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Minutes of Evidence
TAKEN BEFORE THE SELECT COMMITTEE ON ECONOMIC AFFAIRS

(FINANCE BILL SUB-COMMITTEE)

WEDNESDAY 26 APRIL 2006

Present Barnett, L Wakeham, L (Chairman)
Sheldon, L

Examination of Witness

Witness: Mr Malcolm Gammie, Research Director, Tax Law Review Committee, Institute for Fiscal
Studies, examined.

Q1 Chairman: Good afternoon. It is nice to see you part of their remuneration, they are taxed in respect
of it, but there is scope for considerableagain. I am not sure it is nice to have another Finance

Bill but that is inevitable. manipulation, especially as to the value of securities
when they are given, so that eVectively the securitiesMr Gammie: It is an unavoidable annual event.
may be given today but the value may materialise at
some later date. Therefore, the tax legislation needsQ2 Chairman: The Committee much appreciated
to pick up the value that is delivered at the later dateyour help at the beginning of our last inquiry. We are
rather than just taxing the value that is delivered onlooking forward to appreciating your help at this
the first date shares or securities are given.inquiry. You know the clauses that we have selected
The inevitable consequence of trying to have a regimeto consider because we have come up with them
that is comprehensive in the way in which it dealsbefore. What we thought would be the most practical
with securities is that obviously it oVers taxpayersway is if you were to introduce us to those clauses,
and their advisers the opportunity to look at thegiving us your view on what you think are the
detail of that regime and see ways in which they cansignificant points, and probably assist a bit on the
step around it to deliver remuneration in a non-taxedsignificant points that you think the Committee
form. This has been particularly prevalent in this areawould need to look into. When you have done that,
because, of course, shares would normally be held bywe will, no doubt, like to ask you some questions to
an individual as a capital asset and taxed underilluminate further some of the points you have raised.
Capital Gains, and also dividends are taxed under aMay I hand over to you. You are an old hand and I
separate regime. Part of the tax planning that hasalways say at the beginning that people should speak
been involved in this particular area has been to putup so that we make sure we make an accurate record.
in the hands of employees securities which can deliverI am sure you will do that anyway.
their value, for example through dividends, whilstMr Gammie: Certainly, my Lord. If I go through it, it
stepping round the particular conditions that aremay be easier for you to raise questions after each
imposed by the legislation, the taxing of that value asclause.
remuneration. There were amendments made last
year to the 2003 regime. This is a further smallQ3 Chairman: I think we would like you to run
amendment that has been made to the regime. Thethrough it and we will ask the questions afterwards,
particular feature of this amendment is that itif that is all right with you.
operates retrospectively to 2 December, 2004. ThatMr Gammie: My Lord, the first provisions that you
was the date on which the Paymaster General madeare considering are anti-avoidance provisions in
a statement in Parliament which eVectively said thatrelation to direct taxation, the employment-related
the Government was, I suppose, fed up (that is assecurities, Clause 92, and the financial instruments in
good a way of putting it) with having to counteractClause 76 and Schedule 6.
all the planning that was going on in this field, andThe employment-related securities provision is what
that their intention was to tax as remunerationone might call a minor change but one of the ongoing
what everybody would obviously recognise aschanges to a new set of provisions that were
remuneration and, to the extent that furtheroriginally enacted in the Finance Act 2003. The
loopholes were found in the provisions, the amendingFinance Act 2003 regime was intended as a
legislation would be backdated to 2 December, 2004.comprehensive regime to tax remuneration, which I
The amendment that we have here is one of thosemight say was delivered to employees through shares
amendments that is backdated. It deals, in particular,or securities. Obviously it had always been the case

that, if an employee receives shares or securities as with options where there has been some dispute
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In another area shares which are under rulesbetween the Revenue and, I assume, certain
taxpayers as to whether in fact options were introduced again last year, I think it was, are taxed as

if they were loans rather than shares. There werecomprised within the definition of securities for the
purposes of this regime. The regime will contain various specific definitions of what type of shares

were caught by those provisions. The conditions thatseparate provisions both for the delivery of shares on
a conditional basis or on a convertible basis, and then have to be satisfied by shares to fall within those

provisions have been amended in several respects,another set of provisions to deal with options. This
brings within eVectively the first segment shares, the again for example to clarify what is meant by

“redeemable” and to deal with certain other elementsconvertible and restricted shares element of the
regime, as securities options, which would normally where again taxpayers have looked very carefully at

the conditions and found ways of stepping roundotherwise have just fallen within the options part of
the regime, and as I say backdated to 2004. them. I am sure you will appreciate that, in the area

of derivatives and financial instruments, it is veryInevitably, one can see that this is going to be a
easy to create what are called synthetics; in othercontinuing cat-and-mouse game. I certainly would
words, you merely put together a series of diVerentnot wish to defend a number of the schemes that have
instruments, which add up to something else. Forbeen put together because a lot of them do tend to be
example, you can convert shares into loans and loansextremely artificial and, as I say, deliver to employees
into shares just by various derivatives, financialwhat everybody would recognise as remuneration,
instruments. That is what makes this a very diYcultbut which, one way or another, manage to step
area to deal with.around the detailed provisions of the 2003 regime. I

am afraid it is one of those features that in a sense the The third change that I think is interesting in this
particular field, however, is the reliance that has beenmore you legislate in detail, the more you provide an

opportunity for people to look at that detail and see placed on accounting rules for taxing instruments.
The basic starting point is that you look towhere it is not quite right. I think that is all that I

would say on that particular part of these provisions. accounting to provide the answer, but of course again
accountants have been very able to find ways inThe second set of provisions in this part is the
which to produce instruments which are accountedfinancial instruments provisions in Schedule 6. Many
for in ways that the Inland Revenue had notof these amendments are some of the fruits of the tax-
anticipated. So in certain respects the rules areavoidance disclosure rules that were introduced in
changed eVectively to impose a non-accounting2004, under which taxpayers are required to notify
treatment where taxpayers have been relying uponthe Inland Revenue if they come up with particular
the accounting treatment to produce their desiredarrangements that deliver a tax advantage. Those
outcome.disclosure rules have always applied fairly

comprehensively in the field of financial instruments, I am afraid it is not a particularly happy tale one has
to tell about these provisions, if one is thinking of aderivatives and related securities, mainly because it is

again such a fertile area for tax planning because it is coherent regime dealing with all of these financial
instruments and loans, but it is of course an extremelyextremely diYcult to spell out in great detail how you

would want to tax everything, and the more you spell diYcult area to deal with because of the diVerential
way, for example, in which shares are taxed and loansit out, the more you oVer opportunities to taxpayers

to look at the detail and find their way round it. are taxed and financial instruments are taxed. Really,
until a more fundamental view can be reached and aThe variety of provisions here is a series of specific
solution arrived at, that, I regret to say, is going tochanges aimed at tax avoidance arrangements that
continue.have been entered into, and also a series of what one

might call clarificatory changes that the Revenue is The final comment I would just make in this
particular area is that, whilst it obviously representsmaking, eVectively to reinforce their view of the
some success for the Revenue in being able to identifyexisting law. No doubt they will have to argue with
features of the tax system that taxpayers are usingthe taxpayer as to whether the previous law did
that they do not like, in terms of the development ofachieve that result or whether it achieved something
legislation as a whole, this is clearly a process ofdiVerent. When you look at the provisions, you can
continual refinement of the legislation, and at somesee precisely the sort of features of the tax regime in
stage the question, I think, does need to be asked asthis area where exploitation or avoidance occurs. In
to whether that process of refinement can reallythe first place, you have a change that was made last
continue year-by-year or whether alternativeyear which left in place an exemption for certain
approaches have to be considered as a solution to thedividends under particular arrangements where
particular issues in this particular field.obviously, as soon as people see an exemption, they

see the opportunity for converting what is taxable The next set of clauses is Clauses 19 to 21 dealing with
Missing Trader Intra-Community Fraud. This isinto what is exempt, and that is what has been

going on. obviously not avoidance; this is outright evasion and
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forthcoming. It does call into question the basis uponfraud, which is going on across the European
Community on a very significant basis. I think some which VAT works at the moment because one

assumes that those who have been engaged in thisestimates have put the aggregate fraud in the
Community at something around ƒ60 billion. It fraud and who have found it so immensely profitable

to be engaged in this fraud will merely move from oneeVectively depends upon a person buying goods—
usually very small, high value goods, such as area to another to try to continue their fraud in

relation to other unspecified goods, and so the net ofcomputer chips, mobile phones and the like—and
importing them to the United Kingdom from Treasury-specified goods will have to extend to keep

