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ABSTRACT 
___________________________________________________________________________________________________________________________________________________________________________________________________________________  

This report on Finance Bill 2006 by a sub-committee of the House of Lords Economic Affairs 
Committee is the fourth in a sequence which began with Finance Bill 2003. Our terms of reference, 
which have remained the same since we were first established, enable us to consider technical 
issues of tax administration, clarification and simplification, but not rates or incidence of tax. 
 
Three topics are reviewed in depth: measures to counter avoidance of direct tax; measures to help 
combat fraud in respect of Value Added Tax—the so called Missing Trader Intra-Community 
(MTIC) carousel fraud; and provisions to change the basis on which Inheritance Tax (IHT) is 
applied to trusts, especially Accumulation and Maintenance (A&M) and Interest in Possession 
(IIP) Trusts. 
 
We chose the first two topics both because of their budgetary importance in terms of tax yield and 
because they enabled us to follow through significant developments in both since our previous 
reports on provisions in those areas. We chose the third topic because it was clear that it was raising 
a much wider range of issues than had been suggested at the time of the Budget. 
 
As regards avoidance of direct tax, we noted the perception shared by witnesses, both tax 
professionals and officials alike, that the operation of the tax avoidance disclosure regime has served 
to create something of a behavioural shift against wide-scale adoption of the more aggressive and 
sophisticated artificial schemes. However, there is clearly a need for HMRC (Her Majesty’s 
Revenue & Customs) to keep its guard up, as recent experience including this year’s Finance Bill 
measures has shown. In the interests of clarification and simplification, and despite lukewarm 
expressions of support from private sector witnesses, we welcome the confirmation which we were 
given by HMRC that the case for introducing a General Anti-Avoidance Rule, as part of the 
Government’s response to the existing level of tax avoidance, is continuing to receive serious study. 
 
Turning to VAT, we welcome Clauses 19–21 designed to strengthen the powers to counter MTIC 
carousel fraud. The EU Commissioner responsible for taxation has been quoted in the press to the 
effect that the Commission would be positive about the UK request on reverse charging. We very 
much hope that these provisions will prove to be more effective than the 2003 measures. At the 
same time, we have some sympathy for the view put to us by witnesses that a complete answer to 
MTIC fraud might be possible only in the event of adoption of a single EU-wide system of VAT. 
 
We looked particularly carefully at the appeal rights available to protect the innocent trader who 
might find himself unwittingly caught up in a MTIC-tainted supply chain. We accept that, 
provided an innocent appellant is in a position to introduce evidence identifying his customers and 
suppliers together with the batch number of the relevant stock, he would be in a position to 
introduce satisfactory arguments as to whether HMRC’s actions were proportionate, without any 
need for a reversal of onus of proof. 
 
As regards the IHT treatment of trusts, we are firmly in favour of consultation, which we believe to 
be necessary if clarity, certainty and simplicity are to be achieved, but there was none in respect of 
the IHT trust provisions. We did not hear evidence to show why measures to counter forestalling 
could not have been taken which would have enabled consultation to have taken place. The 
measures were announced in a low key way and lacked clarity about the Government’s objectives. 
This led to considerable uncertainty about the impact of the provisions and to an exceptionally 
wide range of estimates of the numbers of people likely to be affected and the costs of having to 
review their wills. 
 
We accept that, to the extent that there has been significant avoidance using A&M and IIP trusts, 
the Government is fully entitled to tackle it. But the measures proposed in the Finance Bill also 
impact on a wide range of trusts which are used as part of the responsible stewardship of family 
assets without an avoidance motive, making them less certain and more complex and costly. As the 
Government did not make clear what it was trying to achieve, we remain uncertain whether the 
policy of neutrality towards trusts has been altered or whether the impact of these changes on 
ordinary family business needs further consideration and the remedies used to counter avoidance 
need to be more closely targeted. 
 
Just as we were going to print a large number of Government amendments were tabled, but again 
without an explanation of their intent. We hope that they will go some way towards meeting the 
many concerns which were put to us. We believe that the way in which this whole matter has been 
handled is not the way in which tax changes should be made. 



The Finance Bill 2006 

CHAPTER 1: INTRODUCTION 

1. This is our fourth report since 2003, when for the first time the House of 
Lords Select Committee on Economic Affairs appointed a sub-committee to 
inquire into selected aspects of that year’s Finance Bill. The understanding 
on which these inquiries have been conducted is that they would address 
technical issues of tax administration, clarification and simplification rather 
than the rates or incidence of proposed tax changes. 

2. Our aim has been to publish our findings each year not later than the 
completion of the committee stage of the Bill in the House of Commons and 
before its remaining stages. Our intention was that, in so doing, we should 
enable members of that House, both Ministers and backbenchers, to move 
amendments to the Bill at the report stage if they so wished. Our report 
should also inform the second reading debate in the House of Lords. 

3. As in previous years we have looked in some depth into a few topics only. 
Those topics which we have chosen raise major issues for our inquiry. Had 
we sought to examine the Bill as a whole, our examination of each topic 
would necessarily have been cursory. 

4. While one of the topics we selected for inquiry this year was a new one, in 
examining the other two topics which we chose, we have sought to follow the 
progress of provisions which have been the subject of previous inquiries and 
to which additions or modifications are being proposed. 

5. First, in 2004 we examined proposals to close down opportunities for tax 
avoidance by requiring the disclosure of schemes being used for this purpose; 
and we followed this up in our 2005 report by reviewing the effectiveness of 
the measures introduced the year before and examining three new sets of 
measures designed to achieve the same effect. We have returned to this 
theme again this year with an inquiry into proposals, contained in Clause 92 
and in Clause 76 and Schedule 6, designed to counter schemes which have 
come to light as a result of the avoidance disclosure rules. These are 
concerned respectively with schemes which use options over shares and 
securities as part of remuneration and with highly specialised financial 
products. 

6. Similarly, we have returned this year to the subject of Missing Trader Intra-
Community (MTIC) VAT fraud, which we first examined in our 2003 
report and in regard to which new measures are proposed in Clauses 19–21 
of the current Finance Bill designed to change the basis on which VAT is 
charged on certain categories of goods moving between EU Member States 
in order to restrict further the scope for what has become known as “carousel 
fraud”. 

7. Our third and final topic this year is a new one, namely the Government’s 
proposals, contained in Clause 157 and Schedule 20, to change the basis on 
which Inheritance Tax is applied to Trusts, especially Accumulation and 
Maintenance and Interest in Possession Trusts. 
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8. In the case of MTIC fraud and avoidance of direct tax we have been able to 
take account of the proceedings on the Finance Bill in the Standing 
Committee of the House of Commons. The timing of the proceedings in that 
Committee on avoidance through the use of options as part of remuneration 
and on the treatment of trusts for Inheritance Tax was such that we were 
unable to do so, although we were able to look in a preliminary way at the 
amendments which the Government tabled just as they were going to print. 
By the time our report is published however these proceedings will have 
taken place. 

9. As in previous years, we have conducted our inquiry by taking written and 
oral evidence from leading professional organisations and from HM Treasury 
and HM Revenue and Customs. A list of those who have contributed to the 
inquiry in this way, together with the evidence they have given, is contained 
in Volume II of our report. We should like to thank all those who have 
contributed, often at short notice, to our work. Without their help this report 
could not have been written. 

10. Our findings in regard to the three topics chosen for examination are 
contained in Chapters 2 to 4, and our overall conclusions may be found in 
Chapter 5. 
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CHAPTER 2: COUNTERING AVOIDANCE OF DIRECT TAX 

11. In its Pre-Budget Report (PBR) of December 20051 the Government once 
again stressed the high priority it placed on maintaining the attempt to bear 
down on tax avoidance which “undermines the fairness of the system and 
causes market distortions”. The PBR went on to identify the rationale that 
underlay its strategic approach. The range of legislative methods adopted 
were to be designed to “tackle avoidance without hindering genuine 
commercially-driven behaviour”. 

12. Continuing this theme, the Economic and Fiscal Strategy Report (EFSR)2, 
referred to the case of “ever more complex and contrived schemes designed 
to avoid income tax and national insurance contributions on remuneration 
and bonuses”. The EFSR recalled the announcement of 2 December 20043 
to the effect that the Government would counter any schemes of this type 
that were developed in the future, where necessary with effect from the date 
of that announcement. The EFSR continued: “Despite this a minority of 
employers are continuing to enter into schemes that use employment-related 
securities and which frustrate the Government’s intention to prevent tax 
avoidance. Having considered the risks to the Exchequer, the Government 
has decided to close down a number of schemes with effect from 
2 December 2004, so that those using these schemes will not succeed in 
obtaining an unfair advantage over the majority of employers and employees 
who do pay their fair share of tax and NICs”. 

13. The EFSR also made special mention, in the context of dealing with 
avoidance of direct taxes, of the disclosure rules that allowed HMRC “to 
take rapid, focused action; targeted anti-avoidance measures based on 
purposive tests; and legislation with effect from the date of announcement, as 
a proportionate response to those who seek to avoid paying their fair share”. 

14. We selected for scrutiny the two groups of anti-avoidance provisions that had 
been specially mentioned in the EFSR: employment-related securities 
(Clauses 92, J1021 and J1021a) and financial instruments (Clause 76 and 
Schedule 6). The projected tax yield of both groups was significant4. Our 
Inquiry sought to arrive at a view of how successful each of the measures 
selected for examination was likely to be at achieving the twin objectives set 
out in the PBR, based on the evidence given to us about how applying the 
provisions was likely to work out in practice. 

Setting the Context 

15. We recall that the rules requiring disclosure of certain tax planning 
arrangements and dating from the Finance Act 2004 were innovatory in 
concept and, as one of our professional witnesses styled them last year, 
“revolutionary” in their effect5. The provisions we had selected for scrutiny 

                                                                                                                                     
1 Pre-Budget Report, December 2005, HM Treasury, Cm 6701,  paras 5.113–5.117  
2 Economic and Fiscal Strategy Report, published 22 March 2006, as part of Budget 2006, HC 968, paras 

5.116 and 5.117 
3 Pre-Budget Report, December 2004, HM Treasury, Cm 6408,  para 5.89 
4 Financial Statement and Budget Report, published 22 March 2006, as part of Budget 2006, HC 968, at 

Table A1. Yield (indexed) Avoidance using employment related securities 2006–07 £70 million, 2007–08 
£65 million, 2008–09 £45 million. Financial products avoidance 2006–07 £125 million, 2007–08 £135 
million, 2008–09 £100 million. 

5 The Finance Bill 2005, HL Paper 13-I, para 5 
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this year were presented in the EFSR as fruits of the disclosure rules. We 
decided that our consideration of them would be better informed if we began 
our Inquiry by looking briefly at how the rules themselves were perceived to 
be operating. We sought from our witnesses some views about the 
effectiveness of the rules in the light both of the outcome, as illustrated by 
Clause 92 and the Schedule 6 measures, and of their own experience of the 
compliance burden. Some of our witnesses offered views on the proposed 
changes to the rules, as set out in a recently published draft Statutory 
Instrument6, including their cost implications7. 

16. For the Institute of Chartered Accountants in England and Wales (ICAEW), 
Frank Haskew (Q 136) said that his members had given a cautious welcome 
to the original tax avoidance disclosure rules and that “certainly in terms of 
direct tax…the rules are working reasonably well”. He added that their view 
was that “the vast majority of people have been complying with the system 
and have built it into their own due diligence procedures”. He acknowledged 
that HMRC might have a problem with a “hard core” of people who had not 
disclosed schemes when they should have done and questioned whether the 
level at which the penalty for non-compliance had been set (£5,000) was a 
sufficient deterrent. The ICAEW’s initial reaction was that to “introduce 
whole new hallmarks of avoidance and completely change the rules, so that 
all the people who have got systems and due diligence are going to have to 
now rework it” was not the right approach to tackling a problem with a non-
compliant minority, because building the changes into their systems would 
impose a disproportionate burden on the already compliant majority. 

17. Chas Roy-Chowdhury, for the Association of Chartered Certified 
Accountants (ACCA), (Q 151) noted that the legislation was still fairly new, 
but he added: “We think that conceptually it is actually fairly sound”. He 
speculated that one reason underlying the changes currently being proposed 
was that the initial flow of a lot of information about schemes had now 
petered out to a large extent, “hence the way the Revenue has sought to 
broaden the scope”. Robert Maas (Q 153) agreed with that analysis but 
welcomed one particular aspect, namely that “the new system removes a lot 
of the obligation on small businesses”. Chas Roy-Chowdhury (Q 151) said 
that his impression was that the 2004 rules had affected a behavioural shift in 
the way professional advisers viewed schemes. “I think now firms have a 
much higher moral code when it comes to tax issues and tax planning and 
they seek not to indulge in certain types of tax planning areas where they 
perhaps otherwise would have done in the past”. His assessment (Q 145) was 
that “unacceptable tax avoidance” was no longer “a very mainstream 
occurrence”; it was now the case that those marketing such schemes were 
what he termed “boutique organisations”.  

18. Mike Hardwick, for the Law Society (LS), (Q 194) confirmed the general 
impression gained from our earlier witnesses, saying of the disclosure regime: 
“We do think it has been effective”. He added: “On the compliance side we 
have found that it does draw a reasonable balance. We have not spent 
excessive amounts of time worrying about disclosing things that are routine 

                                                                                                                                     
6 Income Tax Corporation Tax Capital Gains Tax The Tax Avoidance Schemes (Prescribed Descriptions of 

Arrangements) Regulations 2006, proposed to enter into force 1 July 2006. 
7 Partial Regulatory Impact Assessment (PRIA) The Tax Avoidance Schemes (Prescribed Descriptions of 

Arragements) Regulations 2006 (SI 2006/xxxx) and The Tax Avoidance Schemes (Information) 
(Amendment) Regulations 2006 (SI 2006/xxxx). 
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tax planning, so it has proved to be quite well targeted and proportionate”. 
Alan Barr, for the Law Society of Scotland (LSS), (Q 194) concurred, 
stressing the importance of the regime being targeted at “high value ticket 
transactions”. He said that “…keeping it at that upper end is absolutely 
crucial lest it strike at the kind of individual and small business tax planning 
which is still tax planning as opposed to tax avoidance”. 

19. Speaking of the initial reaction of the LS to the expansion of the disclosure 
rules, Mike Hardwick (Q 195) summed up their views as follows: “It is 
building on the experience of the existing rules and expanding them in a way 
that seems to us to be reasonable and to focus on areas of potential 
significant Revenue loss”. The LS was in the process of debating with 
HMRC some issues of wording. He picked out one of these as their main 
area of some concern: the hallmark dealing with standardised tax products, 
so-called “plug-and-play schemes”. In the view of the LS the wording of this 
hallmark needed tightening up to refer to schemes whose main purpose was 
to avoid tax. 

20. In their written evidence8 to us the Chartered Institute of Taxation (CIOT) 
referred to current discussions between HMRC and tax professionals about 
changes to the Tax Avoidance Disclosure regime, saying: “There we are 
seeing good consultation on and discussion of potentially complex rules…” 
John Cullinane (CIOT) (Q 235) said that, while he applauded the extent of 
the discussion about the disclosure rules between HMRC and the 
professions, “we believe there has been a considerable compliance cost. 
Almost all professional firms have to set up elaborate provisions for working 
out, whenever any advice is given, whether it is reportable or not”. John 
Whiting (QQ 237–8) illustrated from his firm’s experience the setting-up 
costs of preparations for the extended disclosure rules. He said: “You 
understand that they want to get at these pre-packaged areas, but our 
concern is the much wider range of things that have to be considered for 
disclosure because they do not just target pre-packaged, mass-marketed 
schemes”. 

21. The Partial Regulatory Impact Assessment published on 28 April 2006 
contained HMRC’s present overall assessment of the disclosure regime’s 
effects, from the point of view particularly, but not exclusively, of 
employment-related products: “There is a risk that the disclosure regime 
could simply ratchet up the tendency for promoters to create ever more 
complex schemes intended to avoid anti-avoidance measures themselves. But 
HMRC does not believe that this has been the outcome. Rather, various 
strands of intelligence and information strongly suggest that there has been a 
sharp decline in marketed tax avoidance schemes and in particular of 
schemes aimed at avoiding tax and National Insurance contributions on 
employment income. HMRC’s assessment is that disclosure has been an 
important contributory factor to that decline, although clearly there are 
others at play (e.g. corporate governance issues). The decline of employment 
schemes is attributable to disclosure combined with the Paymaster General’s 
statement of 2 December 2004 announcing the Government’s intention to 
take action, if necessary back to that date, against schemes falling within the 
scope of that statement”. 

                                                                                                                                     
8 Memorandum of Evidence by CIOT, (Volume II, p 80). 
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22. Peter Curwen for HM Treasury (HMT), in his framing background 
comments and noting that all the measures selected for Inquiry were “in their 
different ways...aiming to reduce the tax gap”, gave us some illustrative 
figures (Q 272) to set the context. He told us: “Since the introduction of the 
disclosure regime and the end of the first quarter of this year there have been 
625 disclosures on [direct tax], 812 VAT disclosures and 484 Stamp Duty 
Land Tax disclosures. The anticipated revenue yield from anti-avoidance 
measures alone from all the disclosures made since 2004 will be over 
£1.5 billion in this financial year and we expect over £2 billion in the next 
financial year”. 

23. Dave Hartnett, for HMRC, (Q 272) gave us one anecdotal illustration of the 
effect of the rules in practice, which served to illuminate the impression of a 
behavioural change towards aggressive tax planning taking place about which 
we had heard from private sector witnesses. He told us of a conversation he 
had had with a leading banker, following legislative action to block one 
particular dividend strip scheme that had been disclosed under the rules. The 
banker had told Mr Hartnett “You have wrong-footed my bank. We were 
preparing to use this scheme to wipe out our tax liability for the present year. 
This is the third time you have wrong-footed my bank through the disclosure 
rules. Our board are now considering a reappraisal of our tax strategy and are 
likely to decide not to get involved in aggressive tax avoidance any more”. 

