought you were

Supplementary Note by HM Treasury

1. At the evidence session with HM Treasury and HM Revenue and Customs oYcials on the 20 June, the
Sub-committee noted the requirement to disclose certain arrangements within five days and asked for
comments on the potential impact of extending this period to 30 days.

2. As Dave Hartnett pointed out at the hearing, the practice of successive Governments over many years has
been to protect the Exchequer against avoidance by announcing its intention to introduce amending
legislation at the next opportunity (usually the next Finance Bill) and to invite Parliament to make the
amended legislation eVective from the date of announcement. This practice has become known as the Rees
Rules since it dates back to a statement made in 1978 by Peter Rees QCMP.As long as this practice is adhered
to, there is no incentive for promoters to disclose a scheme any earlier than they have to, and so we would
expect a 30-day period to mean 30 days before HMRC knew of the scheme. Extending the deadline from five
to 30 days would therefore give that much longer for schemes to be disseminated and the tax advantage taken
before any action could be taken to prevent them.

29 June 2005

Printed in the United Kingdom by The Stationery OYce Limited
7/2005 311383 19585