up with the fraud, assuming it continues.another Member State. They do not have to pay VAT
in the state from which these goods are imported and, The other solution to this problem, certainly within
although tax is paid in the United Kingdom on the the Community, would be for the Member States to
importation, it is immediately oVset so long as the agree collectively to adopt the definitive system of
goods are going to be supplied on a taxable supply for VAT under which VAT would be charged on an
VAT purposes. The person who has imported those origin rather than a destination basis, so that cross-
goods then sells them, plus VAT, to another trader. broader supplies within the Community would not be
who is generally speaking innocent; he knows VAT-free. It would be equivalent to supplies within a
nothing of the fraud. That trader will claim genuine single market just as a supply between two
repayment of the VAT, but of course the importer UK traders, but I do not think that is likely to be a
who charged him VAT on the sale will then have solution that is on the cards for a little while.
disappeared and not have accounted for the VAT, There are obviously further provisions but that is
and so eVectively the importer is just drawing a basically what Clause 19 achieves. Clauses 20 and 21
cheque on the UK Treasury for the amount of the are eVectively administrative provisions, which are
VAT because the person who has bought them will designed to assist Her Majesty’s Revenue and
usually be exporting them from the UK and therefore Customs to keep track of goods, and therefore to be
would normally want to reclaim the input VAT. able to spot within the supply chain when there are
The Government has previously tried to counter this goods which may be being used for this particular
by denying repayment of the input VAT to the fraud. It is called a carousel fraud and frequently the
innocent trader, but the European Court of Justice in carousel goes round several times with the same
three cases where their decision was given at the goods involved. If you can within the system identify
beginning of January held that that was contrary to the goods at an early stage, you can obviously stop
Community law. So that was not an option for the the fraud through counter-measures of that sort.
UK Government. The final set of provisions is those relating to
The way in which these provisions did tackle the accumulation and maintenance and interest in
problem is eVectively by a mechanism known as the possession trusts, Clause 157 in Schedule 20. There
reverse charge. In respect to specified goods, which are, I think, three aspects of these changes to which I
are to be specified by a Treasury statutory would like to speak. The first is just the nature of the
instrument, the trader who buys these goods will not change that is being made; the second is the manner
actually hand over the VAT to the vendor; it will hold of the implementation; and finally the underlying
on to the VAT and will account for that VAT directly policy behind this particular change.
to the Treasury. Of course, normally he will not As regards the nature of the change, the point I would
actually have to account for anything because if he make is that these provisions do not concern tax
makes an onwards supply, what he has to hand over avoidance. Undoubtedly, trusts are used for tax
to the Treasury will be of oVset by the input tax he avoidance purposes but these particular changes alter
charges on his own supply. Of course what this does the basis upon which trusts are taxed for Inheritance
is to convert VAT from the normal function of a Tax purposes, and are therefore unrelated to the
cascading tax where it is charged at each level of the specific purpose of the trust and whether it is an

avoidance purpose or whether it is just a genuinesupply into eVectively a retail sales tax because
ultimately, if this mechanism works through all the family purpose. It changes the standard treatment

that was introduced as far back as 1975 for Capitalchains of supply, the only person who eventually will
pay the VAT is the ultimate consumer rather than the Transfer Tax, of which I am sure some of your

Lordships will have some recollection. It isintermediate business entity. That, of course, would
be a fundamental change in the VAT system if it were noteworthy that in a lecture in 2004 the noble Law

Lord, Lord Walker, in talking about tax avoidance,to be applied generally across a wide range of goods.
The United Kingdom has to get a derogation from characterised accumulation and maintenance

settlements for Inheritance Tax purposes as anthe Commission to be able to implement this, but it is
a method of dealing with this fraud that, I think, has ordinary relief from tax, on the same level, or on a par

I think he put it, with the deduction you get foralso been suggested by Germany and Austria. So one
assumes that the derogation will eventually be Income Tax purposes for making a pension



3389443001 Page Type [E] 16-06-06 22:31:10 Pag Table: LOENEW PPSysB Unit: PAG1

4 finance bill 2006: evidence

26 April 2006 Mr Malcolm Gammie

of 18, or new adults of 18, or whether there are notcontribution. So this is a perfectly ordinary relief that
is involved. It appears that this change to some extent good reasons for leaving that until later, or at least

leaving flexibility of choice until later. You cannot goconflicts with what has been the stated Government
policy in relation to the reform of Income Tax on below 18 but, to the extent you keep a higher

threshold, you can allow parents and grandparents totrusts where, in its consultation there, it has made the
point that, while it does not want to provide artificial take some account of how mature their children are

and therefore whether or not it is appropriate to givetax incentives to setting up trusts, neither does it want
to create artificial obstacles to the use of trusts where them assets at an earlier or a later age. There is no tax

principle involved in that. I think it is purely athey would bring significant non-tax benefits. I think
one of the principal questions here is whether the political choice. Obviously, the current Chancellor

has taken the political decision that 18 is thescope of the changes that are being made does
actually impose a serious obstacle in the use of trusts appropriate age rather than 25 that has previously

existed. One point on that is one of the aspects thatwhere they would not be used for tax avoidance but
for genuine family reasons. necessitates changes in wills because many wills will

provide, in the event of the testator’s death, sums toThere has obviously, in relation to these provisions,
go to their children or grandchildren up to the age ofbeen much of a public outcry, certainly in the press,
25, and that will clearly need to be amended if taxabout the manner in which these changes were
disadvantages are to be avoided.implemented. I think one of the points that has been

made in the professional press is that, in a situation The central change is, of course, in the taxation of
accumulation and maintenance settlements andwhere the Government has consulted significantly on

the modernisation of trusts for Income Tax and interest in possession trusts. When you have a tax
biting such as Inheritance Tax, it works very well, orCapital Gains Tax, to make such a substantive

change to the taxation trusts for Inheritance Tax at least it works according to its intention, so long as
assets are held by individuals in their own right aspurposes without any consultation is, frankly,

incomprehensible. Obviously, one is dealing with a their absolute assets. The issue that trusts raise of
course is that it is possible to put assets into a trustrange of trust arrangements which, once set up, are

not necessarily straightforward to alter, but are also and eVectively isolate them from the operation of the
Inheritance Tax regime because they are no longerset up prospectively in the sense that, certainly in

relation to wills, people make trusts well in advance dependent upon individual lives. From the outset,
under Inheritance Tax, it was decided that theof those trusts ever coming into existence. One of the

features of at least one of the changes here has been taxation regime for discretionary trusts, in other
words where assets were held on terms that eVectivelyto necessitate a large-scale review of wills to see

whether in fact trusts under current wills need to be the trustees or maybe the original settlor could direct
where they were applied at their discretion, should beamended.
dealt with on the basis of the aggregate of a series ofThere are obviously transitional rules included in
periodic charges over the lifetime of the trust andthese particular provisions up until April 2008, which
would equate to the tax charge that would normallywill no doubt be of value to some, but by no means
be expected to accrue over the lifetime of anall who are aVected by these provisions. No doubt
individual.you will hear from Revenue and Customs that to

have consulted on these provisions in advance would For interest in possession trusts and accumulation of
maintenance trusts, though, it was decided that in thehave given a risk of revenue loss. Of course, the

annual yield from these particular changes are only majority of cases, the common cases, that would not
be appropriate treatment because the assets wereestimated at £15 million, and so one raises the

question as to how important that yield was, even if actually vested in an individual but merely deferred
until a later stage. In relation to interest in possessionsome of it was at risk, but there are other instances

where in those cases anti-forestalling provisions have trusts, the beneficiary under the trust is entitled to all
the income of the trust but they do not have thebeen contemplated as a way of dealing with it.
capital. So the policy decision was taken that youAs to the policy of the change, I think there are two
would tax the life tenant—the person entitled to themajor elements to the policy changes being made
income—as if they owned the capital absolutely, thathere. It has been the case, certainly since the
being the appropriate way of ensuring that you got aimplementation of Capital Transfer Tax, that you
lifetime charge on the assets that were in the trust.could set up an accumulation and maintenance trust,

more frequently used in favour of children and The change that has now been made restricts that
treatment for accumulation and maintenancegrandchildren, where they would take the assets at

any age up to 25. That age has been reduced settlements and interest in possession trusts to a very
much narrower category of case, so that in the vasteVectively to 18. One of the issues is whether or not it