24. This is the third year running that we have examined aspects of the 
tax avoidance disclosure rules. We began in 20049, with the legislation 
that paved the way for them, and in 200510, and again this year, we 
looked at blocking provisions to which they gave rise. We are pleased 
to note that there is a broad consensus among our witnesses from the 
private sector that the rules are working well, in particular by 
excluding unnecessary disclosures. Setting up the necessary 
reviewing machinery has created more work for tax professionals and 
the burden is ultimately passed on to their clients in costs. However, 
judged by the results described to us by HMT and HMRC, we 
conclude that this compliance burden is proportionate and justified 
by the outcome in terms of reducing the tax gap. 

25. We are particularly pleased to learn from private sector witnesses 
that they take such a positive view of the consultation process in this 
area, both as contributing to the effectiveness of the original regime 
and as currently in progress in respect of the planned extensions. We 
welcome the lifting of a burden from small businesses. It would be 
premature for us to make any comment on the substance of the 
proposed changes to the disclosure rules, except to note that the 
changes will inevitably add to the compliance burden and to express 
the hope that the need for it to be proportionate should continue to be 
borne in mind. 

26. There could be no better justification for the tax avoidance disclosure 
regime than the perception shared by witnesses, both tax 
professionals and officials alike, that its operation has served to create 
something of a behavioural shift against wide-scale adoption of the 
more aggressive and sophisticated artificial schemes. However, there 

                                                                                                                                     
9 The Finance Bill 2004, HL Paper 109-I, at Chapter 2 
10 The Finance Bill 2005, HL Paper 13-I, at Chapter 2 
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is clearly a need for HMRC to keep its guard up as recent experience, 
including this year’s Finance Bill measures, has shown. 

Employment Related Securities: Clauses 92, J1021 and J1021a 

27. Dealing with contrived schemes that were used to avoid tax and NICs, the 
PBR of December 200511, recalling an announcement in the previous year’s 
PBR12, had recorded that “the Government will monitor remuneration 
arrangements over the bonus season, and will not hesitate to legislate further 
to close down such schemes. Where necessary this legislation will be effective 
from 2 December 2004”. The results of that monitoring became apparent 
with the publication of Budget 2006. The EFSR, as noted above at 
Paragraph 12, stated that, despite the Government’s warning, a minority of 
employers were continuing to enter into avoidance schemes that used 
employment-related securities and that these would be closed down with 
retrospective effect. 

28. The Budget Note13, without going into detail, spoke of stopping “complex 
and contrived schemes…which seek to sidestep the rules in part 7 of 
ITEPA”. It highlighted the introduction of “a targeted purpose test to be 
applied where a securities option is used as part of an avoidance scheme”. 

29. The Explanatory Notes (ENs) to Clauses 92 and J1021 summarised their 
effects in identical terms14: to amend “section 420 of the Income Tax 
(Earnings and Pensions) Act 2003 (ITEPA). The changes strengthen parts of 
the income tax legislation relating to employment related securities to 
counter avoidance schemes, which use options over shares and securities to 
deliver employment reward”. The EN to Clause J1021a15 stated that it 
amended “sections 222, 684 and 710 of ITEPA 2003. The changes provide 
for PAYE to be applicable prospectively on retrospective notional payments 
of employment income”. The ENs contained detailed worked examples and 
explained that the objective was “to level the playing field between cash and 
employment reward delivered using securities”. 

30. The ICAEW in their written submission16 reiterated their objection of 
principle to retrospective taxation. Notwithstanding the PMG’s statement of 
2 December 2004 warning that future countermeasures may be backdated, 
they said that “given the uncertainty about the precise scope of these new 
rules we think these proposed measures should apply only from 22 March 
2006”. Frank Haskew put their concerns into a broader context when he 
referred (Q 121) to the fact that the huge range of remuneration packages 
around reflected a demand not just to design for the UK jobs market but also 
“international packages reflecting the internationally mobile employee…It is 
quite difficult to try and frame rules which obviously catch the specific UK 
employee sometimes of those international type of arrangements”. 

31. Mr Haskew went on to recall that the ICAEW had been broadly supportive 
of the Government’s anti-avoidance measures but that some of his members 

                                                                                                                                     
11 Pre-Budget Report, December 2005, HM Treasury, Cm 6701,  para 5.117 
12 Pre-Budget Report, December 2004, HM Treasury, Cm 6408,  para 5.89 
13 BN 33—Protecting Revenues: Employment related securities,  paras 6 and 7  
14 Explanatory Note (EN) Clause 92, Paragraph 1 and EN Clause J1021, para 1 
15 EN Clause J1021a,  para 1 
16 Memorandum of Evidence by ICAEW, (Volume II, p 28). 
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were becoming concerned that it was no longer always clear how widely 
targeted particular rules were. This had led to “a growing perception that the 
UK is proving a difficult place and a more hostile place in which to do 
business, and that applies as much to the employee remuneration type 
packages as to the more general corporation tax rules”. (Q 122) He instanced 
the purpose test inserted into the definition of “securities option”17 as being, 
on the one hand, “a fairly common purposeful approach that tax legislation 
has used for a very long time”, while nonetheless stressing that “one of the 
main purposes is often very difficult to apply, particularly if you have got 
international-type arrangements” (Q 125). 

32. In their written evidence18 the LS raised with us three practical issues of 
implementation. They considered that Clause 92 required amendment: (a) 
to remove possible confusion between the treatment prescribed for 
“warrants” and that for “securities options”; (b) to make it clear that it 
excluded the mere deferral of tax; and (c) to clarify how retrospection was to 
be made to work in the case of options acquired before 2 December 2004 
“where something is done on or after that date as part of the arrangements 
under which it was made available”. 

33. As a further example of complexity that caused difficulties in this area Alan 
Barr (LSS) (Q 186) instanced the timing problems associated with 
determining what was “at an appropriate time”. He said that “…in some 
cases it may be that the ‘appropriate time’ by the legislation is too early in 
terms of when people actually get hold of assets on which they can 
reasonably pay cash and the convertibility into cash is in some doubt in some 
cases where both employers and employees have to pay tax on them”. Mike 
Hardwick (LS) (Q 189) said that one concern was that Clauses 92 and J1021 
were “not targeted narrowly on a particular artificial avoidance scheme. 
Instead it retrospectively targets all options other than options to acquire 
securities granted for commercial purposes”. He concluded: “We accept that 
taxpayers were warned…but we would expect the retrospective legislation to 
be targeted narrowly on particular avoidance schemes and here we have 
legislation that seems rather broader than it needs to be”. 

34. The CIOT19 echoed the objection in principle to retrospective taxation 
expressed by the ICAEW. They said that “…if it is ever appropriate, it must 
be in tightly defined circumstances about which taxpayers have been 
warned”. The CIOT’s memorandum went on to contrast that statement of 
principle with what they perceived as the approach of the provisions as 
drafted. “The very broad manner in which Clause 92 is drafted, whether by 
accident or design, means that all tax planning concerning reward—complex, 
contrived or otherwise—is now, apparently, susceptible to retrospective 
attack. This damages confidence in the integrity of the UK tax system.” 

35. By way of explanation, rather than justification, for the degree of tax 
planning ingenuity that had been focused on this area, the CIOT pointed to 
the fact that “the employment-related securities rules are on the very 
complex borderline…between employment income taxed through PAYE and 
subject to NIC (effectively at 53.8 per cent) and capital gains eligible for 
business taper relief…and so effectively taxed at only 10 per cent”. 

                                                                                                                                     
17 For example, as inserted by Clause 92 into subsection (8) of Section 420 of ITEPA 2003  
18 Memorandum of Evidence by The Law Society, (Volume II, p 62). 
19 Memorandum of Evidence by CIOT, (Volume II, p 80). 
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36. John Whiting (CIOT) developed this theme (Q 227). He said: “There have 
been a number of issues coming up with management buy-outs and similar 
things in that area. The Revenue have put out a fairly extensive list of 
guidance in terms of Frequently Asked Questions, which I think in itself is 
very telling in terms of the number of problems there have been”. He 
confirmed (Q 228) that a dialogue with HMRC was ongoing. He foresaw 
(Q 229) practical difficulties arising with the purpose test and confirmed 
(Q 30) that the CIOT’s Finance Bill representations had been put to 
HMRC, out of which he hoped the necessary clarification and further 
guidance would come. Reverting to the PMG’s statement of 2 December 
2004, he stressed (Q 232) that the CIOT’s concern was with “just how 
tightly defined is this piece of retrospection”. He concluded that “it just 
about fits it”, although he added (Q 233) that “it is on the borderline”. 

37. Dave Hartnett (HMRC) (Q 273) told us that the Department had a lot of 
difficulty with the proposition that the PMG’s statement was not clear. He 
said that the statement had set out “to make it abundantly clear that the 
Government would not put up with these arrangements to defer Pay-As-
You-Earn and avoid National Insurance contributions in the long 
run…Everyone producing schemes to defer Pay-As-You-Earn and relieve the 
obligation of National Insurance contributions knew exactly what this 
statement meant, and we have had business leaders and leaders of the tax 
world contacting us and saying things like: ‘Isn’t it good that there is now an 
unequivocal position here because this has gone on far too long?’” He added 
(Q 274): “I think the key here is this can be challenged in the courts, and so 
far no challenge has emerged that I am aware of”. 

38. Mr Hartnett went on to respond (Q 275) to the three points that the LS had 
raised with us about Clause 92 (see Paragraph 32). On the first, he said that 
“…not all options are warrants, and we have sought to produce in the 
legislation precision so that people holding options or warrants know exactly 
where they stand. Our very firm legal advice is that we could not merge the 
two words into some other word—pick one and it would mean the other—
which is why we have gone in the direction we have”. 

39. His answer to the second point was that deferral of liability could, at the 
extreme, amount to an avoidance device. He said that “some of the schemes 
that we have seen do, as the Law Society suggested, just provide for deferral, 
but deferral for 50 years. Deferral of tax or National Insurance liability for 
50 years feels, to me, like tax avoidance on a pretty grand scale”. 

40. Finally, he said: “On the third, about options and their use, options acquired 
before 2 December 2004 are only going to be caught by the legislation if they 
were acquired as part of a scheme of avoidance and something is done after 
2 December 2004 to implement the scheme. I think I am back to the 
evidence I was giving earlier that people using these arrangements know 
exactly what they are doing, and so if they do not want to be caught they 
should not carry it through, and if they do want to be caught they should 
carry it through”. 

41. The points which the LS raised with us were later the subject of amendments 
moved in Standing Committee on 6 June 200620. Following discussion the 
amendments were withdrawn. Responding to the debate the PMG said: 

                                                                                                                                     
20  Standing Committee Hansard, 6 June 2006, cols 436–444 
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“The effect of the clause is clear: it applies only if security options are 
acquired or something is done to existing security options on or after 
2 December 2004 that is part of an avoidance arrangement. The avoiders 
know exactly what they are doing, as Opposition Members have 
acknowledged at each point when we have discussed the various schemes 
over the years. Those who do not attempt to avoid paying the proper amount 
by participating in complex and contrived avoidance arrangements will have 
the certainty that these provisions do not apply to them. Parliament is clear. 
It expects employment remuneration to be properly taxed.” 

42. On the issue of the PMG’s statement of 2 December 2004, we recall 
that in our report on last year’s Finance Bill21 we said that we were 
persuaded that an exception to the normal approach to backdating 
was justified. This year we have heard that HMRC retain confidence 
in the statement’s specificity and clarity and could point to the 
absence, so far, of any challenge in the courts. 

43. However, some of our private sector witnesses voiced doubts about 
whether Clause 92 met the test of certainty for the taxpayer of an ECJ 
judgment concerning retrospective legislation in a VAT case22 to 
which they drew our attention. Others felt that, if it did indeed meet 
the test, it was a very borderline decision.  

44. It occurs to us that the proper question to be considered now is how 
far into the future it is realistic to regard the level of risk of challenge 
as acceptable, as time moves on from 2 December 2004, and if new 
schemes are introduced which test the limits of the statement’s reach. 
We accept that a measure of certainty is necessary in the area of 
employee remuneration. 

45. Regarding the three detailed points put by the LS we take note of 
HMRC’s response together with the exchanges on the amendments 
based upon them that took place in Standing Committee. We note 
that the amendments were withdrawn and we welcome and share the 
consensus reached. 

Financial Arrangements: Clause 76 and Schedule 6 

46. Budget Note 1823 introduced a series of measures to block tax avoidance 
schemes using financial products. These had all been notified to HMRC 
under the Finance Act 2004 disclosure rules. One group of these was singled 
out for special mention as having a common feature, namely that “they use 
intra-group arrangements to avoid tax on income arising to the group, or to 
create a tax loss when there is no economic loss to the group as a whole24”. 

47. The EN25 identified the main categories of affected schemes as being “ones 
which: 

• create contrived losses by the purchase and sale of the rights to 
distributions on shares; 

                                                                                                                                     
21 The Finance Bill 2005, HL Paper 13-I,  para 43 
22 ECJ judgment of 26 April 2005 in the case of Stichting Goed Wonen C-376/02 
23 BN 18 Protecting Revenues: Financial products. 
24 BN 18, para 2  
25 EN Clause 76 and Schedule 6: Avoidance involving financial arrangements. 
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• avoid tax on interest using stock lending or similar arrangements; 

• exploit accounting rules which result in profits on loan relationships 
being de-recognised; 

• attempt to get around the ‘shares as debt rules’ using the ‘outstanding 
third party obligations’ and ‘redeemable shares’ conditions; 

• avoid tax on intra-group loans by passing value representing interest on 
the loan to a third group company in non-taxable form; 

• exploit the group continuity rules for loan relationships and derivative 
contracts; 

• avoid tax on loan relationships using arrangements where a debt can only 
be settled by the issue of shares.” 

48. Schedule 6 comprised 17 separate amending paragraphs and ran to 12 pages 
of draft text. The EN ran to 144 paragraphs and 23 pages. To keep our 
Inquiry within bounds we invited our witnesses to select from among the 
measures any that they wished particularly to draw to our attention; and we 
asked whether they had any points of a more general nature to make about 
the disclosure regime in the light of its fruits in the shape of Schedule 6. 

49. Malcolm Gammie, for the Institute for Fiscal Studies (IFS), (Q 3) noted that 
the field of financial instruments, derivatives and related securities was “such 
a fertile area for tax planning because it is extremely difficult to spell out in 
great detail how you would want to tax everything, and the more you spell it 
out, the more you offer opportunities to taxpayers to look at the detail and 
find their way round it”. He commented that the piecemeal approach 
adopted in the legislation could not be said to amount to “a coherent regime 
dealing with all of these financial instruments and loans… [but] until a more 
fundamental view can be reached and a solution arrived at, that, I regret to 
say, is going to continue”. 

50. The ICAEW raised no detailed points in their written submission26, but they 
recorded their acceptance of the Government’s need to counter avoidance 
and their preference for the route of doing this “by way of properly targeted 
anti-avoidance legislation.” However, they added that they saw a problem 
with the approach as now exemplified in the 2006 measures. They said that 
it was “generating great complexity in the tax system, with many clauses 
drafted more widely than they need to be and with few taxpayers actually 
understanding these provisions”. Frank Haskew (Q 134) reiterated that the 
ICAEW had not “come against any examples of unintended consequences” 
in the Schedule 6 measures. But he drew attention to a more general issue 
arising from complexity—its potential effect as a discouragement to inward 
investment into the UK. He said that he had been told by a senior tax 
partner at a “big four” firm that “…international clients who are looking to 
locate in the UK are just aghast at the amount of legislation and public tax 
rules we seem to be adding onto the system”. 

51. Given the problem of extreme complexity that they perceived, Mr Haskew 
said (Q 135) that, although the ICAEW had historically been generally not in 
favour of it, they now thought that it might be time to consider again the 
introduction of a General Anti-Avoidance Rule (GAAR). However, if this 

                                                                                                                                     
26 Memorandum of Evidence by ICAEW, (Volume II, p 28). 
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were not to lead to a loss of certainty for taxpayers, it would need to be 
accompanied by a clearance mechanism. 

52. The LS raised with us a particular problem they had identified in Paragraph 
5 of Schedule 627. They said: “The effect is that, once a company has 
determined the relevant profits and losses on its loan relationships that are 
reflected in its accounts, it will have to consider separately whether those 
credits and debits ‘fairly represent’ its profits and losses. The company is not 
given any basis on which to make that assessment. This is a recipe for 
uncertainty”. They characterised the provision, as drafted, as undermining 
the basic principles of the loan relationships legislation and proposed that it 
be dropped from the Finance Bill. 

53. Mike Hardwick (Q 197) identified two factors over recent years that had 
added complexity to the rules. He said: “First, when tax avoidance schemes 
have been found, there has been an attempt to plug the tax avoidance 
scheme by fairly narrow provisions. They have created boundaries between 
what is allowed and what is not, and people can play games with those 
boundaries…” 

54. He identified the second factor as the attempt to base the tax regime in the 
area of financial products on commercial accounts. He suggested a 
fundamental review, with the objective of testing whether a solution might lie 
in a move to taxing the return from loans and derivatives on an accruals 
basis. It would need to be backed up by “broader based anti-avoidance 
provisions that said that, if there was an attempt to dress up what was in 
reality an interest-like profit as something else, then the Revenue were 
entitled to serve notice to counteract the tax advantage”. Alan Barr (LSS) 
(Q 197) thought that part of the answer to complexity in drafting might be to 
adopt rewrite style in this area. 