is appropriate for the incentive, if I can put it that majority of cases the discretionary trust regime will
apply. In comparison to a straightforward gift of anway, under the tax system to invest assets in children
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Q4 Chairman: Absolutely. First, thank you veryasset to an individual where, if you survive seven
years, there is no tax charge, here you will get a tax much indeed. That was very clear and concise. We
charge on the way into the trust, assuming your zero will start first with avoidance of direct tax. There are
threshold is exceeded, and you will get 10-yearly many detailed matters and we are going to ask the
charges over the lifetime of the trust, and also an exit Revenue some of the questions that you have clearly
charge on the way out of the trust. It is eVectively highlighted. The question that seemed to strike me
imposing the discretionary trust regime on many was: having produced the scheme that they did
interest in possession and accumulation and produce and the notification that it was going to be
maintenance trusts on the supposition that because backdated—and we had all the debate about that, so
the assets are not actually held by an individual nobody can argue that that was not going to be the
absolutely, there is no-one that you can really say is arrangement—“it is to me slightly incredible that
the owner of those assets and therefore the people are still producing schemes about which you
discretional trust treatment is the appropriate wonder: for goodness sake, however did they think
treatment. they were going to get away with it, particularly if
Again, the treatment of trusts in this area is a very they have got to notify it? Did they really believe that
diYcult one to resolve in terms of principle. In other the small print was suYcient to get them away?”
words, there is no absolute principle that tells you What do you think was the motivation amongst the
what is the right way to do it. There is a series of professional advisers?
choices that one has to make. The particular oddity, Mr Gammie: My Lord, I think the answer is
in a way, that arises here, I think, goes back to what straightforward and, if you are a snooker addict, it is
I said previously about whether this is consistent with a shot to nothing, if I can put it that way. If, for
what the Government has stated as objectives in example, you are an employer who is going to payother fields. If you give someone the asset absolutely,

your employee a bonus, you can just pay it as cash,if you survive seven years, there is no tax charge; but,
in which case you will have to pay Income Tax andif for some reason you think it appropriate to give
National Insurance contributions on what you pay,that asset to that person but on a basis where they
or you can put together and arrange a scheme incannot actually deal with it as an absolute owner
which you hope to deliver that bonus without theimmediately, even though they may eventually come
same Income Tax and National Insuranceto own it absolutely, it is very diYcult to see why you
contribution consequences. There are obviouslyput a tax disadvantage on doing that when there may
costs involved in setting up that scheme andbe perfectly genuine family reasons for wanting to
implementing it, but you are certainly deferring thedo it.
time at which you eventually have to pay the tax, evenWe live in an age where family arrangements have
if the law is changed, and of course, if the law it notbecome very much more complicated. I am sure there
changed and you can argue about the matter with theare many of us who know families where there has
Inland Revenue, you may well be able to arrive at abeen a divorce and a re-marriage, where there are
settlement with the Inland Revenue which willchildren of more than one marriage. In all of those
certainly cover your costs and maybe give you somesorts of cases, there are frequently very good reasons

for wanting to make provision maybe for one benefit.
particular set of children or one particular spouse on
a basis that does not involve just giving them

Q5 Lord Barnett: Could I be crystal clear on this?absolutely the assets at the outset, but putting them
The retrospective nature of the anti-avoidanceinto a trust, which will eVectively deal with the needs
measures at the moment only relates directly to theof the family over a period of time.
employer-related anti-avoidance schemes.Whilst there are savings or trusts for disabled
Mr Gammie: I believe that is right. The Paymasterindividuals, the definition of disability is obviously a
General’s statement in December 2004 certainlyvery restrictive one, and certainly does not cover
referred to the payment of bonuses and also referredevery case where a family may think it appropriate to

pass assets to an individual but not on a basis that to the security legislation. If there was some other
they are free to deal with them freely and absolutely scheme somebody came up with for paying a bonus,
immediately. it may well be that would be covered by a statement.
My Lord, I think that is probably quite suYcient.
Chairman: You have done extremely well. We will

Q6 Lord Barnett: On the second issue that you havetake each of the three subjects and we will each fire
referred to, on the financial instruments orour questions on that, and then we will give Lord
provenance, on that there is no retrospective element,Barnett a chance, before he goes, if there is anything
except that disclosure, under the previoushe has not asked by that time and he needs to ask.
arrangement as well as the current one, would haveLord Barnett: The important thing, Chairman, is that
disclosed something. Would that instrument that waswe have this verbatim account before us in writing

because it will be very useful. disclosed be retrospective in the tax regime?
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Mr Gammie: It is indeed and reportedly run byMr Gammie: No. There has been no statement about
the securities legislation. In addition to bonuses, I organised crime in a variety of countries.
think there was an indication that there would be
retrospective legislation for certain leasing schemes Q11 Chairman: It is of no surprise to me that the
and partnership schemes. But, in relation to the European Court asked what the justification was for
securities legislation, it is merely a disclosure under charging innocent taxpayers who get duped in this
the rules that were put in place in 2004 and that is not way the tax that the criminal justice system of this
retrospective. country, the police and the VAT Customs and Excise,

was not able to catch?
Mr Gammie: The justification that I assume CustomsQ7 Lord Sheldon: You mentioned in tax avoidance

in Schedule 6 that there was the alternative approach would put is that as you are the other party to the
transaction, you are at least dealing with thefor a continual refinement of legislation. Can you say

what you would think is conceivable here which fraudster. Therefore, if there are elements of the
transaction that should put you on notice that theremight be acceptable in that?

Mr Gammie: Inevitably, if taxpayers are disclosing is something fraudulent, then it is your responsibility,
and indeed that has some support from thearrangements they enter into which give them a tax

advantage to the Inland Revenue, the pressure on the European Court.
Inland Revenue is to make changes to eliminate that
tax advantage. As I say, this is a process of building Q12 Lord Sheldon: You did mention that goods
the detail of the legislation up on an annual basis, but could be marked as one possibility. That seems to be
of course it is inherent in the nature particularly of a very attractive solution because then one would end
these particular provisions, the loan relationships the problem almost straight away. I am not sure how
securities legislation, that it is extremely diYcult to certain goods could be marked but I would have
cover absolutely everything, and so the more you thought there is a fair number that could be.
legislate, in a sense, the more you give target for Mr Gammie: This certainly underlies the changes that
taxpayers and tax advisers to see what does and does Customs are making to some of the administrative
not fit within the legislative provisions. obligations on taxpayers, and the powers they are

taking to mark goods. I suspect one of the problems
in this field may prove to be that, as you make it moreQ8 Lord Sheldon: That is what we have been doing.

We have been doing that for years but you seem to diYcult to conduct the fraud in one particular good,
the fraud moves to another good, and that may be thesuggest almost that it might come to an end.

Mr Gammie: No, I do not think it is likely to come to continuing problem that we face.
an end but, given the volume of tax legislation that we
have had and the impetus that disclosure rules Q13 Lord Sheldon: You also mentioned the
provide to constantly refine the detail of the possibility of VAT on entry. There are some areas
legislation, we at least have to ask ourselves whether now where you do pay VAT on entry, so this would
this is a path we want to continue down or whether be one way of handling it. You have to make a claim
actually there are better ways of dealing with the if you export it subsequently.
problem. Mr Gammie: Yes, although obviously that is not a

system which works generally between registered
traders. For transactions between registered traders,Q9 Chairman: Do not let us mince any words about

it. What that means is a suggestion that there will be goods still tend to move across borders within the
Community without the immediate imposition ofgeneral anti-avoidance clauses of some sort. Is that

the implication if we go down this route? Value Added Tax. The definitive system, which of
course has been proposed by the Commission for theMr Gammie: That is certainly one of the options for

consideration, although we have seen, over the last completion of the Single Market, would resolve that
problem, but a number of Member States have notthree or four years, a very significant spread of

general anti-avoidance language throughout the been prepared to support that particular system,
including I have to say the United Kingdom.taxes Acts.

Q10 Chairman: We will move on to VAT. The way Q14 Chairman: You also said that this change that
the Government is now proposing moves a degreeyou have presented this to us, it struck me that this is

more a straightforward criminal activity. At least from a cascading like tax to a sales tax. You can see
why and you can see how. Who are the people whowith the anti-avoidance points and ones we were

talking about on employment, those were honest are going to be worried about that development in
the UK? I am wondering, for instance, whether wepeople trying to get round the tax law and trying to

make arguments, but this seems to me just a ought to take evidence from some people who might
think that this has some implication.straightforward criminal activity, is it not?
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Q17 Chairman: Take this sort of circumstance: aMr Gammie: The reverse fraud that works on that
basis is that you get a person who is not registered for husband makes a will (or the wife makes a will for
VAT masquerading as if they were, as a way that matter), leaves the assets or the income from the
eVectively of getting goods without paying the VAT assets to the surviving spouse on trust for life, and
on them. I assume that is less of a problem; it is a then eventually, when the other one disappears, it
problem that cannot work at the same sort of level of goes to the children, divided up, and the Inheritance
fraud as we see with this particular system at the Tax is paid. That is not an uncommon circumstance.
moment. The main concern is that it is really just a Is that aVected by these rules?
complete departure from the way in which the Value Mr Gammie: My understanding is that it is not. As
Added Tax has been conceived and operated within long as it goes to the children absolutely when the
the Community since it was originally introduced in wife dies, then that will be saved, yes.
1967. In that sense, it would be a fundamental
change.

Q18 Chairman: Obviously, when we come to the
question, we will be wanting to ask people aboutQ15 Lord Barnett: This is on accumulation and

maintenance trusts. When we talk about a genuine the consultation exercise. I can understand
trust, and I have never done one, that is when why governments can be reluctant to make
somebody, as you said grandparent, wants to set up announcements that give people a chance to redeploy
a trust perfectly properly so that one of their their assets in other ways. I think you made a point
grandchildren or a number of their grandchildren that we are talking about a Revenue that believes
receive a lump sum when they reach a particular age. they might raise £15 million by these arrangements.
The avoidance of tax is perfectly genuine but it is also It is quite hard to think how much they would lose by
of course perfectly properly seeking to avoid legally having any sort of consultation, is it not?
Inheritance Tax. There is nothing wrong with that Mr Gammie: I think I would agree with that. It is a
from a legal point of view. Will that kind of trust, set £15 million yield per annum. I assume that it is
up perfectly properly, be caught retrospectively, in anticipated that yield will increase as the years go by.
eVect, under the system? To the extent that it is possible during a consultation
Mr Gammie: The transitional rules, I think, will make period to create trusts which might then step outside
it safe so long as it was created before 22 March this the provisions, it may be that there is concern about
year when the changes were introduced. So there is a the yield. As I say, there are other areas of change
degree of saving for trusts that are already in where this has been coped with, and certainly anti-
existence. Then there are some further transitional forestalling legislation in law is something that has
rules allowing people to change trusts up until 2008 been used in other areas.
as a way of dealing with it. The comment one makes

Chairman: It has been absolutely fascinating andon that is that obviously one is now in a world where
extraordinarily valuable to have you along to give usan outright gift to a child by their grandparent is not
a clear insight as to the issues we have to explore. Itgoing to be subject to tax, whereas a gift by a
seems to me that many of them are just the sorts ofgrandparent to a child into a trust where that child
issues where a committee of this sort can exploremay only get the gift at 25 will be subject to a tax
them without infringing upon our arrangements withcharge.
the Commons but throw enough light to be helpful to
the Commons by the time this comes to the ReportQ16 Chairman: But not at 18?
Stage of the Finance Bill in their final deliberationsMr Gammie: But not at 18. That is the sort of policy
on this year’s Finance Bill. To that extent, I think weissue as to whether in fact the encouragement to give
are grateful to you for your very helpful assistance toabsolutely to children who have only just achieved 18

is appropriate. us today. Thank you very much for coming.
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Memorandum by the Society of Trust and Estate Practitioners (STEP)

Briefing

On Behalf of:

— The Law Society of England and Wales.

— The Chartered Institute of Taxation (CIOT).

— The Society of Trust and Estate Practitioners (STEP).

— The Low Incomes Tax Reform Group (LITRG).

— The Institute of Chartered Accountants of Scotland (ICAS).

— The Law Society of Scotland.

— The Association of Chartered Certified Accountants (ACCA).

— The Association of Private Client Investment Managers and Stockbrokers (APCIMS).

— Institute of Chartered Accountants for England and Wales (ICAEW).

Summary

The Government’s proposed changes to inheritance tax (IHT) on trusts amount to a tax on prudent
families. They will aVect millions of ordinary families and not, as the Government has suggested, only the
super-rich.

The key points are as follows:

— The impact is much wider than the super-rich and the costs will run into hundreds of millions.

— Families use trusts for social reasons, not tax avoidance.

— Many surviving spouses may suVer hardship by losing their IHT exemption.

— Divorce will become more expensive as inheritance tax may be imposed on assets held in trust when
a couple divorces.

— Irresponsibility will be encouraged by reducing the age from 25 to 18 at which children must be given
capital from a trust or face a penalty.

— Over a million wills will need to be reviewed and rewritten; and

— Vulnerable family members, while not strictly disabled, deserve the protection of trusts from more
general disabilities or personal problems.

The professional bodies are proposing a way forward which means that the Governments objectives of
preventing abuse of the tax system by the super-rich can be met without the unintended consequences.
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Impact much wider than the super-rich: Over a million wills affected

Based on a post-Budget survey of its members, the Society of Trust and Estate Practitioners (STEP) made a
highly conservative estimate that well over a million wills will need to be reviewed and rewritten.1

The Treasury claims that only 20,000 trusts created by wealthy families will be aVected. But they appear to
have taken only trusts registered for tax into consideration, not the million-plus trusts written into wills or
trusts that produce no income and so don’t have to file a return. Prior consultation might have avoided this
confusion.

The Treasury says the change will raise “only” £15 million a year. STEP surveyed its members and found that
the average cost of the changes will be £341 per will. With at least a million wills needing to be written, this
amounts to at least £341 million.

Families use trusts for social reasons, not tax avoidance

Many family wills use trusts for good social reasons, including;

— To protect and provide for the children in the event of the second spouse’s re-marriage.

— To look after a child who is unstable or financially reckless.

— To limit access to money until the children are 25 years old.

— To give assets away to children during the parents’ lifetime but ensure that such assets are kept in
trust until the children are financially responsible.

Many surviving spouses may suffer hardship by losing their IHT exemption

If someone leaves their assets in trust in their will for their spouse, which is very common in second marriages
or in marriages where the first spouse dies young, no inheritance tax is payable until after that spouse (or civil
partner) also dies.

Now the government is abolishing the spouse exemption on will trusts except in limited circumstances. A
40 per cent inheritance tax charge will be payable in many cases where assets are left in trust on the death of
the first to die. Surviving spouses could find themselves in a very vulnerable financial position if they now have
to sell their house to pay inheritance tax.

Irresponsibility will be encouraged by reducing the age from 25 to 18 at which children must be given
capital from a trust or face a penalty

Grandparents typically make a gift into A&M trusts while their grandchild is still an infant. Until the child is
25, the trustees (usually the grandparents and a solicitor) can retain control over the income and capital. After
25, the income has to be paid to the beneficiary, but trustees can retain control of the capital for up to 80 years.

Now the Finance Bill slaps an “entry” charge on A&M trusts of up to 20 per cent and imposes further charges
later. People will either have to pay new charges or make a straight gift of the money when their children are
too young. 18 is an unsuitable age for people to inherit and take full control of significant assets in trust. An
age threshold of 25 is far more prudent.

Divorce will become more expensive as inheritance tax may be imposed on assets in trust when a couple
divorces

In a divorce, the house and any assets in trust can be left under a court order on trust for, say, the wife, to be
split between the couple years later when the children reach 18. Or existing trusts can be split between spouses
so they each take a “life interest”.

Now such arrangements will now often attract inheritance tax upfront at 20 per cent plus continuing
inheritance tax charges at 6 per cent every 10 years and on capital distributions.

26 April 2006
1 The number of families aVected by these changes could run into the millions. In a survey on 31 March, more than 450 STEP members,

just over 11 per cent of the membership, said the wills of over 830,000 clients would need to be re-written. Given that nearly 90 per cent
of STEP members did not reply and that there are solicitors and will writers who are not members of STEP, this figure is likely to be
the tip of the iceberg.
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Memorandum by the Association of Private Client Investment Managers and Stockbrokers (APCIMS)

A TAX ON PRUDENT FAMILIES

Briefing on the Finance Bill’s Provisions for Taxing Trusts

“The Chancellor’s new tax is unfair and imprudent . . . An ill-thought-out and carelessly rushed
provision.”—The Times (leader column), 6 April 2006.

“The lack of consultation is gratuitous and oVensive.”—Financial Times (leader column), 6 April
2006.

“Outrageously retrospective legislative proposals on inheritance tax, wills and trusts”—Financial
Times (leader column), 10 April 2006.

This document is supported by the following professional bodies:

— The Law Society of England and Wales.

— The Chartered Institute of Taxation (CIOT).

— The Society of Trust and Estate Practitioners (STEP).

— The Low Incomes Tax Reform Group (LITRG).

— The Law Society of Scotland.

— The Institute of Chartered Accountants of Scotland (ICAS).

— The Association of Chartered Certified Accountants (ACCA).

— The Association of Private Client Investment Managers and Stockbrokers (APCIMS).

1. Summary

The Government’s proposed changes to inheritance tax (IHT) on trusts amount to a tax on prudent families.
They will aVect millions of ordinary families and not, as the Government has suggested, only the super-rich.

The government has been consulting with professional bodies about the modernisation of trusts for nearly two
years. Yet these proposals were never mentioned and came as a complete surprise.

There are also particular problems arising from the fact that the new provisons will operate diVerently in
diVerent parts of the UK because of the diVerent legal jurisdictions, and this alone suggests the need for more
time to consult and consider practical implications before any of the proposed changes go ahead.

The key points are as follows:

— Families use trusts for social reasons, not tax avoidance.

— Many surviving spouses may suVer hardship by losing their IHT exemption.

— Divorce will become more expensive as inheritance tax may be imposed on assets in trust when a
couple divorces.

— Irresponsibility will be encouraged by reducing the age from 25 to 18 at which children must be given
capital from a trust or face a penalty.

— Over a million wills will need to be reviewed and rewritten.

— The changes will cost families millions of pounds to make; and

— Vulnerable family members, while not strictly disabled, deserve the protection of trusts from more
general disabilities or personal problems.