55. The CIOT also considered28 that, rather than persisting with a piecemeal 
approach to amending legislation affecting relief for interest (which they saw 
as having effects on the international competitiveness of the UK’s tax 
system), a more fundamental review was called for. This could take the form 
of “an in-depth review of the debt/equity distinction”. They also raised a 
detailed objection to Paragraph 6 of Schedule 6 (new Section 85C Finance 
Act 1996), describing it as wide-ranging and lacking in protection for 
taxpayers from being inadvertently caught out. John Cullinane (CIOT) 
(Q 231) gave an example of the effect of the new provision in the banking 
sector. He said that there was a lot of discussion between HMRC and the 
British Bankers’ Association and others “which is quite fast moving and they 
are coming out with new interpretations all the time”. He foresaw that the 
new Section 85C could itself lead to future avoidance opportunities. 

56. When we put the LS views on Paragraph 5 of Schedule 6 to HMRC, Dave 
Hartnett (Q 278) told us: “We think…that it is mistaken to suggest that the 
amendment here in any way undermines the loan relationships…legislation”. 
He added: “We think there has always been a requirement that the amounts 
brought to tax must fairly represent the profits arising to a company, and 
most commentators actually agree with us here. We think this measure, 
putting beyond doubt, supports the regimes here and that there is no need 

                                                                                                                                     
27 Memorandum of Evidence by The Law Society, (Volume II, p 61). 
28 Memorandum of Evidence by CIOT, (Volume II, p 81). 
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for an alternative”. He insisted that the requisite degree of certainty could be 
reached, but offered to talk further to the LS (Q 279). 

57. As regards the CIOT’s objection to Paragraph 6 of Schedule 6, we noted that 
the Government had tabled an amendment29 for debate in Standing 
Committee. Mr Hartnett confirmed to us (Q 280) that the amendment 
covered the concerns that had been raised. He said that it was “much more 
closely focused on the schemes of tax avoidance that we had advised should 
be stopped, and we think the amendment will ensure that any unintended 
consequences are eradicated. I think the key is this: the way the new version 
works means that, if there is no avoidance the rule has no effect, but where 
there is avoidance, it imposes a charge to tax and it does all this without the 
need for a purpose test”. 

58. The amendment was subsequently agreed to, without a division, in Standing 
Committee. The PMG said30 that, as originally drafted, the paragraph 
“would have meant that the measure applied to certain types of normal, 
commercial transactions such as hedging arrangements and sub-
participations entered into by banks…Amendment No 66 has effectively 
rewritten the measure so that it is more narrowly focused on the avoidance 
scheme at which it is aimed, and ensures that it does not catch commercial 
activities”. 

59. We welcome the fact that the Government has acknowledged the risk 
of catching normal commercial activities inherent in Paragraph 6 of 
Schedule 6 and has taken swift action to remove it. 

60. Taking an overview of Schedule 6, we put to HMRC the view urged on us by 
several witnesses that a possible alternative to taking targeted action to block 
individual schemes one by one, which was becoming something of an annual 
cat-and-mouse game, might be the adoption of a General Anti-Avoidance 
Rule (GAAR), perhaps with a pre-transaction clearance system. 

61. Dave Hartnett (Q 281) confirmed that studies of the operation of GAARs in 
various countries were ongoing. He said: “The Government consulted, I 
think in 1998 (but I may be a year out one way or another), on a General 
Anti-Avoidance Rule, and business and tax advisers at the time thought that 
it would create great uncertainty and was highly undesirable. Both the 
Chancellor and the Paymaster have said in recent times that they did not 
plan to bring forward a General Anti-Avoidance Rule but that it was in their 
thoughts and had been raised. We are carrying out at the moment a legal 
study of these sorts of rules around the world, and they are used in a number 
of countries—Canada, Australia, New Zealand, Spain, and there is 
something of this in France, Ireland, South Africa and others—with very 
mixed results. We want to do this legal study so we can actually understand 
what has worked in what jurisdictions and why, and see whether there are 
any lessons there. This is very much a legal study, which may or may not, in 
time, lead to advice to our ministers. It is quite clear that the courts in 
Canada, for example, recently have found it very difficult indeed to apply a 
rule like this. We understand where business and representative bodies are 
coming from, and maybe I can return to what I was saying right at the start 
again: in one sense, the answer lies in the hands of advisers and their clients. 

                                                                                                                                     
29 Amendment No 66 
30 Standing Committee Hansard, 23 May 2006, col. 339 
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The disclosure rules have demonstrated a huge raft of avoidance plans, 
schemes and arrangements. It might be wishful thinking on my part but were 
that to diminish through some changes in behaviour then the growth of 
legislation itself might diminish as well”. 

62. Specifically on the issue of adopting a form of GAAR which included 
provision for pre-transaction clearances, Mr Hartnett said (Q 283): “…I 
think there is a very significant issue that arises there: how sensible would it 
be to offer pre-transaction clearances for what were very clearly tax avoidance 
arrangements? Again, how sensible is it to offer arrangements like that which 
then enable planners to refine their product again and again and again, as we 
have seen with some of our existing clearance measures, until they have got 
something that they think works. So there are very difficult issues to be 
sorted out”. 

63. Throughout our consideration this year of the series of measures 
directed at countering various avoidance schemes that have been 
brought to light by the disclosure regime, witnesses from the private 
sector complained of its sheer weight and complexity. It was not that 
they questioned the necessity for taking legislative action in individual 
instances. Support for the objective of countering artificial and 
contrived schemes remained universally shared among the tax 
professionals who addressed us. But we are bound to record the 
worries they expressed to us about the need to achieve greater 
certainty. 

64. We therefore sought their views on whether there might be an 
alternative way of tackling the avoidance issue which did not involve 
piecemeal targeting of specific schemes. The issues of clarification, 
simplification and costs of compliance, central to our terms of 
reference, have led us to take it as axiomatic that any alternative 
approach ought to hold out the prospect of gains in all three areas if it 
is to have any realistic prospect of being considered for adoption. 

65. We accept that the expression of support in principle for a General 
Anti-Avoidance Rule (GAAR) from our private sector witnesses was, 
at best, lukewarm. And we note the disadvantages (in particular, 
about associating with it a pre-transaction clearance system) to which 
HMRC drew our attention. HMRC’s vision that a decline in the 
growth of complex legislation might come about at some point as a 
result of the tax avoidance industry going into a decline following 
behavioural change on the part of taxpayers is attractive. But for the 
immediate future we welcome the confirmation that the case for 
introducing a GAAR, as part of the Government’s response to the 
existing level of tax avoidance, is continuing to receive serious study. 
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CHAPTER 3: MISSING TRADER INTRA-COMMUNITY FRAUD 

66. The Pre-Budget Report (PBR) 200531 signalled that the Government 
remained determined to tackle Missing Trader Intra-Community fraud 
(MTIC fraud). Without being specific the Report spoke of HMRC 
“intensifying operational activities throughout the UK and its cooperation 
with other countries” and announced the Government’s intention “to bring 
forward additional legislation if necessary”. The PBR statement was followed 
up swiftly by the announcement in January 2006 that the Government had 
written to the European Commission asking for a derogation from the 6th 
VAT Directive in order to introduce a change of accounting procedure on 
certain goods32. The Economic and Fiscal Strategy Report (EFSR) 200633 
said that the Finance Bill would include an enabling clause for the 
introduction of this change. 

67. The EFSR also mentioned34 two further clauses designed “to further support 
HMRC in intensifying its operational activities in relation to MITC fraud”. 
These had the objectives of “making explicit HMRC’s powers to evidence 
the inspection of goods” and “directing individual businesses to maintain 
relevant records”. 

Scale of the Fraud 

68. Two Regulatory Impact Assessments (RIAs) dated 15 March 200635 stated 
that MTIC constituted “the largest single source of fraudulent VAT losses 
for the UK Exchequer”. They added: “Estimated annual losses from VAT 
fraud for 2004/05 were between £1.12 and £1.9 billion.” The projected yield 
(indexed) from the combined effect of Clause 19 (the reverse charge) and its 
supporting provisions in Clauses 20 (power to inspect goods) and 21 
(directions to keep certain records) was estimated at £100 million in 2006–
07, £500 million in 2007–08 and £425 million in 2008–0936. We noted that 
this represented, by a substantial margin, the largest component of the 
projected yield arising from the Budget 2006 policy decisions. 

69. An article in The Guardian of 9 May 2006, said to be based on a more 
recent estimate originating from HMRC which had been obtained by the 
paper, put the loss currently at “up to £5 billion a year”, commenting that 
the amount of fraudulent trading had “more than tripled since 2004”. The 
article went on to say that HMRC did not argue with the estimate of “two 
Tonbridge robberies”—£100 million a week. It quoted a Treasury source as 
saying: “There is no doubt the sums involved are rising very rapidly.” 

70. We took this up with Peter Curwen (HMT), who told us (Q 284): “The 
estimates from The Guardian, as far as we can tell, were based on 
adjustments that the Office of National Statistics makes to the trade 

                                                                                                                                     
31 Pre-Budget Report, December 2005, HM Treasury, Cm 6701,  para 5.119 
32 As recorded in Budget 2006, Economic and Fiscal Strategy Report (EFSR) HM Treasury, HC968, para 

5.120  
33 EFSR 2006,  para 5.120 
34 EFSR 2006,  para 5.121 
35 Regulatory Impact Assessment (RIA) for VAT: Clarification of HMRC Powers to inspect goods, para 10.4 

and RIA for VAT: Power for HMRC to direct individual businesses,  para 11.5 
36 Financial Statement and Budget Report, published 22 March 2006, as part of Budget 2006, HC 968, at 

Table A1. 
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statistics, and those estimates reflect levels of attempted MTIC fraud; it is 
not the same as VAT stolen and we believe, with HMRC, that we are 
increasingly tackling this fraud and withholding claims. So I do not think you 
can draw a conclusion or extrapolation from the trade statistics…” He went 
on to describe how officials derived the PBR figure for MTIC-related tax loss 
for any given financial year, by way of explanation for why he was not in a 
position to speculate now about the level for 2005/06—although he added 
that “the operational indicators that we have are suggesting that the levels of 
fraudulent activity are increasing.” 

71. We accept, from the Treasury’s explanation, that it is not possible at 
present to place an exact figure on the size of the tax loss from MTIC 
fraud for the last complete financial year and that it is unsafe to 
attempt to extrapolate from the trade statistics in order to try to 
gauge the level at which it is currently running. For the purposes of 
our Inquiry, as an indicator of the tax loss for comparison with the 
compliance burden of the proposed new measures, it is sufficient to 
rest on the 2004–05 figures coupled with the Treasury’s impression 
that fraudulent activity is increasing. As a compliance problem it 
plainly dwarfs all others facing HMRC. 

Effectiveness of Existing Measures to Counter MITC Fraud 

72. Before turning to the detail of the changes proposed in the Finance Bill and 
to set them in context, we took the opportunity to explore with our witnesses 
their general impression of the operation of the 2003 powers to combat 
MITC fraud. We wanted to see how effective they had been in practice in 
assisting HMRC to tackle the problem. And we also wanted to get some idea 
of how onerous the compliance burden had been from the point of view of 
would-be compliant taxpayers who might have found themselves caught up 
in suspect supply chains. 

73. Derek Allen, for the Institute of Chartered Accountants in Scotland (ICAS), 
said (Q 80) that he thought the 2003 powers had gone some way to acting as 
a deterrent and producing a reduction [in the tax loss]. Several witnesses (for 
example, Malcolm Gammie of the IFS at Q 3, John Arnold of the ICAEW at 
Q 76, Robert Maas of the Institute of Indirect Taxation (IIT) at Q 158 and 
Steve Botham of the Association of Tax Technicians (ATT) at Q 243), 
referred to the fact that the 2003 powers to make traders involved in a MTIC 
fraud-linked supply chain jointly and severally liable were quickly made the 
subject of legal challenge before the ECJ. 

74. Steve Botham (Q 243), speaking of the 2003 powers, put it to us succinctly 
that “none of them were aimed at stopping the fraud; they were all aimed at 
making it more difficult to [perpetrate] the fraud and also to pass the liability 
to other people who were dealing with fraudulent traders. If you like, 
somebody else had to pay for the sins of another”. Robert Maas (Q 158) 
thought that underlying the use of the powers by HMRC there was a 
“perception that there are no innocent traders, that everybody in an MTIC 
chain knows what he is doing, which is not right. It has created a huge extra 
burden on businesses.” 

75. A similar line of argument appeared in the written evidence from the ATT37, 
who expressed concern at what they termed “collateral damage” arising from 

                                                                                                                                     
37 Memorandum of Evidence by ATT, (Volume II, p 87). 



 THE FINANCE BILL 2006 21 

the way that HMRC’s anti-MTIC fraud strategy had been applied in certain 
cases. The ATT said that “the level of evidence being demanded by HMRC 
on occasions can seem to be unreasonable”. The routes of (a) denying a 
trader’s claim to input tax on the grounds that his business was not involved 
in economic transactions, or (b) seeking to impose joint and several liability 
on him, had had the effect of impacting “on other businesses which have 
nothing to do with MTIC fraud”. 

76. We heard from Malcolm Gammie (Q 3) and John Arnold (Q 76), following 
publication of the ECJ judgment in the Federation of Technological Industries 
(FTI) case38 that the effect of the judgments in the line of relevant cases 
before the ECJ had been to put beyond doubt that a trader could both be a 
part of a MTIC-linked supply chain and, at the same time, not himself be 
implicated in the fraud or indeed even be aware of the fact that the fraud was 
taking place. The effect of this was that, in looking at the situation of this 
innocent trader, first, it could not be argued successfully that he was not 
carrying on what was called an “economic activity for VAT”. 39 Second, 
following the FTI case judgment, an innocent trader, that is, one who, in the 
ECJ’s words, had taken “every precaution that could reasonably be required 
of them to ensure that their transactions do not form part of a chain which 
includes a transaction vitiated by VAT fraud must be able to rely on the 
legality of those transactions” and cannot be made jointly and severally liable 
to pay the VAT due from another taxable person. We noted from press 
reports40 immediately following publication of the FTI judgment that both 
sides were expressing satisfaction at the outcome. 

77. Peter Curwen (HMT) pointed (Q 284) to a falling trend in MTIC loss 
between 2001/02 and 2003/04 as an indication of some success in countering 
MTIC losses, including, by inference, stemming from the provisions in 
Finance Act of 2003, which had been the subject of our Inquiry41 in that 
year. 

78. However, as noted at Paragraph 69, he added that currently the indications 
were that that the levels of fraudulent activity were increasing. He said 
(Q 284): “There are a number of possible reasons for this. The first is a 
mutation in the fraud itself, in the sense that fraudsters are trying to get 
round the provisions we have already put in place in HMRC’s operational 
strategy. Secondly, maybe an increased confidence on the part of fraudsters 
following the recent ECJ ruling42 [in the Optigen case] on whether carousel 
fraud is a non-economic activity for VAT purposes. Thirdly, and this again is 
a possibility, increased activity ahead of the introduction of the reverse 
charge”. 

                                                                                                                                     
38 Judgment of the Court (Third Chamber), 11 May 2006, in Case C-384/04 Federation of Technological 

Industries and Others. 
39 ECJ Joined Cases C-354/03, C-355/03 and C-484/03 Optigen and Others. 
40 For example, The Guardian 12 May 2006, quoted FTI Chairman Anthony Elliot-Square, “There was a 

presumption of guilt before being proven innocent. There is now a sensible approach, saying they do have 
the powers, but they have to use the powers reasonably and sensibly”. A Revenue spokesman was quoted, 
“The Government welcomes the ECJ’s firm and final confirmation that member states may legally prevent 
abuse of the VAT system and protect revenues by applying joint and several liability. Traders that do not 
take reasonable precautions are at risk of being liable for unpaid VAT.”  

41 The Finance Bill 2003, HL Paper 121-I,  Chapter 5 
42 ECJ Joined Cases C-354/03, C-355/03 and C-484/03 Optigen and Others. 
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79. Mr Curwen stressed that the three legislative measures in this year’s Finance 
Bill were to be seen as an integral part of a comprehensive strategy to tackle 
the MTIC issue which had been set out in a Written Answer as recently as 
2 May 200643. The operational strategy, described as “designed to identify, 
disrupt and prevent the fraud”, was said to involve targeting the key players 
involved, and included: 

• “risk-based controls designed to identify and prevent bogus businesses 
from registering for VAT; 

• a fast-track deregistration process for those who enter the VAT system 
and trade fraudulently; 

• international co-operation, including sharing intelligence, investigating 
cases and developing strategic approaches; 

• frontier activity, including the use of scanning technology to better 
identify goods involved in the fraud; 

• a litigation strategy, including criminal prosecutions, designed to increase 
the risks for the fraudsters, and civil litigation designed to increase the 
financial risks for others who choose to be involved with the fraud; and 

• refusing repayment claims where the business has knowledge of VAT 
fraud in the supply chain.” 

80. We trust that the recent ECJ judgments will prove helpful to HMRC 
in implementing the fifth element of their operational strategy— 
“civil litigation designed to increase the financial risks for others who 
choose to be involved with the fraud”. At the same time we recall that 
we expressed our own misgivings, in the light of the evidence given to 
us in 2003, that safeguards for the innocent trader caught up in a 
MTIC fraud-tainted supply chain needed strengthening44. We 
therefore welcome the emphasis that the ECJ judgments place on the 
need to demonstrate that a trader had knowledge or the means of 
knowledge of the fraud before he can be made jointly and severally 
liable. 

Clause 19: Missing Trader Intra-Community Fraud 

81. This provision was the “enabling clause” referred to in the EFSR. 
Introducing it, the Explanatory Note (EN) 45 said that it provided “for the 
introduction of a change of accounting procedure (reverse charge) whereby 
the Value Added Tax (VAT)-registered customer, rather than the seller, 
accounts for and pays the VAT on the supply of certain goods of a kind used 
in MITC fraud.” The EN went on to set out46 that the clause would have 
effect in relation to supplies of goods made on or after a date to be specified 
by Treasury order, which would be made once the derogation had been 
agreed. It added that detailed secondary legislation specifying the goods and 
supplies to which the reverse charge would apply would be introduced at the 
same time. 