2. Families use trusts for social reasons, not tax avoidance

The main trusts aVected by the Finance Bill are “accumulation and maintenance” (A&M) trusts and “interest
in possession” (IIP) trusts. A&M trusts allow families to protect large sums to be given to children at age 25,
while IIP trusts provide a flexible income for life, usually for a surviving spouse and children.

Many family wills thus use these for good social reasons, including;

— To protect and provide for the children in the event of the second spouse’s re-marriage.
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— To look after a child who is unstable or financially reckless.

— To limit access to money until the children are 25 years old.

— To give assets away to children during the parents’ lifetime but ensure that such assets are kept in
trust until the children are financially responsible.

Many people also set up trusts for themselves. This involves no tax saving as such but can help to protect them
from their own improvidence in the future. This is of particular relevance in Scotland where people wish to
control fully succession to their estate.

3. Many surviving spouses may suffer hardship by losing their IHT exemption

Pre-Budget

If someone leaves their assets in trust in their will for their spouse, which is very common in second marriages,
no inheritance tax is payable until after that spouse (or civil partner) also dies.

Now

The government is abolishing the spouse exemption except in limited circumstances. A new inheritance tax
charge will be payable in many cases where assets are left in trust on the death of the first to die.

For example, if the trustees have any discretion over capital to pay out to the children (often needed in case the
surviving spouse remarries), there is inheritance tax payable. Additionally, during the lifetime of the surviving
spouse, a further 6 per cent inheritance tax charge will arise every 10 years.

This aVects all wills where the person has not yet died.

Why this is wrong

Surviving spouses could find themselves in a very vulnerable financial position if they now have to sell their
house to pay inheritance tax.

This could even aVect those intestacies in England and Wales where trustees are given statutory discretion to
advance capital on continuing trusts for the children.

The change is unfair compared with when a trust is not made but assets are left outright between spouses. In
this case the only IHT payable is on the second spouse’s death.

This leave people in second marriages in an invidious position, as they often don’t want to leave all their assets
outright to the surviving spouse but equally they don’t want to subject the spouse to 40 per cent IHT.

Civil partners who have just remade their wills, leaving their assets in trust for their partner (common in civil
partnerships), will have to remake them.

4. Divorce will become more expensive as inheritance tax may be imposed on assets in trust when a
couple divorce

Pre-Budget

In a divorce, the house and any assets in trust can be left under a court order on trust for, say, the wife, to be
split between the couple years later when the children reach 25. Or existing trusts can be split between spouses
so they each take a “life interest”. This commonly protects the inheritance of the children from the first
marriage should one of the spouses remarry.

Now

Such arrangements will now often attract inheritance tax upfront at 20 per cent plus continuing inheritance
tax charges at 6 per cent every 10 years.

The husband may also be required under court order to settle assets on trust for his children, in which case
inheritance tax may be payable immediately at 20 per cent and there would again be further charges every
10 years.
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Why this is wrong

Inheritance tax will have to be added to the many costs of divorce and children’s inheritance will be less well
protected.

5. Irresponsibility will be encouraged by reducing the age from 25 to 18 at which children must be given
capital from a trust or face a penalty

Pre-Budget

Grandparents typically make a gift into A&M trusts while their grandchild is still an infant.

Until the child is 25, the trustees (usually the grandparents and a solicitor) can retain control over the income
and capital. After 25, the income has to be paid to the beneficiary, but trustees can retain control of the capital
for up to 80 years.

Now

The Finance Bill slaps an “entry” charge on A&M trusts of up to 20 per cent and imposes further charges later.

Where assets are left to them in a will, the age at which children must be given access to money without a
financial penalty is reduced from 25 to 18. If the funds are held back after 18, 3 a 6 per cent tax charge every
10 years2 will be payable

This also aVects existing trusts already set up, which will need to be changed.

Why this is wrong

People will either have to pay new charges to make a straight gift of the money when their children are too
young. 18 is an unsuitable age for people to inherit and take full control of significant assets in trust. An age
threshold of 25 is far more prudent.

— 25 was originally introduced by a Labour government in the 1970s.

— It is also the age today at which single people are eligible for tax credits.

— A sudden windfall at 18 is far more likely to be squandered and to fund irresponsible behaviour than
at 25. This is especially the case as a growing proportion of 18–25 year olds will be in further or higher
education, a policy particularly favoured by this Government.

— Only last month, a study published by the Financial Services Authority showed that young people
are not very financially capable and that financial capability clearly improves with age.2

6. Over a million wills affected

Based on a post-Budget survey of its members, the Society of Trust and Estate Practitioners (STEP) made a
highly conservative estimate that well over a million wills will need to be reviewed and rewritten.3

The Treasury claims that only 20,000 trusts created by wealthy families will be aVected. But they appear to
have taken only trusts registered for tax into consideration, not the million-plus trusts written into wills or
trusts that produce no income and so don’t have to file a return. Prior consultation might have avoided this
confusion.
2 “Somewhat ironically, whilst the need to plan ahead is perhaps greatest in early adulthood, financial capability in terms of planning

ahead clearly improves with age”: Financial Services Authority, Levels of Financial Capability in the UK: Results of a baseline survey,
March 2006, page 76. Young people aged 18 to 20 had a factor score of just 27 out of 100, while those aged 20–29 had a higher factor
score of 40.

3 The number of families aVected by these changes could run into the millions. In a survey on 31 March, more than 450 STEP members,
just over 11 per cent of the membership, said the wills of over 830,000 clients would need to be re-written. Given that nearly 90 per cent
of STEP members did not reply and that there are solicitors and will writers who are not members of STEP, this figure is likely to be
the tip of the iceberg.
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7. The changes will cost families millions of pounds to make

The Treasury says the change will raise “only” £15 million a year.

STEP estimates that reviewing the simplest wills is likely to cost a minimum of £100 to review but a price tag
of £400–£700 may well prove more typical. With at least a million wills needing to be written, this amounts to
a charge of between £100 million and £700 million on prudent families.

8. The way forward

The professional bodies are proposing the following way forward:

— Implementation of the Government’s proposals should be postponed until proper consultation has
taken place.

— All trusts for spouses or civil partners whether on lifetime or on death should be exempt from
inheritance tax, with inheritance tax only applying after both have died as previously.

— Any trust written into a will should be able to specify that the children (or any other minor
beneficiary) receive capital at 25 without a financial penalty, rather than their having to take the
money outright at 18, when they can still be relatively immature

— Divorce settlements for spouse should remain exempt from inheritance tax charges, as previously.

— Trusts for settlors themselves should remain exempt from inheritance tax until the death of the
settlor, as previously.

— Existing trusts for children should not be taxed adversely, provided that the beneficiaries take their
entitlement to income before April 2008 (the stated cut-oV date for existing lifetime trusts).

— Particular care should be taken to examine the interests of the vulnerable, who may not be covered
by the precise definitions of disability that HMRC are likely to use and thus may be prejudiced by
these changes and so subject to additional taxation; the widest reasonable definition should be used
based upon the Disability Discrimination Act to protect any exposed individuals here.

25 April 2006

Examination of Witnesses

Witnesses: Mr John Riches, Chairman, Technical Committee, and Ms Emma Chamberlain, Society of Trust
& Estate Practitioners, Ms Angela Knight, Chief Executive, and Mr Kevin Sloane, Association of Private

Client Investment Managers and Stockbrokers, examined.

Q19 Chairman: Good afternoon. Welcome to our Mr Riches: My name is John Riches. I am Chair of
visitors. Thank you for sending in your written the Society of Trust & Estate Practitioners’ Technical
evidence. I think the best plan would be if you would Committee in the UK and am a partner in a city
like to briefly introduce yourselves so we have got it law firm.
on the record, and then we will proceed to put
questions to you. You will have some idea of the sort

Q20 Chairman: If I may start the ball rolling. Whatof questions we are likely to probe.
has been your experience of the consultation about

Ms Knight: My name is Angela Knight. I am Chief the modernisation of trusts? Had the consultation
Executive of APCIMS, which is the Association of been extended to cover Clause 157 and Schedule 20,
Private Client Investment Managers and how do you think the Revenue would have controlled
Stockbrokers. forestalling?

Mr Riches: What is interesting is that in December
Mr Sloane: My name is Kevin Sloane. I work for

2003 the consultation on income tax and capital gainsAngela Knight in a communications and PR role
tax was announced by HMRC and the premiseat the Association of Private Client Investment
behind that consultation was that there should beManagers and Stockbrokers.
broadly a level playing field between trusts and
outright ownership. In the two and a quarter yearsMs Chamberlain: My name is Emma Chamberlain. I
since that commenced we, in STEP, have participatedam a barrister and representing the Society of Trust
in a number of meetings giving feedback on the way& Estate Practitioners and Chartered Institute of

Taxation. the trust regime should follow and particularly
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higher than £15 million. I would very much endorselooking at harmonised definitions. As a result of that,
I think, on the way the trusts are defined for tax what John said about consulting in relation to death.