                                                                                                                                     
43 Written Answers, Hansard, Tuesday 2 May 2006, PMG to Dr Cable, col 1455W 
44 Finance Bill 2003, HL Paper 121-I, paras 5.11 and 5.21 
45 Explanatory Note (EN) Clause 19,  para 1 
46 Explanatory Note (EN) Clause 19,  para 30 
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82. Two features of the proposed legislation were intended to ease the burden of 
compliance: first, provision would be made for certain supplies to be 
designated by Treasury order as “excepted supplies”47. Second, there would 
be a threshold set at £1,000 of goods subject to the reverse charge in any one 
month48. The provision would only apply where a business purchased more 
than £1,000 worth of a relevant supply. 

83. The ICAS spoke for all our witnesses in its support for strong measures to be 
taken to counter MTIC fraud49. They said: “It threatens the efficacy of the 
whole VAT system and must be challenged vigorously by the authorities”. At 
the same time they expressed their concern that appropriate safeguards 
should be available to protect the interests of legitimate business, and in 
particular about the existence of an effective right of appeal. They judged the 
threshold of £1,000 to be “unduly low” to protect adequately smaller 
businesses. Derek Allen (Q 78) said that the Institute also had a particular 
concern “that the expression ‘supplies of goods of a kind used in the Missing 
Trader Intra-Community Fraud’ was not sufficiently clearly defined to 
prescribe what was going to be covered”. He acknowledged frankly that they 
had not been able to come up with any better wording themselves, and as a 
fall-back suggested that the measure should include a “sunset clause”, so that 
it would be reviewed at an early date to check its effectiveness and that it was 
not being too burdensome. 

84. Mike Hardwick, for The LS, (Q 198) took a cautiously positive stance, 
saying that “the clauses we have in this year’s Finance Bill may well prove 
more effective than some of the legislation we had a couple of years ago”. 
Speaking of the central thrust of the provisions—the reverse charge—he 
summed up the effect: “By moving the obligation to account for VAT, that 
should mean that there is not a disparity between one person paying it and 
another person reclaiming it. It should be the same person, and the 
opportunity for the fraud should therefore be reduced.” He later added 
(Q 200) that he took the view that, faced with the size of the VAT loss put at 
£1.5 billion a year, “I think we do have to accept that there will be more 
compliance obligations. I think that this year’s provisions should not impose 
excessive burdens providing they are operated sensibly”. His colleague from 
the LSS, Alan Barr, (Q 200) was rather more guarded in his comment: “We 
have a slightly less optimistic view of the effect on innocent taxpayers”. He 
feared that the scope for making mistakes by innocent taxpayers would grow 
“unless there is very good publicity attached to this because it is so 
widespread”. 

85. In their written evidence the LS had also questioned whether the £1,000 
threshold was sufficiently low to avoid costs for business, while noting that 
power was to be taken to permit the threshold amount to be increased50. 
They also made some detailed alternative drafting suggestions designed to 
clarify the subject of the relevant enforcement provisions51. They expressed 
some concern at the absence of any kind of limitation on the type of goods 
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that could be prescribed52. They noted, however, that the effect of the sub-
paragraph permitting designation of an “excepted supply”53, in combination 
with that providing for description of a supply of goods by reference to its use 
or other matters unrelated to the characteristics of the goods themselves, 
could have the practical effect of reducing the range of supplies affected. 

86. The ICAEW supported the concept of the reverse charge, saying that “we 
(along with others) have been recommending this for some years”54. 
However, they had some criticisms about the way the principle was applied 
in Clause 19. They noted that the taxpayer making the supply of relevant, 
but not excepted, goods would have to determine55 that (i) his customer was 
registered for VAT at the time the supply was made; and (ii) the customer 
would use the goods for a business purpose. 

87. The ICAEW summarised the effects as follows: “If either test is failed, the 
supplier will have to pay the VAT over to HMRC, even though he neither 
charged it to, nor received it from, his customer. Test (i) is difficult—whilst 
the supplier can telephone HMRC to confirm the VAT registration number 
and name and address of the customer, many businesses have more than one 
address. Hijacked VAT numbers are also used in this type of fraud, giving an 
appearance of legality. Test (ii) requires the supplier to decide what his 
customer will in fact do with the goods.”56 

88. The ICAEW considered that it was not possible for any supplier, acting in 
good faith and with normal diligence, to obtain absolute proof that these two 
conditions had been met, since he was neither entitled nor privy to the 
necessary information57. They added that the clause risked being unlawful 
since it did not meet the principle of legal certainty. 

89. The ICAEW put forward a partial solution of their own to the problem they 
had identified. They urged that the supplier should be given an unfettered 
right of appeal to the courts on a “reasonable excuse” basis, namely that he 
had taken all reasonable steps to ensure that the conditions were met. In 
addition, they proposed that HMRC should publish guidance on what they 
considered those steps should be58. 

90. Speaking of his misgivings about the way the provisions would be likely to 
come to be applied in practice, John Arnold (Q 82) said he could see them 
being targeted not at the criminal missing traders but rather at those 
businesses which were “left at the end of the day because they are the honest 
ones and were not intending to go away in the first place. The same kind of 
problem is going to be perpetuated by parts of the 2006 Finance Bill, and we 
can see that ending up in the European Court”. 

91. Robert Maas, for the IIT, (Q 159) took a similar line in supporting the 
approach of the 2006 provision, while expressing concern about the way the 
2003 legislation had impacted on innocent traders. He said: “I think what 
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needs to be done is what Clause 19 is doing, which is introducing a reverse 
charge. That should have been done in 2003”. Referring to the 2003 
provisions, he added (Q 163): “The 2003 Act has not been effective, unless 
you regard putting people out of business whom Customs suspect but do not 
know are involved in fraud as effective”. Chas Roy-Chowdhury, for the 
ACCA, (Q 161) agreed with the views of the IIT about the adverse impact of 
the 2003 provisions on innocent traders. Although he anticipated that “an 
awful lot of work” would be involved for traders in Clauses 20 and 21, he 
commented: “I think 19 is probably the best solution that is possible at the 
moment” despite some unfortunate possible consequences. 

92. Robert Maas identified the real difficulty in finding a solution to MTIC fraud 
as being “an underlying problem of the VAT system”. (Q 159) Chas Roy-
Chowdhury concurred (Q 159). He said: “The thing I would add is that 
there was a solution on the table in the 1990s of a single VAT system within 
the European Union, or European Community, which did not go forward 
largely because of a lack of trust between governments in terms of how the 
pot of VAT would be shared out”. 

93. The CIOT in their written evidence59 welcomed the approach of the 2006 
provisions. They said: “We do not have concerns about the method proposed 
in Clause 19, not least because it follows a route we proposed when what is 
now VATA 1994 s77A was under discussion in 2003. We felt the approach 
in s77A was flawed, as has been demonstrated in recent cases such as Optigen 
and Bond House.” Steve Botham, for the ATT, (Q 246) echoed that support. 
He said that Clause 19 was “effectively the extension of the Gold Scheme 
(which worked very well with gold) to these other goods. We are fully in 
support of that.” 

94. When we explored these issues with officials, Peter Curwen (HMT) (Q 285) 
told us: “We believe the reverse charge, in particular, will be a powerful tool 
since it removes the mechanism by which fraudsters steal the VAT for those 
goods which we believe are responsible for over 90 per cent of the MTIC 
fraud.” He went on to defend the level of the £1,000-a-month disregard 
(Q 286) as chosen after careful consideration and set at a level “designed to 
protect the small, unregistered businesses who are purchasing goods that are 
covered by the reverse charge, to prevent them paying to become registered 
as an accounting procedure”. To use a higher figure could lead to further 
revenue losses because fraudsters might then make use of an unregistered 
business to try and circumvent the reverse charge. The current view was that 
£1,000 was “about right”. HMT were however “listening to business on this 
and, if it becomes apparent that it is a little too low, then we have a caveat in 
Clause 19(12)…that allows the Treasury to substitute a higher sum as it 
thinks fit”. 

95. On the broader issue of the operation of the 2003 provisions and the 
perception of some witnesses that HMRC did not recognise the practical 
possibility of businesses finding themselves innocently and inadvertently 
involved in a MTIC fraud supply chain, Mike Eland (HMRC) told us 
categorically (Q 289): “Obviously it is possible for people to get caught up in 
that activity without intending to be fraudulent. What we want to do is work 
with businesses involved in this sector in order to counter this and tackle the 
fraudsters”. In effect, the Department were concerned to sensitise legitimate 
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businesses to the modus operandi of carousel fraudsters by an education 
initiative. As an example, he said that, if businesses “were asked not only to 
purchase goods but, also, then to supply them to a specific, named other 
person as the next part of the chain and often, also, to do so at a particular 
price, [then] this is not a sort of tax avoidance wheeze or something that is 
perfectly innocent activity, but by participating in that way they are actually 
facilitating a fraud and so we are looking to really ask legitimate business in 
this sector not to enter into those sorts of contrived transactions.” 

96. As to the suggestion from some of our witnesses that HMRC (or possibly, 
now, the Serious Organised Crime Agency (SOCA)60 should intensify their 
efforts to pursue and bring to justice the real criminals involved in carousel 
fraud, Mike Eland pointed to some evidence of success independent of the 
Finance Bill measures under consideration. He said (Q 294): “We have 
prosecuted successfully over 100 fraudsters; they have had custodial 
sentences of three to four years, and we have put in very significant 
additional resource to carry out much more verification of claims before we 
actually make repayments. So we are tackling this independently of the 
measure, but the measure will help us to do so.” 

97. Peter Curwen (HMT) told us (Q 295) that the Department was 
unconvinced about the need to make the detailed drafting amendments put 
forward by the LS to tighten up the wording of new Section 55A. He said: 
“We think the changes proposed by the Law Society are not necessary. 
Clause 19 makes it clear that the recipient of the supply has to account for 
and pay the tax and not the supplier, and provided the supplier takes 
reasonable steps to ensure that his customer is VAT-registered and the 
purchases were for businesses he will not be liable for VAT.” He went on to 
say that, while consultations with businesses and tax professionals were 
ongoing on issues such as these, it was unlikely that there would be a change 
of official view about the particular changes proposed by the LS. 

98. We welcome Clauses 19–21, and take note of a press report61 quoting 
the EU Commissioner responsible for taxation, to the effect that the 
Commission would be positive about the UK request on reverse 
charging. We very much hope that these provisions will prove to be 
more effective than the 2003 measures. At the same time, we note the 
view put to us by some witnesses that a complete answer to MTIC 
fraud might only be possible in the event of adoption of a single EU-
wide system of VAT, whenever that might prove to be practicable. 

99. In framing our conclusions on Clauses 19–21 we have taken account of 
the Government’s response to issues that had been raised with us by 
witnesses as recorded in the debate in Standing Committee on 11 May 
2006.62 

100. Regarding Clause 19: 

(a) We agree with HMT that the LS amendment to clarify the subject 
of the enforcement provisions is unnecessary. We take note of the 
PMG’s assurance63 that, as presently worded, the clause enshrines the 
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principle that, “if the customer is VAT-registered and buys goods for 
the purposes of the business, it is the recipient’s responsibility to 
account for the VAT. If the customer fails to do so, there will be no 
liability on the suppliers.” 

(b) We are reassured to hear from HMT that the level of £1,000 per-
month disregard is not set in stone and that they are continuing to 
listen to the views of business on this issue. We also welcome the 
PMG’s statement64 that, “if our discussions confirm that £1,000 is too 
low, we are prepared to consider reviewing it before 
implementation”. 

(c) On the suggestion by ACAS of introducing a “sunset clause” to 
pave the way for a full review of the legislation after an appropriate 
limited length of time to experience it in operation, we take note of 
the fact that an amendment65 to give effect to this and setting a time 
limit of 2009 has been withdrawn in Standing Committee. In her 
closing remarks the PMG, referring to this, said66: “I should just say, 
frankly, that if the derogation is not time-limited anyway, and we 
have not implemented the provisions by 2009, well, forget it; in that 
case, the powers cannot be used”. 

(d) In many ways we have found that the most difficult issue to assess 
is whether the safeguards to protect the innocent trader were 
sufficient, given the practical difficulties which the ICAEW, in 
particular, drew to our attention (Paragraphs 86–89 above). Those 
witnesses who were most critical of the way in which the 2003 
legislation had been used supported the principle of the reverse 
charge and wanted the 2006 provisions to be effective. But some 
expressed real fears that the provisions might, in their turn, run the 
risk of challenge before the ECJ on grounds of lack of legal certainty. 
We therefore recommend that further consideration should be given 
to the proposition advanced by the ICAEW that the supplier should be 
given a right of appeal to the courts on a “reasonable excuse” basis, 
namely that he had taken all reasonable steps to ensure that the 
conditions were met. We welcome the steps already taken by HMRC 
to alert traders and their advisers to carousel fraud and we urge that 
the Department’s educational efforts be intensified once the EU 
derogation is granted and the provision is activated. 

Clause 20: Power to Inspect Goods 

101. The EN67 said in its summary of the clause that it “clarifies the scope of the 
existing power for HMRC officers to enter premises and inspect goods for 
VAT purposes”. In particular, it provided that inspection included “the right 
to mark the goods or their packaging for the purposes of indicating that they 
had been inspected, and to record any information relating to the goods by 
electronic means”. The Background Note went on to explain that the clause 
was to provide HMRC officials with explicit legal authority to date-stamp 
goods and scan any barcodes printed on the packaging. The object of date-
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stamping was “to signify that the goods have been inspected, so that 
subsequent movements of the goods will be recognisable, indicating that the 
goods may be the subject of MITC fraud.” This was designed to benefit 
three parties: HMRC, the revenue authorities in other EU member states 
and “businesses that wish to avoid becoming involved in MTIC fraud 
transaction chains”. Scanning of barcodes was “to enable HMRC to record 
the details of goods inspected and identify goods that have been inspected 
before. It will also enable HMRC to check that goods are correctly described 
by making comparisons to third party records.” 

102. Budget Note 4268 recorded that HMRC considered that the right to stamp 
the packaging of goods and scan barcodes on the packaging was already 
implicit within the existing power to inspect goods, but that some businesses 
had disputed this. 

103. The Regulatory Impact Assessment noted69: “Although the proposed 
measures could be applied in any situation in which goods are stored for the 
purposes of taxable supplies, HMRC’s intention is to apply them only in the 
course of their operational activities to counter fraud. For the most part this 
will mean that the only businesses affected will be those that have traded in 
goods that have been involved in MTIC supply chains, and the freight 
forwarders who handle goods on their behalf.” 

104. The ICAEW said in their written evidence70 that they saw the value of the 
clause “as it will deter the multiple use of the same goods in MTIC frauds”. 
But they considered that, as drafted, the clause went far further than 
necessary and contained insufficient safeguards, in that, for example, it gave 
power to HMRC to have any goods (whether linked to MITC fraud or not) 
completely unpacked and then marked. As to the safeguards needed, the 
ICAEW proposed that the measure should contain a provision to ensure that 
marks were such that they did not damage or spoil the goods or the 
packaging or otherwise decrease their value, coupled with requiring HMRC 
to pay compensation if the value of the goods were impaired. 

105. The IIT also expressed concern at the breadth of new Paragraph 10(2a)71, 
while appreciating the need for HMRC officials to stamp the container or 
outside packaging and scan any bar codes printed on the packaging. They 
said: “It will give Customs power to insist on goods being unpackaged 
completely and then repackaged, at the taxpayer’s expense, and to physically 
stamp the mobile telephone itself”. While they fully appreciated the gravity of 
MTIC fraud, they judged that it did not warrant empowering HMRC to 
compromise the marketability of goods. The IIT concluded: “We certainly 
can see no justification for using the threat of MTIC fraud for granting new 
powers to HMRC that they have no current intention of using and indeed 
may never wish to use.” Robert Maas, for the IIT, returned to this theme 
(Q 161), summarising their position as: “I think Clause 19 is the solution. 
Whether you need Clauses 20 and 21 if you get Clause 19, I am sceptical”. 
Chas Roy-Chowdhury, for ACCA, (Q 161) concurred: “I think there is an 
awful lot of work involved for traders in the other clauses”. 
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106. For the LS, Mike Hardwick (Q 200) said: “I think it is a balance and, if we 
are losing £1.5 billion a year to this sort of fraud, then I think we do have to 
accept that there will be more compliance obligations. I think that this year’s 
provisions should not impose excessive burdens providing they are operated 
sensibly”. He expressed the hope that it would prove possible to operate the 
power “in such a way that generally there is no requirement to remove 
existing packaging from goods”. He added that it was important that, where 
HMRC officials found that goods which they had already seen and marked 
had turned up for a second time, there should be no automatic presumption 
on their part that they were involved with fraud. There could be legitimate 
reasons, for example “because the purchaser has gone bust or has not been 
able to pay for the goods”. 

107. With respect to the assurance in the EN and the RIA to the effect that 
HMRC planned to use the power “only in the course of their operational 
activities to counter fraud”72, Mike Hardwick said (Q 203): “I think we are 
content with that assurance because it does not seem to us to be feasible to 
write into the legislation that you can only mark goods where you suspect 
they may be involved in MTIC fraud. It seems to me that in some situations 
the suspicion that goods are involved in MTIC fraud is only going to arise 
where goods that have been marked turn up again in the supply chain and, if 
the power were to be more limited, it might in practice prove to be rather less 
effective”. 