It is extremely unsettling that we now have what inpurposes, there was a thought at one stage, ironically,
that we would use the inheritance tax definition of eVect is aVecting all deaths since Budget Day, and

people who die do not know currently whether theytrusts, but I think we persuaded HMRC that in the
context of the jurisprudence that was there to use a get the spouse exemption. We will talk a bit more

about that in a minute.more settled definition which existed for capital gains
tax was much preferred and was going to make the Mr Riches: I think also what is material is that in
new rules being introduced a lot easier. The outcome some of the public debate in Parliament there has
of that consultation is something which is clearer for been a conceptual assault on the concept of the trust
taxpayers going forward. I do take the point about in its own terms. If you strip back the idea behind the
the fact that, if HMRC had come to the professional headlines where people say trusts are used for
bodies and said, “We are thinking of taxing lifetime avoidance—which we can come to and deal with and
gifts into trusts, what do you think?”, the outcome explain how we think certain measures in the Finance
would have been that there could have been measures Bill would deal with any objections which exist
and steps taken by people to take action under the there—there is a fundamental point that goes to the
existing rules. To my mind, the area of concern that question of whether, if you use a trust to make a gift
is most important here is that there is an impact on by giving assets away but retain management
existing arrangements for wills. On the basis that it is control, that is in itself objectionable. What I find
broadly accepted that people do not die to avoid tax, surprising, and what has not come out of any of the
it would have been possible to have consulted on the earlier consultation in relation to income and gains
regime in relation to deaths without there being tax, is the idea that retention of control in diVerent
avoidance undertaken. circumstances is itself a hallmark of tax avoidance.

To my mind, it is the way that you manage theMs Knight: Perhaps I can add something from our
perspective. That consultation which you referred to, property, it does not go to the question of whether

you are paying tax. The regime that exists for lifetimeChairman, is one which was flagged as being very
technical. It was sorting out some of the detail and gifts in this country, which has existed since 1986,

enables gifts to be made outright and after sevenissues of trusts. In no way did we understand it to be
something that radically changed the playing field. years inheritance tax is avoided. There is a lack of

conceptual honesty, I would suggest, in suggestingThe interests of our member firms, the APCIMS
member firms, is that they are not the trust people: that control as a hallmark of property retention is

somehow a hallmark of avoidance per se, which I dothe lawyers are the trust people, they look after the
investments. We got involved simply because of a not think is addressed in the proposals.
very significant outcry from their client base. If, Ms Knight: We tend to think that the whole of the
indeed, HMRC had said that they were not just numbers is predicated on a mistake. The numbers
looking at some technical issues but radically that we see in terms of individuals and wills that are
changing the nature of application of the rules and aVected we believe are wrong, the actual sum of
how individuals would be aVected, then clearly we money that the Treasury has put against it is little
would have been involved, but we were not. This was more than a rounding error in Treasury terms, it is a
a narrowly focused consultation into only a small very small amount. The reality is that the number
proportion of the professional bodies, not a wide- aVected is going to be significantly greater, the sum of
ranging consultation which covered the piece. money is going to be greater, there is going to be a

high degree of concern—that has been said—and,
indeed, undoubtedly, there will be some adverse

Q21 Chairman: The thing that struck me about it social consequences. It is from that perspective that
was the yield that they expect to get in the first year we come here today. It is not a question of tax per se;
was relatively small in these sorts of terms, and tax has to be paid. It is a question of a mistake on the
therefore one says to oneself, “Why was there not numbers, the broad-based nature of the proposed
ability for more consultation?” changes and the adverse consequences.
Ms Chamberlain: If I am right, I think that is only in
the first two years. I think the Revenue is certainly
expecting more yield going forward, because Q22 Lord Barnett: There appears to be a huge

diVerence between yourselves and the Treasury. Theobviously when you set up lifetime trusts now you
will have a 20 per cent charge and, in addition, they Treasury—I am referring now to the paper from

STEP—claim only 20,000 trusts are aVected, whereasare likely to get more tax on the death of the first
spouse—and we will come on to that when we talk you say that excluding the million-plus trusts written

into wills or trusts that produce no income so they doabout wills—whilst at the moment the inheritance tax
charge is generally deferred to the second death. I not have to file a return. How do you know it is a

million-plus that have not registered their returns?think going forward those figures will be very much
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them to get it at 18?” “God, no, I would not trustMr Riches: Essentially, in the early days following the
BN25 STEP did a survey of our members and we had them at 18, but I want them to have it later”. The will

is then written. The individual does not know that ita response from 11 per cent of our members who are
specialists and deal with this area. From the 11 per is a trust but that, in eVect, is the structure that is used

in the will. That is why any prudent couple who lookcent coming back, they indicated that of the wills for
their clients which they were dealing with there were into their hearts and realise just how bad they were

when they were a teenager, albeit they want to leaveabout 800,000 they thought would need rewriting.
Therefore, we took a very conservative stance of their money to their children, decide they want to put

it into their children’s hands at a later rather thansaying, “If 11 per cent have said that but there are
some member firms there that have a lot of wills, then earlier age. That is why there are so many trusts, but

they are not registered. The Treasury only knowsat least a million wills will be aVected”. If you work
out that the statistics suggest that a third of the adult what it knows, so it knows the ones that are

registered. In the wonderful Donald Rumsfeldpopulation, 45 million, have a will, there are 15
million wills in the vaults of solicitors and other terminology, “You don’t know what you don’t

know”. The legal profession has been advising us, theadvisers, then a million wills that require rewriting,
when you look at the very, very narrow conditions poor innocents who go and make a will, to look after

our children in these sorts of ways for a verythat apply in will trusts for them to qualify for spouse
exemption, we think is extremely conservative in considerable number of years indeed and that equals

a trust.terms of the impact.

Q23 Lord Barnett: I can understand that the Q25 Lord Barnett: You are telling us then that the
Treasury might well only have known of 20,000, youTreasury views and the figures they give may well be

an understatement—and we will talk to them about are not disputing that figure, but what you are saying,
as I understand it, is they do not know of all theseit—but the figures that STEP has given could also be

something of an exaggeration the other way. You others?
Ms Knight: I have no idea any longer what thetalk about 450 STEP members and the wills of over

830,000 clients, that is towards 2,000 wills per client, Treasury knows. Even when I was there I was not
sure! What they certainly will only have access to, oris it not?

Mr Riches: The explanation for that is, for example, I suspect only focused on, was a narrow bit of
information with which they either had or for whichthere was one representative response on behalf of

my firm which has 20 partners and thousands of they could make reasonable estimates. I hope the
interpretation is that somebody did not stand backclients with wills, so we put in one response on behalf

of our entire firm. Keith, I think there were responses and look at it, because if they did stand back and look
at it then they really have given us a mess rather thanfrom the big four firms involved in that. Some of the

responses were not on behalf of individuals, they an accident.
were on behalf of significant professional firms.
Therefore, the numbers that were given are Q26 Lord Barnett: Are you saying that many of
representative of those firms as a whole, not just of these 830,000 could well not have been formal trusts,
individual advisers. they are just in the will?

Ms Knight: They are formal trusts.
Ms Chamberlain: They are not yet established becauseQ24 Lord Barnett: Those are the kinds of firms that

an average working man would go to for having a will the person has not died. That is why wills need
rewriting. There are two types of wills that will bemade up?

Mr Riches: Yes. aVected, one if you have minor children or you want
to leave your property to your grandchildren, and theMs Knight: The numbers that have been presented to

yourselves are very much at the conservative end of other—which is probably more important because it
is much more relevant to people’s everyday lives, andthe spectrum as far as we are concerned. Out there on

the street and, indeed, from other legal groups, there this will aVect very much your ordinary family—is
where you have got second marriages. Typically theappears to be a much higher number. The reason for

it is this issue. If I, as an individual, or, indeed, if any husband will come in and say, “I am a bit worried my
wife might remarry. Can I leave the house to her forindividual is going to make a will and they are going

to make it with a lawyer, which most do in the end, life and then I will leave it to my children?” That sort
of will will be aVected by the changes. A million isyou go into the lawyer and you say, “I want to make

a will”. “Are you married?” “Yes, I am”. So the obviously an underestimate in our view but that was
how we dealt with the statistics. There is also a pointhusband and the wife make the will. “Have you got

any children?” If the answer is “Yes”, then the next that a lot of trusts hold quite valuable assets, or hold
a house which someone lives in and are up andquestion is, “Do you want to leave your money to

your children?” The answer is “Yes”. “Do you want running now, but they will not be registered for tax.
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Ms Knight: We also would add that the additionalThe Revenue will say, “You do not need to submit a
tax return until there is income in the trust or, a gain concern of this is moving the age from 25 to 18. If you

want to leave in future your assets to your childrenis realised”. That never happens on these trusts
because there is no income, because the life tenant when they are 25 should you die, then there is a

potential penalty. We do not think that is right. Welives there, the surviving spouse lives there, and there
is no capital gains tax because there will be principal find the compulsory move back to 18 very

concerning.private residence on a sale, and then on her death the
inheritance tax is collected at that point. There will be
very many trusts where the Revenue, for perfectly