108. The CIOT expressed their broad concern that the powers in Clauses 20 and 
21 should be “used proportionately and are not burdensome on legitimate 
businesses”. They identified a need for “a fast-track procedure for 
compensation where goods are damaged under Clause 20 inspections”73. 
The ATT pointed to a risk of “collateral damage” (by which they meant 
impacting adversely on legitimate businesses) if the “rights to inspect goods, 
scan the bar codes and perhaps mark the packaging, which could affect the 
resale value of the goods concerned, leak outside of potential MTIC 
transactions into more general transactions”74 They considered that there 
was a need for checks and balances to be placed on the availability for use of 
Clause 20 powers to HMRC officials. “The ATT is of the view that the 
power to mark goods or their packaging should only be granted where the 
Commissioners have reasonable suspicion that the goods are involved in 
MTIC fraud.” 

109. John Whiting (CIOT) (Q 246) said that “there should be an obligation on 
HMRC to show that there is a good reason for them to take the action, not 
just what seems in the Bill to be an unfettered power to do so, and that 
certainly any restriction, any statement [of] principle should be in the law so 
it is clear from the law. But, if it cannot be in the law, it needs to be in a 
formal statement, not just a throw-away comment in the Explanatory Notes 
that will be thrown away in due course”. A possible solution (Q 247) might 
be to oblige HMRC to seek leave, whether from the VAT and Duties 
Tribunal, or alternatively, suggested Steve Botham (ATT), from a 
magistrate. 

                                                                                                                                     
72 EN on Clause 20, para 5; and RIA on Clause 20, para 10.13  
73 Memorandum of Evidence by CIOT, (Volume II, p 81). 
74 Memorandum of Evidence by ATT, (Volume II, p 87). 



30 THE FINANCE BILL 2006 

110. Mike Eland (HMRC) (Q 296) placed Clause 20 in the context of a long 
history of existing powers to inspect goods at [ports and] airports. He said 
that “there is already a framework for both inspection and, in the very 
occasional case where there is damage, for compensation”. He went on to 
explain that “this new power here is very specifically more intended to enable 
us to record the fact that we have made an examination. We have always 
believed we have had an implied power to do that…this puts beyond 
peradventure any question of challenge.” On the practical issue of marking, 
the intention was to stamp the outer box of consignments—something the 
trade had confirmed was not going to devalue the product. Using bar code 
information scanned into HMRC’s computer systems would enable them “to 
tell whether those boxes have actually gone round and round many times and 
never been supplied on to a market”. 

111. As regards the matter of including in Clause 20 a statutory restriction on the 
use of the power to MTIC fraud, Mike Eland said (Q 297) that “…we are 
just building on a power that has already existed to open and inspect goods 
which we have had for many years and which has worked, I think, without 
causing any undue complaint to importers. To limit it to defined 
circumstances, I think, could produce a constraint on this. It would be 
difficult to define Missing Trader [Intra-Community] Fraud in legislation, 
and if we were required to prove fraud then, obviously that does seriously 
inhibit it. So we do think this is a reasonable and proportionate measure 
which will not really impact on people’s costs unduly.” 

112. (a) In the absence of any evidence that HMRC’s use of their existing 
powers has been unreasonable we do not regard as realistic the 
suggestion that marking consignments of goods to show that they 
have been examined might devalue them and reduce their 
marketability. We note the PMG’s statement75 that “the HMRC does 
not require access to individual product items to carry out the 
stamping and scanning.” HMRC told us that the intention was to 
stamp the outer box of the consignment and that in the event of 
damage existing arrangements would cover compensation. 

(b) We accept that what is being proposed here is to build on a power 
which has been, in the view of HMRC, implicit for many years. There 
could be constraints in inserting any explicit reference in the 
provision which would limit the occasions of its use and we draw 
comfort from the fact that this view is independently supported by the 
Law Society. However, in practice we would expect HMRC to limit its 
use of this power to operational activities to counter fraud and for the 
most part to goods thought to be in MTIC transaction chain, as set 
out in the EN and RIA. We recommend that the Government should 
consider what further reassurance could be provided for traders in 
this regard.  

(c) Since what is being done is simply to provide explicit authority for 
a power to mark goods that HMRC considers was always inherent in 
their general power to inspect, and as we received no evidence that 
the inherent power is being used unreasonably, there seems to us to 
be no case for officers of HMRC to be required to secure the leave of a 
Tribunal member or magistrate before using the power. Such a step 
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could, in our view, serve to inhibit its use without materially 
reinforcing the safeguards for innocent traders. 

Clause 21: Directions to Keep Records 

113. The EN76 described this clause as introducing a new power “for HMRC to 
direct individual businesses to keep specified records relating to specified 
goods, in addition to the current records that are required to be kept for 
VAT purposes”. Its use would only be permitted where HMRC had 
“reasonable grounds to believe that the records might assist in identifying 
taxable supplies in respect of which the VAT chargeable might not be paid”. 
The Background Note said: “The clause is designed to enable HMRC, in 
appropriate cases, to check the movement of specific goods and the validity 
of invoice descriptions, with a view to detecting and challenging fraudulent 
revenue loss”. 

114. The Budget Note77 gave international mobile equipment identification 
(IMEI) numbers of mobile phones as an example of the additional records 
that might be made the subject of a direction. While stating that MTIC fraud 
“most commonly arises from supplies of mobile phones and computer 
chips”, it noted that “the scope of the measure will not be limited to goods of 
this type”. 

115. The RIA78 put an estimate of an average of £1,000 per affected business for 
the first year as the additional administrative cost of operating record-keeping 
requirements under this measure. It noted: “The records that businesses will 
be required to keep under this measure will in most cases consist of 
information that is commonly recorded anyway for commercial purposes”. 

116. The ICAEW expressed some concern79 that, as drafted, the power might 
encompass a requirement to keep records “out of the ordinary, for example, 
for reasons that have nothing to do with the business itself but with another 
business of which the first may not even have heard”. They thought that a 
business ought to have “a full right of appeal and the courts an unfettered 
jurisdiction to decide [and] the onus of proof must be on HMRC, since only 
they will have all the information and the business may well know nothing”. 
Without such a safeguard the new power was lacking in proportionality and 
likely to be at risk of challenge before the ECJ. 

117. The IIT were concerned at the wide scope and the absence, as they saw it, of 
any effective right of appeal in most cases against a direction under the 
provision80. They added that they had no problem with what they understood 
to be HMRC’s intentions “to require traders in mobile telephones to 
maintain for the six year period a list of IMEI numbers”. They said: “We 
understand that such numbers are readily available to the trader, so the only 
additional administrative work is likely to be to set up a system for retaining 
such numbers”. The IIT’s principal objections were that, as drafted, the 
clause was not restricted in terms to MTIC fraud but was capable of being 
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applied more widely; and the absence of any explicit requirement that 
HMRC, when making a direction, should take account of the compliance 
burden imposed on the business and its size relative to the potential tax loss 
at stake. Such issues ought to be capable of being considered by the VAT 
and Duties Tribunal in the course of an appeal hearing. 

118. Mike Hardwick indicated that the LS would also prefer to see some 
modification to the trader’s rights of appeal (Q 205). He said: “I do not see 
why a trader should not have a general right of appeal against a direction to 
keep particular records. We have to bear in mind that the direction may well 
be made against innocent traders and may well involve a trader in significant 
expense. If he has got to prove that Customs did not have reasonable 
grounds for making the direction, it puts quite a significant onus on him. I 
think he should be entitled to go before the Commissioners and ask Customs 
to justify why they have made the direction they have. They would 
presumably have reasons which they should be able to produce before a 
court”. 

119. On the issue of how the wide scope of the provision might be focused more 
narrowly, Mr Hardwick said (Q 206) that, if it was to be cut down at all, the 
power would need to be cut down in a relatively broad fashion, by reference 
to “high value goods that could be readily traded between Member States”. 

120. The CIOT also focused on the grounds of appeal, commenting that “the 
onus should be on HMRC to show that there are reasonable grounds for 
making a direction under Clause 21”81. The ATT, linking Clauses 20 and 21 
together, noted that they had been drawn up “not to stop the MTIC fraud 
but in an attempt to frustrate it and, perhaps, gather additional evidence as 
to the fraud”82. They called not only for enhanced appeal rights but also for 
the creation of “ internal checks and balances” with a view to minimising the 
occurrence of errors of judgment on the part of the HMRC officials involved 
in the use of the direction power in practice. 

121. Steve Botham (ATT) said (Q 250) that there were two reasons why they 
considered that the arrangements for appeal were not satisfactory from the 
trader’s viewpoint. The first was that businesses were obliged to put the new 
record keeping arrangements in place pending the appeal being heard. “That 
means the taxpayer is appealing against the [Direction] and is still going to 
the expense, time and effort of putting those [arrangements] in place pending 
the appeal being heard in three, six, nine months’ time”. Secondly, he 
supported the arguments in favour of a reversal of the onus of proof. 

122. Mike Eland (HMRC) (Q 297) defended the right of appeal in Clause 21 as 
“reasonable, and it follows the normal practice”. He summarised the options 
open to the court where an administrative discretion had been exercised as 
“to review whether or not that has been exercised properly and reasonably 
rather than attempting to substitute their view of what is an administrative 
arrangement.” He insisted that, where businesses had been directed to keep 
records “and they question whether that was proportionate, all those 
arguments as to whether it was proportionate would be able to be argued 
before the tribunal in this case. We feel that it does, really, provide sufficient 
right of appeal and review by the courts.” 
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123. As regards the nature of the appeal rights, we have looked carefully at 
the representations from a number of private sector witnesses to the 
effect that it is inappropriate, given the nature of the proposed power, 
to adopt the standard Wednesbury test—that it is down to the 
taxpayer to show that HMRC behaved unreasonably in making a 
direction. We have noted the PMG’s statement83 that, “if businesses 
keep the correct records, they always know to whom they have sold 
and from whom they are purchasing. If they have kept the batch 
numbers and they can demonstrate that, it helps…Where somebody 
within a chain took all possible steps and could not have reasonably 
known, or had access to the knowledge, and can demonstrate the facts 
with the records, it will take them outside consideration for MTIC 
fraud”. We accept that, provided an innocent appellant is in a 
position to introduce evidence of that kind, he would be, as HMRC 
assured us, in a position to introduce satisfactory arguments as to 
whether HMRC’s actions were proportionate, without any need for a 
reversal of onus of proof. 
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CHAPTER 4: INHERITANCE TAX—RULES FOR TRUSTS 

Setting the Context 

124. In December 2003 the Government announced consultations on proposals 
to tackle tax avoidance using trusts. It said:  

“Trusts have a positive role to play in assisting people to manage their tax 
affairs, and in particular in holding assets on behalf of vulnerable people. 
However, the tax regime for trusts has not kept pace with the times and is 
not always fair. The Government is determined to tackle the exploitation of 
trusts and to make the system fairer for the less well off...These discussions 
will also explore ways to make the system of trust taxation less burdensome 
for those not using them for avoidance purposes, and consider ways to 
reduce compliance costs for smaller trusts.” 84 

125. The three measures then listed related to income tax and capital gains tax, 
but not to inheritance tax (IHT). The capital gains tax measure took 
immediate effect. 

126. In the 2006 Budget Report the Government announced changes to the IHT 
treatment of trusts in not dissimilar terms but without consultation. It said: 

“Trusts have a positive role to play in assisting people to manage their affairs. 
Measures introduced by the Government in recent years have recognised this 
while continuing to ensure that trusts are not used to achieve an unfair tax 
advantage. As part of this ongoing package of reforms, the Government has 
announced that the inheritance tax exemptions which presently apply to 
some types of trust will only be available in certain prescribed circumstances. 
Where this is not the case, inheritance tax charges will apply in the same way 
as for all other trusts, preventing these trusts being used to shelter wealth 
from inheritance tax. The new rules will take effect from today but there will 
be transitional arrangements for existing trusts.” 85 

127. An announcement in broadly similar terms was made in the Press Notices. It 
was made in the course of the Press Notice entitled “A Strong and 
Strengthening Economy: Investing in Britain’s Future”, in the section 
headed “Modernising the Tax System”.86 No mention of the changes was 
made in the Press Notice “Protecting Tax Revenues”.87 Likewise in the table 
in the Financial Statement and Budget Report showing the effect of the 
Budget measures on Government revenues, the provision appeared as 
“Aligning the Inheritance Tax Treatment of Trusts” and was shown under 
the heading “Duties and Other Tax Changes” and not under the heading 
“Protecting Tax Revenues”.88 

128. The only other description of the changes made on Budget Day was in the 
course of the Budget Notes issued by HMRC. The description of the 
measure given in the Budget Note “Aligning the Inheritance Tax Treatment 
of Trusts” was that “this measure refines the current rules for Accumulation 
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and Maintenance (A&M) trusts and Interest in Possession (IIP) trusts.” 89 
The Regulatory Impact Assessment for Trust Modernisation was confined to 
income tax and capital gains tax and made no mention of IHT. 

129. The major IHT changes which were then announced provided that A&M 
trusts and IIP trusts would be charged in the same way as discretionary trusts 
unless they met new, much tighter, conditions. Discretionary trusts are 
subject to a 20% entry charge on a lifetime transfer in so far as the assets 
exceed the IHT threshold; a periodic charge of 6% every ten years; and an 
exit charge proportionate to the time elapsed since the last periodic charge. 

130. Previously, lifetime transfers into these trusts were not subject to IHT 
provided that the settlor survived for seven years, and there were no periodic 
or exit charges. Under the proposed changes the present rules will apply only 
to trusts set up on death by a parent for a minor child who is fully entitled to 
the assets at Age 18; are set up on death for a life tenant where the assets vest 
absolutely when the life tenant dies; or are set up either in life or on death for 
a disabled person. The new rules came into immediate effect in the case of 
new trusts, but they will not apply to existing trusts until 6 April 2008. 

131. This announcement gave rise to a storm of protest in the newspapers from a 
wide range of representative bodies. The main points made related to the 
lack of consultation on IHT within the framework of the on-going 
consultations on the modernisation of the taxation of trusts; the impact 
which the changes would have on ordinary families who used trusts for social 
reasons and not for avoidance; and the large number of people who would be 
affected and who would have to review, and if appropriate alter, their will at 
a compliance cost which, it was said, would in total amount to very 
considerably more than the estimated Exchequer yield of the changes (£15M 
in 2007/08 and 2008/09). 

132. In response to the furore to which the Budget proposals had given rise, 
HMRC issued a Guidance Note90 with the publication of the Finance Bill. 
This said that “statements about millions of people being affected by the 
change remain simply incorrect”. It also said that the proposal to lower the 
age limit for children in A&M trusts from Age 25 to Age 18 was part of the 
modernisation of trusts and a simplification measure as, following 
consultation, it aligned the age limit for IHT with that for income tax and 
capital gains tax. 

133. The Note on Clause 157 and Schedule 20 made it clear that A&M and IIP 
trusts could in practice be drafted to give many of the advantages of 
discretionary trusts: property could be held out of personal ownership for 
extended periods of time with the trustees having a wide discretion (acting in 
accordance with the settlor’s wishes) over how the assets and income were 
applied and for whose benefit. 91 

134. The issues raised by these announcements remain largely unresolved and 
form the background to the issues raised in evidence to us. However, this 
chapter of our report is necessarily being prepared before Clause 157 and 
Schedule 20 are considered in Standing Committee of the House of 
Commons. Just as we went to print, the Government tabled a very large 
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number of amendments which go some of the way towards meeting the 
points raised by our witnesses. Although reports suggest that the witnesses 
believe that many more changes are still required, we hope that the 
amendments will meet some of the concerns which they raised with us about 
the impact of the changes on arrangements concerning ordinary family 
business with no avoidance motive. 

Consultation 

135. Many of our private sector witnesses referred to the general response which 
the absence of consultation had aroused, in particular given the consultations 
which had been going on around the modernisation of trusts generally. For 
example, Malcolm Gammie (IFS) said (Q 3) that the point which had been 
made in the professional press was that to make such a substantive change to 
the taxation of trusts for IHT was “frankly incomprehensible”, while Frank 
Haskew (ICAEW) said (Q 83) that it was regarded by almost everybody on 
the practitioners’ side as “pretty incredible”. 

136. CIOT perhaps summed up the general view when they said: “Experience 
shows that proper consultation well in advance of changes in the tax law 
leads to well-conceived, well drafted and workable legislation. By contrast, 
where there is no proper consultation, new legislation is often badly drafted 
and needs extensive revision in order to make it work properly.” 92 They also 
said that “the non-attributed comments to the press by HM Treasury 
spokespersons to the effect that the professions and life industry do not know 
what they are doing, but that HM Treasury had thought through radical and 
fundamental changes (which is clearly now not the case), only serve to 
undermine the consultation process on all matters and not just on trusts”. 

137. Most of the private sector witnesses recognised that, had there been 
consultation, there would have been fears of forestalling. However, there was 
less unanimity about how serious it would have been, in particular by 
comparison with the estimated yield from the measures of £15M in the years 
affected by the transitional arrangements, 2007/08 and 2008/09 (Emma 
Chamberlain accepted that in later years the yield would be very much 
higher), (Q 21). For example, John Riches, for the Society of Trust and 
Estate Practitioners (STEP), accepted that there would have been 
forestalling if the consultations had involved lifetime gifts, but he thought 
that it would have been possible to consult on the regime in relation to death, 
as people do not die to avoid tax (Q 20). A broadly similar line was taken by 
Richard Williams and Alan Barr for the Law Society and the Law Society of 
Scotland respectively (Q 207). Chas Roy-Chowdhury (ACCA) thought that, 
because the trusts were not about tax avoidance, people would not have 
changed their wills and trusts, so there would not have been a lot of lost tax 
(Q 168), but in reply to the very next question Robert Maas (IIT) disagreed 
and said that there would have been forestalling (Q 169). 

138. It was also widely felt that, if forestalling had been a concern, there would 
have been ways around it. Malcolm Gammie said that there had been other 
instances where anti-forestalling provisions had been contemplated (Q 3). 
Alex McDougall suggested that consultation could have taken place in a very 
restricted environment under Chatham House rules or with some kind of 
motive test in the legislation for a restricted period (Q 84). Robert Maas said 
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that the Government could have announced what they proposed in 
December or January and that the legislation would be effective from that 
date but that there would be consultation (Q 169), and John Cullinane made 
a similar point (Q 268). Chas Roy-Chowdhury suggested that even now the 
Government could consult on the basis that the legislation would come in 
from, say, the day the Finance Bill was published (Q 171). 

139. In response, Dave Hartnett (HMRC) said that the sort of forestalling which 
would have happened would not be occasioned by death but would look at 
plans which were in place and alter them rapidly. He instanced a leading tax 
practitioner who had said to him that, had he known that the measure was to 
be announced, he would have expedited his work in progress. That was why, 
Mr Hartnett told us, it would have been so difficult to consult (Q 307). He 
felt unable—for reasons we fully understood—to comment on the suggestion 
that the Government might have made an announcement before the Budget 
and consulted on that (Q 308). 

140. We are very firmly in favour of consultation and recommend that, if 
clarity, certainty and simplicity are to be achieved, in principle it 
should take place on all occasions where there is any significant 
technical content. In the absence of evidence to the contrary, we 
consider that it should have been possible to have found a way to 
counter forestalling in this instance so that consultation could have 
taken place without the risk of a significant loss of tax. Had there been 
consultation on this issue some of the concern which was expressed 
following the Budget could have been allayed and the extent of 
amendments to the Finance Bill which were tabled could have been 
reduced. 

141. The absence of consultation, with all the benefits of better targeted 
legislation which it might have brought, points up the need, to which 
we refer later, for greater clarity immediately after the Budget about 
the Government’s objectives. The representative bodies could have 
then best focused their concerns in the knowledge of what it was that 
the Government was seeking to achieve. 

Numbers of People Affected 

142. Another area of considerable dispute between the representative bodies and 
the Government related to the number of people who would be affected by 
the measure. While HMRC had said that the measure would affect only a 
very small number of very wealthy people93, STEP had estimated from a 
survey of their members that well over a million wills would need to be 
reviewed and rewritten94. In the absence of consultation there had not been 
an opportunity for this to be explored as would otherwise have been highly 
desirable. The issue at stake for us was the extent to which ordinary families 
who have used trusts for normal social purposes would be affected by the 
new rules and what the compliance costs for them might be. 

143. John Riches told us that STEP had done a survey of their members and that 
the 11% who responded had indicated that about 800,000 wills would need 
rewriting. From that STEP had conservatively estimated that at least a 
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million wills would be affected. Given that the total number of wills in vaults 
was about 15 million, that seemed extremely conservative (Q 22). Angela 
Knight, for the Association of Private Client Investment Managers and 
Stockbrokers (APCIMS), thought from other legal groups that these 
numbers were very much at the conservative end: many wills included trusts 
even though the individual might not realise it (Q 24). Emma Chamberlain, 
for STEP, explained that these were trusts which had not yet been 
established because the person had not died. In addition, there were a lot of 
trusts which were up and running but where there was no requirement to 
make a tax return because they included only a house, so there was no 
income nor potentially a chargeable capital gain (Q 26). 

144. The Law Society said that the changes would potentially affect a large 
number of people. Most wills were written as flexibly as possible to take into 
account possible improved financial circumstances without requiring the 
further expense of reviewing or rewriting a will and to build in the best 
facility for executors to adapt to changing circumstances. Even if trusts had 
not come into being yet, the number including standard provisions for an 
A&M or IIP trust would be a significant proportion of those prepared for the 
will-writing public and these would now need to be reviewed, if not 
changed.95 They added an annex giving examples from a survey of their 
members of ordinary people who would be affected, including teachers, 
police officers, nurses, post office workers, civil servants and many others. An 
increasing proportion of these wills would be affected as house prices rose, 
taking them outside the nil rate band. 

145. Other witnesses made similar points. Although they did not know how 
HMRC had reached its figures, it seemed to them that account had not been 
taken of trusts which were not active. These trusts would at least have to be 
reviewed, if not rewritten. It was left to Robert Maas to suggest that the 
professions were exaggerating the problem. But he agreed that the issue arose 
on wills because, he suggested, the Government assumed that everybody 
rewrote their will every two years and they had allowed a two-year 
transitional period. However, in the real world everybody did not rewrite 
their will every two years. This was, he thought, where most of the difference 
arose (Q 166). Richard Williams also thought that people did not review 
their wills frequently (Q 210). 

146. As to costs, we were told that reviewing the simplest of wills was likely to cost 
a minimum of £100 to review, but a price tag of £400–£700 might well 
prove more typical. This amounted to a charge of between £100 million and 
£700 million on prudent families. 96 John Riches suggested that £250 was 
relatively conservative in terms of a standard cost for rewriting wills and 
Emma Chamberlain added that what took the time was meeting the client 
(Q 21). John Whiting said that it had been estimated that more would be 
raised on the VAT on fees than directly in IHT (Q 261). 

147. When the issue of the numbers of trusts affected was considered by the 
Treasury Select Committee, it recommended that the Government should 
provide detailed information about how it had arrived at its estimate that the 
new rules would affect only “a minority of a minority” of 100,000 
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discretionary trusts and that this information should be provided prior to the 
consideration in Committee of Clause 157 and Schedule 2097. 

148. This information was not available to us at the time when we saw official 
witnesses on 22 May. However, Dave Hartnett (HMRC) explained that, in 
addition to HMRC’s estimate of the number of A&M trusts which would be 
affected, they had considered will trusts. In 2005/06 94% of estates did not 
pay IHT. HMRC thought that most wills would not need revision either 
because no trust was involved or the trust would be exempt, e.g. a nil rate 
band trust. HMRC also thought, by contrast with other witnesses, that most 
people who had made a will would know whether it included a trust, in 
particular if it had been used for tax planning. Some people might need to 
review their wills, but nothing like the number suggested and the transitional 
provisions allowed time for that to be done (Q 301). 

149. Subsequently Mr Hartnett suggested that even 1 million people, let alone the 
10 million which had also been suggested, having to review their wills for a 
potential charge to IHT seemed disproportionate to the sort of numbers 
paying the tax today. While he was pleased with the quality of the 
engagement HMRC were having with the tax industry, his worry was 
whether there were interests who were pushing these numbers in order to get 
the measure removed from the Finance Bill. He also thought that in any 
event every lawyer suggested that a will be reviewed pretty regularly (Q 315). 
In general, he thought that there was much less for testators to worry about 
than some had suggested (Q 314). 

150. Given that the information sought by the Treasury Select Committee 
will be available before our report is published, we did not think that 
we needed to refine the matter further. We remain concerned 
however at the extent of the disagreement between HMRC and the 
professional bodies and the accompanying lack of certainty, and at 
the possible implications for the costs for ordinary family business. It 
seems likely that a lot of people will have been needlessly upset and 
worried by the clumsy handling of this issue on both sides: by the 
Government, who failed to spell out what it was really aiming to do 
and who would or would not be affected, and by the professions who, 
for their part, may have indulged in exaggerated scare-mongering. Be 
that as it may, the numbers affected are likely to be significantly 
reduced as a result of the Government amendments which have just 
been tabled as we closed our report. 

Purpose of the Changes 

151. In order that we might look to see whether the changes provide certainty and 
clarity, and whether the practical implications on the costs of taxpayers are 
proportionate, then we certainly need to be clear about what it is that the 
changes are seeking to achieve. We have already noted by implication the 
comparative lack of publicity given on Budget Day to these measures given 
their importance. We have also seen that they were then presented primarily 
as part of the programme of modernisation rather than as an anti-avoidance 
measure. Yet subsequently, both on the Second Reading of the Finance Bill 
in the House of Commons and in the Committee of the Whole House, 
Ministers presented the changes primarily as an anti-avoidance measure. In 
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addition, as we have seen, Mr Hartnett defended the lack of consultation on 
the grounds that to have consulted would have invited forestalling by leading 
companies working in the area (Q 307). 

152. In their evidence to us the ICAEW said: “We do not understand the policy 
purpose behind these proposals”.98 Likewise the CIOT said: “There has been 
no clear articulation of the problems that the changes are intended to 
tackle”99, a point which John Whiting reiterated as one of their main 
concerns (Q 253). 

153. The underlying issue for the representative bodies was this. If the main 
purpose of the changes were anti-avoidance, then, in so far as it was believed 
that trusts for normal family purposes with no taint of avoidance were also 
affected, was this as a deliberate act of policy or inadvertent? The 
representative bodies thought moreover that they were at a disadvantage in 
framing amendments because they did not know the targets. Alex 
McDougall, for example, said that, if the Government were to specify the 
policy, the representative bodies would work in consultation to provide a 
system where the legislation matched the policy (Q 100). Likewise John 
Whiting, John Kimmer and John Cullinane spoke of the difficulties of 
framing amendments when they did not know what the Government’s 
targets were: they would be in a much better position to engage in dialogue 
with HMRC if it articulated its concerns (QQ 255–256). 

154. Malcolm Gammie put the underlying point to us first when he observed that 
the changes to some extent conflicted with the stated Government policy on 
the earlier consultations—which was that, while the Government did not 
want to provide artificial tax incentives to setting up trusts, neither did it 
want to create artificial obstacles to the use of trusts where they would bring 
significant non-tax benefits. Mr Gammie thought that one of the principal 
questions was whether the scope of the changes did actually impose a serious 
obstacle to the use of trusts where they would not be used for tax avoidance 
but for genuine family reasons (Q 3). John Whiting likewise said that one of 
the principles of the reform and the modernisation of trusts was to put trusts 
on a par with property held absolutely, but that what we were seeing now 
was a regime which militated against trusts. An attempt might have been 
being made to level the playing field, but whether deliberately or accidentally 
it had been tipped against trusts (Q 253). 

155. One of the difficulties running throughout this matter is the question of what 
neutrality is and hence what avoidance is. As Malcolm Gammie said, there is 
no absolute principle that tells you what is the right way to do it. Where 
assets are put into trust which are not dependent on individual lives, then the 
discretionary trust regime provides charges which broadly equate with the tax 
charge which would normally be expected to accrue over the lifetime of the 
individual. In the case of IIP and A&M trusts, however, the assets are vested 
in an individual but deferred until a later stage. 

156. Hitherto in the case of an IIP trust the life tenant was treated as if he owned 
the capital absolutely, so that there was a lifetime charge on the assets in the 
trust. This would now apply in a very much narrower category of case. As for 
A&M trusts, assets given away absolutely are exempt if the donor lives for 
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seven years, and Malcolm Gammie found it difficult to see why there should 
be a tax disadvantage through the application of the discretionary trust 
charges if there were genuine family reasons why the recipient should not be 
able to deal with the assets absolutely immediately, but might eventually 
come to do so (Q 3). 

157. This theme of lack of neutrality between lifetime giving absolutely and 
through trusts ran through much of what we heard from our private sector 
witnesses. There was a widespread feeling that Age 18 was too young for 
children to take significant assets absolutely but that, if that were not to be 
contemplated, then the imposition of the discretionary trust charges on trusts 
where the trustees had limited discretion was far from neutral. Similarly, in 
the case of IIP trusts the concern which was expressed related to what was 
seen as a very narrow class of case where the spouse exemption would run, so 
that in very many cases there would be an IHT charge on the first death 
where, without a trust, the assets would pass to the spouse without there 
being any charge. 

158. Our witnesses pointed to the restrictions on the trustees of A&M and IIP 
trusts compared with those of discretionary trusts. Alex McDougall observed 
that, while the trustees of a discretionary trust had full discretion, the 
flexibility in an A&M trust was limited as it had to meet fairly rigid rules 
(Q 98). Frank Haskew said the people were struggling to understand why IIP 
trusts were being brought within the discretionary trust rules given that the 
value of the trust assets was included in the life tenant’s estate (Q 101). 
Richard Williams similarly spoke to the restrictions on the trustees’ powers in 
A&M and IIP trusts (Q 212). Alan Barr suggested that some IIP trusts gave 
the trustees no flexibility at all (Q 213). 

159. John Riches suggested that the fundamental point was whether, if you used a 
trust to give away assets but retained management control, that was in itself 
objectionable. The idea that retention of control was itself a “hallmark of 
avoidance” had not come out of the earlier consultations, and he thought 
that it lacked conceptual honesty (Q 21). Likewise Emma Chamberlain said, 
in respect of A&M trusts, that the fundamental difference from outright 
giving was one of control, not of tax (Q 46). It was control about which the 
Government was very concerned (Q 60). 

160. Finally, on the issue of whether the proposals could be seen as introducing a 
simplification, Emma Chamberlain doubted whether the provisions would be 
a simplification because of the complications in working out the periodic 
charge on discretionary trusts (Q 72). Alan Barr thought it “a joke” to 
suggest that the provisions were a simplification: he believed they would 
increase complication considerably (Q 222). Richard Williams thought that it 
would be almost impossible to explain the new rules to clients (Q 222). 

161. Dave Hartnett, for HMRC, said that the Government recognised very clearly 
that trusts were a useful and important tool in financial management but that 
tax breaks should not, except in the context of vulnerable people, be an 
incentive to use one particular trust over another (Q 300). He pointed out 
however that, while a lot had been said about neutrality in the consultation 
document on income tax and capital gains tax and trusts, he was not aware 
of similar comments in relation to inheritance tax (Q 332).  

162. Compliance costs would be involved, he said, if people attempted to preserve 
a tax advantage the removal of which was one of the underlying issues. He 
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had not heard from the representative bodies any argument of deep principle 
about the structure of the tax which was not coloured by wanting to preserve 
tax advantages which existed already (Q 309). He also suggested that trusts 
were different from outright gifts because, although trustees were the people 
who in theory had control, letters of wishes and other arrangements might 
give settlors control or influence even after their death. There was a 
fundamental difference between an outright gift and a trust (Q 304). 

163. We regret the absence of consultation or of any detailed statement of 
the Government’s intentions. We remain concerned that as a result 
we are unable to comment further on the potential impact of the 
changes on ordinary family business and on people who may find that 
what were normal arrangements with no tax avoidance motive have 
become less certain and more complex and costly. We are unable to 
say whether in ordinary areas of family provision, where there is no 
suggestion of avoidance, there has been a change of policy or whether 
there is a need for further consideration and clarification within the 
existing policy of neutrality towards trusts, as was publicly stated in 
respect of income tax and capital gains tax. We recommend that in 
future the Government’s intentions on measures such as these should 
be spelled out fully, clearly and transparently. 

Avoidance 

164. The general experience of our professional witnesses was that trusts were 
rarely used solely for avoidance. Emma Chamberlain accepted that a 
minority of trusts had been used to avoid the rules on gifts with reservation, 
but that that had been quite properly stopped under the new Section 102ZA 
(Q 28). That apart, John Riches did not think that trusts were used more 
widely for avoidance than outright gifts (Q 30). Alex McDougall thought that 
trusts were not widely used for avoidance: in his experience trusts were 
usually used for asset protection, not tax avoidance, and he himself had never 
used a trust exclusively for avoidance (QQ 99–100). It was not his experience 
that trusts were used only for avoidance, but there was always much more: 
indeed it was not unknown to increase the tax exposure where a trust was 
being used for asset protection (Q 105). 

165. Frank Haskew thought that IIP trusts were often used for capital gains tax 
planning, but that it was difficult to see that they had been used extensively 
for IHT planning (Q 116). Robert Maas thought that a very tiny minority of 
IIP trusts were used for elaborate avoidance purposes and they were being 
used as a reason for closing trusts down generally without thinking through 
the implications (Q 169). Chas Roy-Chowdhury thought that the vast 
majority of trusts had nothing to do with elaborate avoidance devices but that 
HMRC would see the latter, and it was these which might affect its 
perception of what was going on (Q 170). Likewise John Whiting thought 
that the vast majority of trusts were used for social and not for tax avoidance 
purposes (Q 264). 

166. Emma Chamberlain and Angela Knight said that HMRC thought that trusts 
were a very useful mechanism for tax avoidance which these measures would 
stop. They had little doubt however that lawyers acting for the seriously 
wealthy would soon find ways round these provisions, while stopping those 
with less wealth controlling assets within the family in quite complex 
situations (QQ 31 and 57). 
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167. What avoidance is in this context depends on the purpose of the provision. 
Many of our private sector witnesses pointed out that an A&M trust broadly 
reflected the treatment of an outright gift which was exempt provided the 
donor lived for seven years and that an IIP trust reflected the spouse 
exemption available on an outright gift. For example, Emma Chamberlain 
found it puzzling that it was thought that assets in an A&M trust were never 
taxed. She suggested that a good compromise would be that, if one believed 
in lifetime giving, the assets should be put in an A&M trust but that the 
children had to take outright at Age 25. If however one did not believe in 
lifetime giving, then the answer was to get rid of the ability to make 
potentially exempt transfers (Q 33). Alex McDougall likewise suggested that, 
if there were mischief, it was not the trust which did it but the potentially 
exempt transfer regime (Q 117). 

168. Robert Maas and Chas Roy-Chowdhury suggested that the way to stop tax 
avoidance while protecting ordinary families was to let the provisions in the 
Finance Bill run subject to three changes: first, to make the transition much 
longer to deal with existing situations; second, to protect all existing wills; 
and, third, to retain the age at which children have to take for A&M trusts at 
Age 25 (Q 171). 