Q28 Lord Sheldon: I want to come on to thegood reasons, will not want a lot of compliance. Why
reasoning behind the proposals. In what way wereshould they be sending out a tax return every year to
the pre-Budget Day rules for the trusts outside thea trust which has no income or gains? If they are only
inheritance tax rules? How might the rules be said tolooking at trusts that are registered, yes, you can
be a tax incentive and a reason to create trusts in aquite see why you would get the figure of 20,000. It
particular way, whereas the Finance Bill proposalsdoes not deal with the total trust picture of trusts
would create a tax-neutral result?holding capital assets and basically your house.
Ms Chamberlain: The pre-Budget regime was
predicated that, firstly, if you had an interest in

Q27 Chairman: What you said in your evidence, and possession trust, the life tenant was taxed as if they
what I am gleaning from that, is this big number of owned it outright. It has been a slight misconception
millions, or whatever it is, are wills which have to be that, if you somehow put it into trust, it escaped
reviewed, it does not necessarily mean all of them are inheritance tax. If you had an interest in possession
going to fall foul of the new regulations? trust, the person entitled to that interest, ie the

income, on their death would be taxed as if theyMs Chamberlain: There are two areas. The first is the
wills that have to be reviewed, and you are quite right owned it outright. An accumulation and

maintenance trust was simply saying to the childrenthat they will have to be reviewed, but they may be
fine. It is very unlikely that they will be fine if you that the latest they could get that entitlement to

income, or the property outright, was 25. At thathave left assets in trust for your spouse. You may be
right, people may decide that they will leave them. point the inheritance tax regime would hit them

again, so if they died after 25 there would beThe second area is their existing trusts, which are
holding houses, for example, where, again, you inheritance tax payable. There is no question that

putting it into trust did not somehow magically avoidwould need to look at those existing trusts which are
up and running. tax on someone’s death. It was just seen as if they

owned the property outright once they reached 25 onMr Riches: Also, if one goes to the policy initiative,
an accumulation and maintenance trust or if theythis is a key point. We can see from a technical
took an immediate interest on an interest instandpoint that the core objectives which the
possession trust. What happened in terms ofGovernment has suggested in the context of what it is
avoidance was that interest in possession trusts,trying to achieve, whether or not we agree with that,
particularly set up in certain types of wills, were usedcould be achieved without the disruption to cause
for the very favourably rich people to avoid what wemany, many people to have to rewrite their will. We
call the “gifts with reservation rules”, the cake-and-have written, most recently last Friday, to HMRC to
eat-it rules that you give away property and you canseek clarification as to how one construes the rules
continue to benefit from them. Some of them werethat go to what you need to do in a will to qualify for
used in that way, obviously a minority, but certainlythe spouse exemption if you create a trust. Our
tax was saved or avoided. That has been dealt withcurrent reading, if you take the words at face value,
anyway in the Finance Bill, quite properly, under ais that very, very few wills, indeed, which have a trust
section called 102ZA and that has now been stoppedwould qualify, and potentially intestacy trusts that
anyway. Interestingly, you could not now set up anthe Revenue have said are OK could also be caught
interest in possession trust and avoid the gifts ofup in that process. We see scope for the
reservation rules in the same way that you could pre-Government’s core objectives to be achieved, if that
Budget; that has been dealt with. They have goneis what they want to do, and for there to be a principle
much further than that, though, and said, “If you setthat, if people seek after the death of the first spouse
up a trust now, it is not as if you are taxed on yourto move assets on to continuing trusts, there will be
death and we pick up the tax charge then. You areinheritance tax levied at that point but without
going to pay a 20 per cent upfront charge for thatobliging many, many people to rewrite their wills. I
privilege. If you do not want to pay that 20 per centthink that is the absolute core concern that we have as

to how the bad impact of these changes on ordinary upfront charge, you have got to give it outright to
someone”. Obviously, the Government has taken thepeople could be modified without going away from

the central thrust of what is sought to be achieved. view, rightly or wrongly, that if you should give
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interest in possession trusts with outright ownership.property outright to people you should not put it into
From a logical standpoint you could say, “All truststrust, which then gets into issues of control that John
should be taxed in the same way.” But that is anhas already outlined. I think what parents liked
illogical starting point if you come from a point thatabout A&M trusts was that they could give money to
says, “To date, trusts have been equated withtheir children, set this seven-year period running, and
outright ownership in terms of interest in possessionthey would not have to worry about the children
trusts”, because I think A&M trusts are a specialgetting their hands on the assets at 18. It did not mean
category in their own right. It really is a question ofthat they would not be taxed on the children’s death
where you are starting from as to what is a logicalonce they reached 25. There was inheritance tax
standpoint. If you were starting from scratch with abeing collected but you had to wait until someone
clean sheet of paper, you could well come up withdied. That is the big change now. The Finance Bill
that conclusion, but as we have had an alternativeproposals do not take a tax-neutral route. What will
regime which has existed for a period that has workedhappen is that you will have a 20 per cent upfront tax
satisfactorily, the question is, “What is the rationalecharge but no tax on the death of the beneficiary; that
for changing it now without any pre-consultation oris the big change. For example, I give assets and trusts
analysis as to the impact?”for my child. Instead of them being taxed on the
Ms Knight: The reality, if I may say, is that the taxdeath of the child, they will be taxed upfront and then
regime is riddled with anomalies. Indeed, many ofsix per cent every 10 years thereafter. It is just a very
those anomalies have been put forward by successivediVerent tax regime that we now face for lifetime
chancellors who have chosen to tax in diVerent waystrusts going forward. Some people will think that is a
in order to achieve particular results. Now to say,good thing and some people will think that is a bad
“Let us get rid of anomalies” really is saying, “Let usthing.
make a change in one area which simply is notMr Riches: I agree with Emma. There have been some
replicated anywhere else”. One has to look atreports in some of the debate about this that suggests
(a) what is the anomaly (b) the reason for it andthat trusts could go on in perpetuity. Under English
(c) whether it serves a purpose. At the moment, thelaw we still have a perpetuity rule which means that
fact is that there are certain regimes surroundingtrusts need to come to an end after 80 years. I think
these types of trusts. Do we see it as an anomaly? Yes,there has been a degree of exaggeration on that issue. there are diVerences. I do not think I would use the

Ms Chamberlain: You would pay tax every time term anomaly. Does it serve a purpose? Yes, it does.
somebody dies. Is it widely used for social reasons? Yes. Is there any
Mr Riches: EVectively, the equation was, if you pay reason for change? We cannot see it.
six per cent every 10 years over an 80-year period, Ms Chamberlain: For the accumulation and
seven sixes are 42, which is more or less equal to 40, maintenance trust, there are very good reasons why
so you pay a little as you go along or you pay once on you might say, “We will give it to the child and they
death. As Emma says, in some cases people might have got to take it outright at 25”. Of course the
find the discretionary regime preferable in terms of diVerence up until now is they have not had to take it
ongoing tax because you do not have a 40 per cent outright at 25, they have had it in an interest in
charge on one person’s death. It is really the entry possession trust, which means that it is taxed on their
charge of 20 per cent on lifetime gifts into new trusts death but they do not get access to the money, they
of any type compared with the ability to give away do not get control of it. If one felt—which the
outright with no charge which has unlevelled the Government seems to—that people should have
playing field between trusts and outright gifts. control of their own money, you could say, “18 is a

bit young, why not just allow people to set it into trust
until 25? At 25 they have to take it outright, you have

Q29 Lord Vallance of Tummel: One of the stated got to trust your child at 25, and if you do not want
objectives of the measures was to achieve some to do that then you have to pay the penalty”. I think
alignment agreement across diVerent types of trusts. that has some coherence about it because the result of
Even if the two types we are talking about here, the this is that people will not give money to their
accumulation and maintenance and interest in children. If the Government’s view is, “We do not
possession trusts, do have the social advantages want to encourage lifetime giving”, that will certainly
which we talked about earlier, is it not true that many achieve that result because people will not give their
of the trustees also enjoy similar discretion to that of money away to young children. If you take the view
the trustees of discretionary trusts? Therefore, is it that passing on wealth to the next generation is an
not reasonable, on the grounds of alignment, that OK thing to do because we have got the PEP regime,
they will be taxed similarly? then it is hard to see why you should make children
Mr Riches: What we come back to refers to Emma’s take outright at 18.
answer to the previous question. Certainly there has
been a consensus which has existed across parties Q30 Lord Powell of Bayswater: Can we come on to

the tax avoidance argument. Do you think that thesince 1894 and estate duty to say that you equated
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at the size of the Finance Bill compared with theIIP trusts and the A&M trusts were widely used for
tax avoidance? measures which went out in the Budget, most of the