169. John Whiting also thought that, in order to catch avoidance while protecting 
ordinary family situations, the provisions should apply only to new trusts. 
Like Emma Chamberlain, John Kimmer and he suggested that the provisions 
on A&M trusts should apply only where a beneficiary was given a life interest 
and not where the assets had to come out at Age 25. John Whiting also 
suggested that, if there were a concern that the spouse exemption was being 
used flexibly in an IIP trust, then, where a spouse disclaimed her life interest 
within a relatively short time after the death so that the assets passed to the 
children without IHT applying, IHT should apply at that point. He thought 
that there might be concern in HMRC that a settler might effectively 
continue to control the trust property, and on this he suggested that the 
spouse exemption should not apply if the settler had actual or de facto 
control (Q 256). 

170. By contrast, Dave Hartnett made clear that the purpose of the measure was 
to stop avoidance using A&M and IIP trusts. The avoidance worked in 
different ways and was often incredibly technical in nature, but wealthy 
individuals were using them to ensure that assets passed from generation to 
generation without any IHT being paid (Q 300). He expanded on this by 
giving a number of examples of the sort of mischief the measures were 
intended to address. One involved an A&M trust where the assets could be 
exempt for more than a hundred years. Another was a flexible IIP trust 
where a widow’s life interest was terminated soon after the funeral and the 
assets passed to the children tax free, provided that she lived for seven years. 
In yet another example the widow continued to live in the house, but all the 
rest of the assets were in trust getting round the rules for gifts with 
reservation. Finally, Mr Hartnett showed us a complex flowchart which had 
come off the internet and which showed a wide variety of IHT mitigation 
uses. He suggested that some of our other witnesses had forgotten that there 
was a substantial industry around IHT planning and avoidance (QQ 302, 
303 & 305). 

171. It was helpful to us to be able to explore the background to the 
Government’s thinking in this way. We accept that, to the extent that 
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there has been significant avoidance using trusts, the Government is 
fully entitled to tackle it. We note however that, whatever the 
incidence of avoidance, there is clear evidence that many trusts are 
used to support responsible stewardship of assets for the benefit of the 
intended recipient. The question left open is whether the remedies 
employed to counter the avoidance are appropriate or whether they 
might have been more closely targeted on the technical avoidance 
schemes without affecting straightforward trusts which do no more 
than give effect to ordinary family purposes. 

Detailed Representations 

172. We turn now to consider some of the more detailed proposals which were 
put to us. The gap between our official and professional witnesses remains 
wide and, in the absence of consultations on the IHT changes or a more 
explicit statement as to Ministers’ policy intentions except in relation to 
avoidance, the context is not wholly clear. It is clear that trusts are used for a 
wide range of social purposes and, while they may also be used for avoidance, 
it would seem highly desirable, so far as possible, to limit the counteraction 
to the avoidance techniques and not restrict the use of trusts for normal 
family purposes. 

173. We noted the absence in the 2006 Budget Report of any words comparable 
with those in the 2003 Pre-Budget Report (“These discussions will also 
explore ways to make the trust system less burdensome for those not using 
them for avoidance purposes, and consider ways to reduce compliance costs 
for smaller trusts”). However, in so far as the concerns put to us represent 
practical details which have yet to be settled within a rather narrower policy 
change—and Mr Hartnett made clear that discussions with the representative 
bodies were in progress—then we can quite properly look at the need for 
clarification and certainty, as well as for proportionate compliance costs. 

Postponement 

174. It was suggested in the paper originally prepared by a number of 
representative bodies and given to us by the APCIMS that implementation of 
the Government’s proposals should be postponed until proper consultation 
has taken place100. This was also put forward by the ICAEW 101, ICAS 102 and 
the ACCA 103and referred to by Chas Roy Chowdhury (Q 171). Emma 
Chamberlain suggested that at least the charge on death should be deferred 
(Q 68). 

175. We note the arguments put forward in the absence of consultations 
for delaying the implementation of the proposals. Whether delay is 
now possible depends on the consequences for tax revenues, but is in 
any case probably less necessary as a result of the Government 
amendments. 

                                                                                                                                     
100 Memorandum of Evidence by APCIMS, (Volume II, p 13). 
101 Memorandum of Evidence by ICAEW, (Volume II, p 29). 
102 Memorandum of Evidence by ICAS, (Volume II, p 30). 
103 Memorandum of Evidence by ACCA, (Volume II, p 47). 
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Transitional Provisions 

176. The need to review existing trusts could be eased, and compliance costs 
could be cut, by grandfathering either all trusts or at least will trusts. The 
more of these trusts that need to be reviewed, the stronger the case for so 
doing. We also heard pleas for a longer transitional period—Chas Roy-
Chowdhury based his case for so doing on the likelihood that there would 
have to be fine-tuning of these provisions in subsequent Finance Bills 
(Q 172). 

177. There were particular concerns where the settlor had died since Budget Day. 
It was pointed out by several witnesses that it was not always possible to 
amend a will by a Deed of Variation, a suggestion attributed to a 
Government spokesman. The parties might not all agree: one might be 
untraceable: or, if there were minor beneficiaries, unborn beneficiaries or a 
beneficiary had lost his mental capacity, it might be necessary to go to court 
(John Riches at Q 33, Richard Williams at Q 218, John Whiting at Q 269 
and John Kimmer at Q 270). Alan Barr suggested that there might also be an 
issue whether trusts could be produced in Scotland by a Deed of Variation 
following an intestacy (Q 221). John Whiting pointed to similar difficulties in 
relation to A&M trusts since not all of them would have power to advance 
capital at Age 18: it would then be necessary to go to court, which could be a 
particular issue in Scotland, where there was a danger of clogging up the 
courts (Q 268).  

178. Dave Hartnett, however, saw difficulties with both proposals. A lot of 
thought had gone into the length of the transitional period in order to strike a 
balance between giving people a reasonable time to change things and to 
bring greater fairness to these trusts and to stop avoidance (Q 331). Nor did 
he see how a form of grandfathering could meet the dual challenge of ending 
the objectionable planning and reducing the compliance burden (Q 316). He 
also thought that an IIP trust would be likely to have very modern and 
flexible powers for the trustees which would enable them to change the 
provisions of the trust (Q 321). 

179. We remain concerned in particular however with the issues which 
arise where someone has died before having had a reasonable 
opportunity to review his or her will and we recommend that the 
transitional provisions be reconsidered at least in those cases if not 
more generally. The Government amendments may ease the 
pressure. 

A&M Trusts 

180. It is clear from what Mr Hartnett told us that A&M trusts were being used 
for avoidance. It is equally clear however that they were also being widely 
used for passing down wealth in ordinary family situations and that this was 
not in any way seen as avoidance. Indeed, Malcolm Gammie told us that a 
Law Lord had described them as an ordinary relief from tax on a par with the 
income tax deduction for a pension contribution (Q 3). They were 
introduced as one of the measures when Capital Transfer Tax was 
introduced in 1975 and passed into IHT in 1984. Indeed, what Mr Hartnett 
told us was that it was absolutely right to say that the basic law around A&M 
trusts had been pretty stable since 1975. What had not been stable had been 
the use of these trusts to plan, sometimes quite aggressively, to avoid IHT 
(Q 316). 
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181. The changes which the Government is proposing would apply to all A&M 
trusts set up in lifetime (except in the special case of trusts for disabled 
people), to trusts set up to meet the ordinary family circumstance as much as 
to trusts used for aggressive avoidance. We have no sympathy with 
avoidance, and indeed none of our witnesses sought to justify it. But the 
question arises whether it is necessary or desirable that the provision also be 
withdrawn from the ordinary family case. And this brings us back to what we 
see as the lack of clarity in the Government’s explanations so far. If the main 
purpose of what the Government is doing is to alter the treatment of A&M 
trusts generally, then the fact that in so doing they close down the avoidance 
is a bonus. If, on the other hand, it is concerned to deal with the avoidance, 
then the question arises why the ordinary family case for which provision has 
deliberately been made for over 30 years is also affected and an artificial 
obstacle is being put in the way of trusts which would bring significant non-
tax benefits. 

182. We note the widespread view of the representative bodies that Age 18 
is too young an age for a beneficiary to take assets absolutely and that 
the implication which had been given that this was a conclusion to the 
earlier consultations which they had agreed was not generally 
accepted. Under the Government amendments just tabled, an A&M 
will trust set up by a parent will be able to be kept in being until the 
child is 25, subject to an exit charge of 0.6% for each year he or she is 
over 18. This may go quite a long way towards meeting the concerns 
which had been expressed by our witnesses. 

183. Our private sector witnesses made clear that they were raising issues with 
HMRC and, in turn, Dave Hartnett suggested that something might come 
out of the discussions, though for reasons we readily understood he could not 
comment on the advice being given to Ministers. A number of possible 
easements were suggested to us which might well be pursued. For example, 
John Riches suggested that it was the entry charge of 20% on the setting up 
of an A&M trust, compared with the ability to give away outright with no 
charge, which had unlevelled the playing field between trusts and outright 
gifts (Q 28). Some people might prefer the discretionary trust regime on an 
ongoing basis to an occasional, but heavier, charge on death. 

184. John Kimmer and John Whiting suggested that they would have less 
difficulty with the proposals if the requirement was that the property had to 
come out of the trust absolutely when the child reached the vesting age (they 
were, of course, thinking in terms of Age 25 rather than Age 18) rather than, 
as previously, with the possibility of the assets remaining in trust, effectively 
giving the beneficiary a life interest (QQ 255–256). John Whiting also 
suggested that, in order to meet any concern that the settlor could control 
the trust after setting it up, the provisions would not apply to any trust where 
the settlor had actual or de facto control (Q 256). 

185. We hope that, as a result of the Government amendments, there will 
be less of an obstacle to normal family arrangements being made by 
way of A&M trusts while avoidance possibilities remain firmly closed. 

186. The major issue in connection with IIP trusts which was raised with us by all 
the private sector witnesses, both in written and in oral evidence, was the 
impact of the changes on the spouse exemption—which, of course, now runs 
through to civil partnerships. The spouse exemption applies to outright gifts 
from one spouse to the other, whether made in life or under a will or 
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intestacy. Under the previous rules it also applied to gifts made, either in life 
or on death, into a trust where the other spouse had a life interest. Under the 
Finance Bill, the spouse exemption will run, and the trust will not fall to be 
liable to the charges levied under the discretionary trust regime, if the six 
conditions in new Section 49A are all met and what is called an immediate 
post-death interest (IPDI) is established. These conditions are broadly that 
the interest arises immediately on the death of the settlor; that it can only be 
terminated in the tenant’s favour or with his or her consent; and that it will 
end with the trust property passing into absolute ownership or on to trusts 
for a minor child, a disabled person, or a charity. 

187. The result of these six conditions, the Law Society said, is that the 
circumstances in which the spouse exemption will be available on a gift to an 
IPDI will be almost impossible to meet in practice.104 Expanding on this in 
oral evidence, Richard Williams told us why he thought that most of the six 
conditions needed amending. 

• First, the exemption should, he said, apply to lifetime settlements as well 
as on death: in some circumstances a lifetime settlement might be 
preferable to a will because the latter could be revoked. 

• Second, there was an interaction with the extension in the meaning of 
settlor-interested settlements for capital gains tax which could cause 
difficulties where the settlor wished to go on living in the house. 

• Third, the condition that the benefit be taken outright on the death of 
the life tenant would be an issue for existing wills where the children 
would take at Age 25 rather than at Age 18. 

• Fourth, the exemption would not apply where there were substitutional 
gifts, for example where, if a child died before the settlor, the assets 
would pass to the grandchildren. 

• Fifth, there was a let out for a will trust that ends with the testator’s 
children, but this did not apply to his grandchildren. 

• Sixth, there were the effects of the statutory power of advancement 
which allows capital to be paid over early and can be used to create new 
and additional trusts. 

• Seventh, the condition that the life interest could be determined only 
with the consent of the life tenant could cause problems in some cases, 
for example where the trustees had power to determine the life interest 
and the life tenant lost the capacity to agree. The trustees would have a 
duty to act in a trustee-like capacity without going to the Court of 
Protection. They might have good reasons for ending the life interest but 
the life tenant did not agree (Q 216). 

188. Alan Barr confirmed that almost all of that would be endorsed by his 
colleagues in Scotland. The provisions were different, but the principles were 
almost exactly the same (Q 217). 

189. Our other witnesses covered much of the same ground, and they too 
suggested that there would be many ordinary family circumstances where the 
spouse exemption would not run through under the new Section 49A as it 
appeared in the Finance Bill. Most IIPs drawn up today would, they told us, 

                                                                                                                                     
104 Memorandum of Evidence by the Law Society, (Volume II, p 63). 
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have flexible powers to take account, for example, of a second marriage, or of 
the possibility of the surviving spouse remarrying, and of the possible need to 
advance capital to the children of the first marriage. It was also pointed out 
that some civil partners might recently have remade their wills and that these 
would need to be reviewed almost immediately. 

190. There was also concern about the clarity of the provisions. Emma 
Chamberlain said that there was not agreement on what the new Section 49A 
meant (Q 37) and that intestacies appeared not to be covered (Q 53). Alex 
McDougall said that it was more difficult in Scotland to understand the 
provisions as they were expressed in terms of English legislation, but he too 
thought that the clause seemed to strike more widely than what he 
understood the policy to be (QQ 103–104). 

191. Dave Hartnett told us that this was an area on which he could not comment, 
but he observed that HMRC were in detailed discussion with a number of 
bodies. Some of the issues he thought were straightforward, but on others 
they were still listening really carefully (Q 320). 

192. In an IIP trust the life tenant is taxed as if he owned the assets 
outright, and we received evidence to the effect that the flexibility 
provided for the trustees is much less than in a discretionary trust. As 
a result of the Government amendments just tabled, the spouse 
exemption will be able to run through even if the trustees retain their 
flexible powers. A new settlement will be treated as having arisen only 
if those powers are used. We hope that this may meet many of the 
concerns which were expressed to us as well as cutting down 
considerably on the need to revise wills. 

Divorce 

193. We also received evidence about the impact of the provisions on divorce, in 
particular where because of the size of the assets a clean-break settlement is 
not possible. For example, the Law Society told us that trusts have 
traditionally been used as a means of enabling a fair share of the assets. 
There were good public policy reasons, it said, for the use of trusts in these 
circumstances. Where the only asset is the matrimonial home and there are 
children, a trust is generally created to enable one party to the marriage to 
remain in the home until the end of full-time education without depriving the 
other party of a share of the only capital asset. All divorced wives and 
children with existing court orders establishing trusts in their favour would 
need to take advice, which in many cases was likely to involve the need to 
make expensive court applications to rectify the traditional, legal planning.105 

194. Richard Williams expanded on this in oral evidence. He said that the courts 
used trusts because it was found to be a mechanism which worked and, in 
negotiating following a divorce, in many cases it was difficult enough to get 
something to which the parties would agree. One of the advantages of having 
trusts was that trustees could be neutral between two parties who might not 
be good at dealing or negotiating with each other (Q 219). Other witnesses 
also spoke of the use of trusts in these circumstances, including by the courts. 
John Whiting saw this as an area where the provisions were almost going 
backwards rather than modernising (Q 257). 
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 THE FINANCE BILL 2006 49 

195. Dave Hartnett told us, however, that his understanding was that it was very 
much less common to use trusts in marriage breakdown and divorce than it 
used to be. A more common way of dealing with these issues, so lawyers had 
told him, was for charges to be put on property to protect the interest of one 
party while the other goes on living in the property. He also thought that, in 
those relatively rare circumstances where a court sets up a trust, it will in 
future take account of tax rules as they often do (QQ 322–324). 

196. While we have no reason to doubt what HMRC said to us about the 
use of trusts in divorce cases, nonetheless it seems surprising that our 
witnesses, in particular those from the Law Societies, would have 
made so much of the point had they thought that the current 
approach was quite as was suggested. We hope that full account has 
been taken of these issues in any further discussions which may have 
taken place. 

Disability 

197. There will continue under the Finance Bill proposals to be privileged 
treatment for trusts set up for disabled people, both those set up by other 
people and those set up by people for themselves. However, a number of our 
witnesses thought that the definition of a disabled person for these purposes 
was too restrictive. John Riches told us that the form of disabled trust which 
was used for capital gains tax and IHT purposes was almost never adopted. 
This was because there was a mismatch between the benefit and tax systems 
so that, if a disabled person had an interest which was defined in the terms 
required for tax purposes, there was a loss of benefits of nearly 100% through 
the operation of the means test (Q 51). In the view of our witnesses from the 
private sector, although the definition is being widened a little under the 
Finance Bill, the extension was not sufficient. 

198. ACCA, for example, said that important groups of disabled people would be 
excluded, such as people with mobility problems, learning disabilities and 
people who were entitled to benefits but had not claimed them. ACCA also 
suggested that the wider Government policy was to use as standard the 
definitions in the Disability Discrimination Acts.106 John Kimmer also 
thought that this definition would be better, and John Whiting suggested that 
it was more modern and progressive (Q 265). 

199. The Law Society was concerned in particular that linking the definition to 
the Mental Health Act would not sufficiently cater for categories of 
beneficiaries who experience partial or fluctuating capacity or who have 
progressive illnesses. They asked that the Government should work with the 
representative bodies and charities to get a workable definition107. Richard 
Williams said that the Society was in touch with the major mental health 
charities on this issue (Q 266). Emma Chamberlain also asked for 
consultation to ensure that the genuinely vulnerable were covered without 
opening the field for avoidance (Q 51). John Whiting thought that HMRC 
had not done sufficient homework on the issue because they did not appear 
to know that people set up trusts for themselves (Q 265). 
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107 Memorandum of Evidence by the Law Society, (Volume II, p 65). 
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200. Dave Hartnett recognised that there was an incentive to use a particular form 
of trust in the case of vulnerable people (Q 300). He told us, however, that 
the definitions had been given serious consideration. They had built on long-
standing provisions which had worked well in the past and which had been 
improved a little to ensure that they were apt for the modern world. They 
focused both on mental and physical incapacity and on the circumstances 
where disabled and vulnerable people faced substantial difficulties. HMRC 
felt that the measures were apt for purpose (Q 318) and was continuing to 
listen carefully to those who had made representations about self settlements 
(Q 327). 

201. The definition of disability was another area where we felt that 
further consultations between HMRC, the representative bodies and 
charities working in the field would be helpful and should be pursued. 
The consultations might look at, among other things, the differences 
between the definitions in the Disability Discrimination Acts, the 
Mental Capacity Act and the Taxes Acts to see what is appropriate 
here as well as considering how far it may be necessary to include 
people who do not meet any conditions because they do not claim 
benefits to which they are entitled. Trusts set up by people for 
themselves should be considered in this context as well as trusts set up 
by other people for a disabled person. Here again we note that the 
Government has tabled amendments to the Finance Bill which extend 
the definition of “disabled person’s interest” and we hope that these 
will go some way towards meeting the concerns which were raised 
with us. 

Application of the Provisions in Scotland 

202. In the course of our meetings with the Institute of Chartered Accountants of 
Scotland and with the Law Society of Scotland, numerous references were 
made to the issues raised by the differences in Scottish law from that in 
England and Wales. In particular, because the Trustee Act 1925 does not 
apply in Scotland (nor the Administration of Estates Act 1925), the Court of 
Session could not give judgement on what the law means where it is not part 
of the law in Scotland. It may be necessary, we were told, to add to the 
expense of litigation by having English counsel to appear as expert witnesses. 
In addition, it may not be easy for Scottish lawyers to get hold of copies of 
the Act, even on the Parliamentary website. Both Alex McDougall and Alan 
Barr asked that the legislation should be written in terms that would be 
equally clear in all parts of the United Kingdom. 

203. Dave Hartnett said that there was a provision which effectively applied 
English law to Scottish trusts which were similar to English trusts. He saw 
the difficult issue as the suggestion that the courts in Scotland might become 
clogged up changing trusts. However, he gave an assurance that the issue 
would be discussed with the two bodies who had raised it with us (Q 326). 

204. While HMRC’s assurance of consultation with the two Scottish bodies 
does not cover all the points relating specifically to Scotland which 
were raised with us, we hope that in practice any further 
consultations will be wide enough to include them all. 
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Shari’ a law 

205. Our final point relates to a matter which was not raised directly with us but 
follows a report in the press suggesting that the provisions might pose 
particular problems for trusts set up to give proper effect to Shari’ a law108. 
Dave Hartnett said that HMRC had also seen the reports and was following 
them up with its lawyers. More than that he could not say (Q 329).  

206. We are content to let questions concerning the application of the 
provisions to trusts set up in order to give effect to Shari’a law rest 
with the assurance that the matter is being pursued by HMRC. Here 
again the Government amendments should assist. 

Conclusion 

207. Overall, while we welcome the fact that the Government has 
responded to representations by tabling its own amendments, we 
believe that neither the process of introducing these tax changes with 
a lack of consultation nor the low-key way in which both the original 
proposals and these amendments were released is the way in which 
tax changes should be made. 
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CHAPTER 5: CONCLUSIONS AND RECOMMENDATIONS 

Anti-Avoidance Measures 

208. We are pleased to note the broad consensus among our witnesses from the 
private sector that the tax avoidance disclosure rules are working well, in 
particular by excluding unnecessary disclosures. We conclude that the 
compliance burden is proportionate and justified by the outcome in terms of 
reducing the tax gap. (para 24) 

209. We are pleased also to note the positive view which private sector witnesses 
took of the consultation process in this area, both as contributing to the 
effectiveness of the original regime and as currently in progress in respect of 
the planned extensions. We welcome the lifting of a burden from small 
businesses. We are conscious however that the proposed changes to the 
disclosure rules will inevitably add to the compliance burden and we express 
the hope that the need for the burden to be proportionate will be borne in 
mind. (para 25) 

210. We note the perception shared by witnesses, both tax professionals and 
officials alike, that the operation of the tax avoidance disclosure regime has 
served to create something of a behavioural shift against wide-scale adoption 
of the more aggressive and sophisticated schemes. However, there is clearly a 
need for HMRC to keep its guard up as recent experience, including this 
year’s Finance Bill measures, have shown. (para 26) 

211. On the issue of the PMG’s statement to Parliament on 2 December 2004, we 
consider that the proper question to be considered now is how far into the 
future it is realistic to regard the level of risk of challenge as acceptable, as 
time moves on from 2 December 2004, and if new schemes are introduced 
which test the limits of the statement’s reach. We accept that a measure of 
certainty is necessary in the area of employee remuneration. (para 42–44) 

212. Regarding the three detailed points raised with us by the Law Society, we 
take note of HMRC’s response together with the exchanges on the 
amendments based upon them which took place in Standing Committee. We 
note that the amendments were withdrawn and we welcome and share the 
consensus reached. (para 45) 

213. We welcome the fact that the Government has acknowledged the risk of 
catching normal commercial activities inherent in Paragraph 6 of Schedule 6 
and has taken swift action to remove it. (para 59) 

214. Support for the objective of countering artificial and contrived schemes 
remains universally shared among the tax professionals who addressed us. 
But we are bound to record the worries they expressed to us about the need 
to achieve greater certainty. (para 63) 

215. We accept that the expression of support in principle for a General Anti-
Avoidance Rule (GAAR) from our private sector witnesses is, at best, 
lukewarm. We note also the disadvantages (in particular, about associating 
with it a pre-transaction clearance system) to which HMRC drew our 
attention. HMRC’s vision that a decline in the growth of complex legislation 
might come about at some point as a result of the tax avoidance industry 
going into a decline following behavioural change on the part of taxpayers is 
attractive. But for the immediate future we welcome the confirmation that 
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the case for introducing a GAAR, as part of the Government’s response to 
the existing level of tax avoidance, is continuing to receive serious study. 
(para 65) 

Measures to Counter MTIC Fraud 

216. We accept, from the Treasury’s explanation, that it is not possible at present 
to place an exact figure on the size of the tax loss from MTIC fraud for the 
last complete financial year and that it is unsafe to attempt to extrapolate 
from the trade statistics in order to try to gauge the level at which it is 
currently running. For the purposes of our Inquiry, as an indicator of the tax 
loss for comparison with the compliance burden of the proposed new 
measures, it is sufficient to rest on the 2004–05 figures coupled with the 
Treasury’s impression that fraudulent activity is increasing. As a compliance 
problem it plainly dwarfs all others facing HMRC. (para 71) 

217. We trust that the recent ECJ judgments will prove helpful to HMRC in 
implementing the fifth element of their operational strategy—“civil litigation 
designed to increase the financial risks for others who choose to be involved 
with the fraud”. At the same time we recall that we expressed our own 
misgivings, in the light of the evidence given to us in 2003, that safeguards 
for the innocent trader caught up in a MTIC fraud-tainted supply chain 
needed strengthening. We therefore welcome the emphasis that the ECJ 
judgments place on the need to demonstrate that a trader had knowledge or 
the means of knowledge of the fraud before he can be made jointly and 
severally liable. (para 80) 

218. We welcome Clauses 19–21, and take note of a press report quoting the EU 
Commissioner responsible for taxation to the effect that the Commission 
would be positive about the UK request on reverse charging. We very much 
hope that these provisions will prove to be more effective than the 2003 
measures. At the same time, we note the view put to us by some witnesses 
that a complete answer to MTIC fraud might only be possible in the event of 
adoption of a single EU-wide system of VAT, whenever that might prove to 
be practicable. (para 98) 

219. Regarding Clause 19: 

(a) We agree with HMT that an amendment, as proposed by the Law 
Society, to clarify the subject of the enforcement provisions is unnecessary. 
We take note of the PMG’s assurance that, as presently worded, the clause 
enshrines the principle that, “if the customer is VAT-registered and buys 
goods for the purposes of the business, it is the recipient’s responsibility to 
account for the VAT. If the customer fails to do so, there will be no liability 
on the suppliers”. (para 100 (a)) 

(b) We are reassured to hear from HMT that the level of £1,000-per-month 
disregard is not set in stone and that they are continuing to listen to the views 
of business on this issue. We also welcome the PMG’s statement that, “if our 
discussions confirm that £1,000 is too low, we are prepared to consider 
reviewing it before implementation”. (para 100 (b)) 

(c) As to the suggestion put to us that a “sunset clause” be introduced in 
order to pave the way for a full review of the legislation after an appropriate 
limited length of time to experience it in operation, we take note of the fact 
that an amendment to give effect to this and setting a time limit of 2009 has 
been withdrawn in Standing Committee. (para 100 (c)) 
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(d) In many ways we have found that the most difficult issue to assess is 
whether the safeguards to protect the innocent trader are sufficient, given the 
practical difficulties which have been drawn to our attention. We therefore 
recommend that further consideration should be given to the proposition 
that the supplier should be given a right of appeal to the courts on a 
“reasonable excuse” basis, namely that he has taken all reasonable steps to 
ensure that the conditions have been met. We welcome the steps already 
taken by HMRC to alert traders and their advisers to carousel fraud and we 
urge that the Department’s educational efforts be intensified once the EU 
derogation is granted and the provision is activated. (para 100 (d)) 

220. (a) In the absence of any evidence that HMRC’s use of their existing powers 
has been unreasonable we do not regard as realistic the suggestion that 
marking consignments of goods to show that they have been examined might 
devalue them and reduce their marketability. We note the PMG’s statement 
that “the HMRC does not require access to individual product items to carry 
out the stamping and scanning.” HMRC told us that the intention was to 
stamp the outer box of the consignment and that in the event of damage 
existing arrangements would cover compensation.(para 112 (a)) 

(b) We accept that what is being proposed here is to build on a power which 
has been, in the view of HMRC, implicit for many years. There could be 
constraints in inserting any explicit reference in the provision which would 
limit the occasions of its use and we draw comfort from the fact that this view 
is independently supported by the Law Society. However, in practice we 
would expect HMRC to limit its use of this power to operational activities to 
counter fraud and for the most part to goods thought to be in an MTIC 
transaction chain, as set out in the Explanatory Note and Regulatory Impact 
Assessment. We recommend that the Government should consider what 
further reassurance could be provided for traders in this regard. 
(para 112 (b)) 

(c) Since what is being done is simply to provide explicit authority for a 
power to mark goods that HMRC consider was always inherent in their 
general power to inspect, and since we received no evidence that the inherent 
power is being used unreasonably, there seems to us to be no case for officers 
of HMRC to be required to secure the leave of a Tribunal member or 
magistrate before using the power. Such a step could, in our view, serve to 
inhibit its use without materially reinforcing the safeguards for innocent 
traders. (para 112 (c)) 

221. As regards the nature of the appeal rights, we have looked carefully at the 
representations from a number of private sector witnesses to the effect that it 
is inappropriate, given the nature of the proposed power, to adopt the 
standard Wednesbury test—that it is down to the taxpayer to show that 
HMRC behaved unreasonably in making a direction. We accept that, 
provided an innocent appellant is in a position to introduce evidence as to 
whom he has sold to and from whom he is purchasing, together with the 
batch numbers, he would be, as HMRC assured us, in a position to 
introduce satisfactory arguments as to whether HMRC’s actions are 
proportionate, without any need for a reversal of onus of proof. (para 123) 

Inheritance Tax—Rules for Trusts 

222. We are very firmly in favour of consultation and recommend that, if clarity, 
certainty and simplicity are to be achieved, in principle it should take place 
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on all occasions where there is any significant technical content. In the 
absence of evidence to the contrary, we consider that it should have been 
possible to have found a way to counter forestalling in this instance so that 
consultation could have taken place without the risk of a significant loss of 
tax. Had there been consultation on this issue some of the concern which 
was expressed following the Budget could have been allayed and the extent 
of amendments to the Finance Bill which were tabled could have been 
reduced. (para 140) 

223. The absence of consultation, with all the benefits of better targeted 
legislation which it might have brought, points up the need for greater clarity 
immediately after the Budget about the Government’s objectives. The 
representative bodies could have then best focused their concerns in the 
knowledge of what it was that the Government was seeking to achieve. 
(para 141) 

224. As regards the numbers of people likely to be affected by these measures, we 
remain concerned at the extent of the disagreement between HMRC and the 
professional bodies and the accompanying lack of certainty, and at the 
possible implications for the costs for ordinary family business. It seems likely 
that a lot of people will have been needlessly upset and worried by the clumsy 
handling of this issue on both sides: by the Government, who failed to spell 
out what it was really aiming to do and who would or would not be affected, 
and by the professions who, for their part, may have indulged in exaggerated 
scare-mongering. Be that as it may, the numbers affected are likely to be 
significantly reduced as a result of the Government amendments which have 
just been tabled as we closed our report. (para 150) 

225. We regret the absence of consultation or of any detailed statement of the 
Government’s intentions. We remain concerned that as a result we are 
unable to comment further on the potential impact of the changes on 
ordinary family business and on people who may find that what were normal 
arrangements with no tax avoidance motive have become less certain and 
more complex and costly. We are unable to say whether in ordinary areas of 
family provision, where there is no suggestion of avoidance, there has been a 
change of policy or whether there is a need for further consideration and 
clarification within the existing policy of neutrality towards trusts, as was 
publicly stated in respect of income tax and capital gains tax. We recommend 
that in future the Government’s intentions on measures such as these should 
be spelled out fully, clearly and transparently. (para 163) 

226. We accept that, to the extent that there has been significant avoidance using 
trusts, the Government is fully entitled to tackle it. We note however that, 
whatever the incidence of avoidance, there is clear evidence that many trusts 
are used to support responsible stewardship of assets for the benefit of the 
intended recipient. The question left open is whether the remedies employed 
to counter the avoidance are appropriate or whether they might have been 
more closely targeted on the technical avoidance schemes without affecting 
straightforward trusts which do no more than give effect to ordinary family 
purposes. (para 171) 

227. We note the arguments put forward in the absence of consultations for 
delaying the implementation of the proposals. Whether delay is now possible 
depends on the consequences for tax revenues but is in any case probably 
less necessary as a result of the Government amendments. (para 175) 
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228. We remain concerned with the issues which arise where someone has died 
before having had a reasonable opportunity to review his or her will and we 
recommend that the transitional provisions be reconsidered at least in those 
cases if not more generally. The Government amendments may ease the 
pressure. (para 179) 

229. We note the widespread view of the representative bodies that Age 18 is too 
young an age for a beneficiary to take assets absolutely and that the 
implication which had been given that this was a conclusion to the earlier 
consultations which they had agreed was not generally accepted. Under the 
Government amendments just tabled an A&M will trust set up by a parent 
will be able to be kept in being until the child is 25, subject to an exit charge 
of 0.6% for each year he or she is over 18. This may go quite a long way 
towards meeting the concerns expressed by our witnesses. (para 182) 

230. We hope that, as a result of the Government amendments, there will be less 
of an obstacle to normal family arrangements being made by way of A&M 
trusts while avoidance possibilities remain firmly closed. (para 185) 

231. In an IIP trust the life tenant is taxed as if he owned the assets outright, and 
we received evidence to the effect that the flexibility provided for the trustees 
is much less than in a discretionary trust. As a result of the Government 
amendments just tabled the spouse exemption will be able to run through, 
even if the trustees retain their flexible powers. A new settlement will be 
treated as having arisen only if those powers are used. We hope that this may 
meet many of the concerns which were expressed to us as well as cutting 
down considerably on the need to revise wills. (para 192) 

232. While we have no reason to doubt what HMRC said to us about the use of 
trusts in divorce cases, nonetheless it seems surprising that our witnesses, in 
particular those from the Law Societies, would have made so much of the 
point had they thought that the current approach was quite as was suggested. 
We hope that full account has been taken of these issues in any further 
discussions which may have taken place. (para 196) 

233. The definition of disability was another area where we felt that further 
consultations between HMRC, the representative bodies and charities 
working in the field would be helpful and should be pursued. The 
consultations might look at, among other things, the differences between the 
definitions in the Disability Discrimination Acts, the Mental Capacity Act 
and the Taxes Acts to see what is appropriate here as well as considering how 
far it may be necessary to include people who do not meet any conditions 
because they do not claim benefits to which they are entitled. Trusts set up 
by people for themselves should be considered in this context as well as trusts 
set up by other people for a disabled person. Here again we note that the 
Government has tabled amendments to the Finance Bill which extend the 
definition of “disabled person’s interest” and we hope that these will go some 
way towards meeting the concerns which were raised with us. (para 201) 

234. While HMRC’s assurance of consultation with the two Scottish bodies does 
not cover all the points relating specifically to Scotland which were raised 
with us, we hope that in practice any further consultations will be wide 
enough to include them all. (para 204) 

235. We are content to let questions concerning the application of the provisions 
to trusts set up in order to give effect to Shari’a law rest with the assurance 
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that the matter is being pursued by HMRC. Here again the Government 
amendments should assist. (para 206) 

236. Overall, while we welcome the fact that the Government has responded to 
representations by tabling its own amendments, we believe that neither the 
process of introducing these tax changes with a lack of consultation nor the 
low-key way in which both the original proposals and these amendments 
were released is the way in which tax changes should be made. (para 207) 
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APPENDIX 1: THE FINANCE BILL SUB-COMMITTEE 

The Members of the Sub-Committee which conducted the inquiry were: 
Rt Hon Lord Barnett 
Lord Blackwell 
Lord Lamont of Lerwick 
Lord Paul 
Lord Powell of Bayswater 
Rt Hon Lord Sheldon 
Lord Sheppard of Didgemere 
Lord Vallance of Tummel 
Rt Hon Lord Wakeham 
 

Mr Leonard Beighton, CB and Mr Brian Shepherd, CBE both retired senior 
officials of the Inland Revenue, were appointed as Specialist Advisers for the 
inquiry. 
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APPENDIX 2: LIST OF WITNESSES 
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