Finance Bill is all about rectifying the errors of theMr Riches: I would say that, absent the specific point
previous Finance Bill because what went through didthat Emma mentioned in relation to the gift with
not hit the right spot. Never was there a truerreservation rules, not any more gravely so than
expression than for this area. These changes do notoutright gifts. I think that is the core point. Because
hit the right spot, and indeed it is the broad brush ofit has always been possible since 1986 to avoid
what I would call normal prudent families who areinheritance tax quite legitimately within a seven-year
going to feel the disbenefit.period to either favoured types of trusts or outright,

some people have gone the trust route and some
people have gone the outright gift route. If I was Q32 Lord Powell of Bayswater: Do you still see a
sitting with a client before the Budget and they were chance to rectify it before the next Finance Bill by
thinking of maybe giving away a substantial sum and getting them to change their minds? One of the
which way would they go, the issues that would papers says so.
dictate whether to go outright or to trust were not to Ms Knight: We would hope so. We are not here
do with tax avoidance, they were to do with issues of arguing that there is some sort of tax avoidance
control and, principally these days, the concern that, ‘Clever Dick’ regime which we want to continue;
if you give assets outright to a child when they are in what we are here saying is that what has been
their late 20s, if they then get divorced a few years proposed has some very strong disbenefits and will
later with the sweeping change we have had since attract the type of social behaviour which we do not
2000 in our divorce law regime, the capital would be want to see. Also we want to correct the numbers
more vulnerable on the divorce compared with the aVected.
situation where in a family trust it would be better
protected. I would say roundly, other than the

Q33 Lord Powell of Bayswater: The Governmentspecific point, not any more than outright gifts.
still seem to be strangely resistant to that. I was
reading in yesterday’s Hansard, and the same

Q31 Lord Powell of Bayswater: Is it not the case that, assertions are continually made, but it says: “ . . . not
even if tax avoidance was a motive for some of these been the intention and it will not be the result”. How
trusts, the Government’s measures have nothing to do you explain the sort of gap? Why are they so
do with tax avoidance? The point I would make is obtuse about it?
that these provisions do not concern tax avoidance. Ms Chamberlain: I do genuinely find it puzzling why
Undoubtedly, trusts are used for tax avoidance they seem to think that, if you put assets into an
purposes, but these particular changes alter the basis accumulation and maintenance trust, they are never
upon which trusts are taxed for inheritance tax taxed. I would think that a good compromise would
purposes and are therefore unrelated to the specific be to say, “If you believe in lifetime giving, put it into
purpose of the trust and whether it is an avoidance an accumulation and maintenance trust, but they
purpose or whether it is a genuine family purpose. In have to take it outright at 25. If you do not believe in
a sense, if that is accepted, the whole tax avoidance lifetime giving, stop PEPs”. That would probably be
argument is irrelevant. quite a good compromise for people. The scales of
Ms Chamberlain: To be fair, I think the Revenue do interest in possession trusts we can come on to,
feel that trusts are a very useful mechanism for tax because I think for wills that is a much more
avoidance for people and, by stopping them, by important point because it aVects people who have
putting this penalty on them when you go into them, already died.
it will basically stop that avoidance. One can quite see Mr Riches: Some of the reports that have been
that trusts, and indeed many other vehicles, are used attributed to the Government’s spokesman, saying
for tax avoidance. The trouble is that by hitting trusts “Even if somebody has died, do not worry, we can
they probably have not stopped the tax avoidance rewrite the will”, are simply not true. In cases where
because all the wealthy people will dash oV into other you have a straightforward will, maybe you have
vehicles. What you have stopped are people of the minor children—certainly I have come across cases
sort of middle rank controlling assets within their where you have second marriages and where maybe
family in quite complex situations because family life there are not the best of terms between adult children
is quite complicated nowadays. and a step-parent—it will not be possible to rectify

the will now to reinstate the spouse exemption. IMs Knight: I think that is very right. History tells us
two things in this area. The first is that the seriously think that is unconscionable given that there was no

warning of these, and for people who died betweenwealthy always manage to find a way, and indeed
there is an army of clever lawyers out there who will Budget Day and now, their family aVairs are in a

mess, frankly, as a result of this change andhelp them do it. It is everybody else who gets hit. The
second thing that history tells us is that, if you look needlessly so.
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is something which could have been pointed out hadQ34 Lord Blackwell: I am struggling to understand
why the Treasury has invested so much eVort in this there been prior consultation.

Ms Knight: We think at the very least there does needif it raises only £15 million a year. I know you make
the point that it will cost a lot more than that, but the to be a lot more consultation in this area. To us as

well it seems somewhat strange that there seems to becost, as I understand that you are talking about, is the
cost of paying solicitors to change wills as opposed to such a vested interest in trying to proceed with an

issue that is complex, wide-ranging, where there is athe cost of higher tax revenue. So I am clear, is there
an assertion that the revenue take from the Treasury lot of diVerence in the numbers, where there are

social consequences, where there are activitywill be considerably higher than the £15 million in
future years? consequences, and it seems strange that we are in the

situation that we are. As I say, at the very least, surelyMs Chamberlain: Because it will stop lifetime giving,
people will say, “I do not want to give money to my a somewhat more comprehensive consultation is

required.children if I cannot put it into trust” I think in that
sense there will be a greater take because obviously
there will be more to tax on death. Some people will Q37 Lord Blackwell: On the consultation point,
think that is a good thing and some people will not. clearly there are situations where the Government

can properly claim that the changes are of a nature
that, if they consulted on it, avoiding action would beQ35 Lord Blackwell: Down the road there will be a
taken and revenue would be lost. Therefore, theybehavioural change?
have to maintain further until the Budget isMs Chamberlain: Yes, I think there must be a
announced. In your experience, is this the kind ofbehavioural change in people in how they give in the
change on which historically you would havefuture. Obviously, if you lose a spouse exemption,
expected a consultation? or does this fit into athat is very serious because you are not exactly
category where you can say, “Yes, it is not normal toraising more tax but you are accelerating the date of
consult on this”?the tax bill. Instead of it being paid in 15 years when
Ms Chamberlain: I think the consultation would havethe second spouse dies, it is going to be paid in five
certainly helped the Revenue and the Treasury onyears when the first spouse dies.
wills and intestacies because at the moment none of
us can seem to agree on what it means—SectionQ36 Lord Blackwell: Could the Government make
49a—which is unfortunate if you die with or withoutany argument that this was a growing practice and,
a will post-Budget Day. As far as lifetime giving, theytherefore, unless they stopped it now, the revenue loss
could not have consulted and said, “We are thinkingwould accelerate in years to come?
of introducing a 20 per cent tax charge on lifetimeMs Chamberlain: I think it has always been the case
giving to trusts”. You cannot criticise the Revenuethat you give your assets basically to your spouse.
for not consulting on that.Probably trusts for the spouse were a growing
Ms Knight: But you could consult on the age, forpractice because people have more complicated lives.
example, that would have been a perfectly reasonableYou have second or third marriages and you are
thing to have done. We do not have any knowledgeworried that you want to preserve the assets for your
of a consultation on age.children of your first and your second marriage—and

what will your third spouse do? These are not rich
Q38 Chairman: There is a question about the age, ispeople. Across the board these people have
there not?complicated private lives and trusts are a very good
Mr Riches: There is, yes.way of controlling that, and therefore they were more

common. It did not mean they were not going to get
the tax—they would still get the tax on the last death. Q39 Chairman: As the outcome of the consultation

on the modernisation of trusts did settle on the age ofBut it meant that you had a trust to control those
social family diYculties. 18, the question really, it seems to me, is what is

special about A&M trusts and why they should beMr Riches: But given by definition, because a lot of
the planning that was going on was lifetime giving, 25?

Mr Riches: Other than the spouse issue, this iswhich does not get reported because if people live for
seven years you do not know what has been given probably the single point on which the professional

bodies feel most strongly that their position has beenaway, I think it is very, very hard to be accurate in
terms of the estimates. The absence of a full misrepresented, in the sense that, if you go back to the

consultation on that issue, every single professionalregulatory impact assessment as to what is the cost
benefit analysis of the yield of tax versus the albeit body went back and said, “25 would be preferable to

18”. So there was a consultation in the sense thatone-oV cost that you have highlighted but significant
cost to families in rewriting wills, seems to go to the views were canvassed. All professional bodies were

unanimous at 25, 18 was imposed, and then that hascore, in our minds, of a lack of consultation as to that
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Ms Chamberlain: Wait until July!been described in this process as the outcome of
consultation, which is a somewhat interesting use of
language. Q43 Lord Barnett: You have estimated, in one of
Chairman: It is a very clear answer anyway, and I am your papers, that it would not just be £100 the cost for
grateful to you for that. I do not think I need to changing your will, it could be up to £700. If they just
pursue it any more. scrap this trust there will be real costs, will there?

Mr Riches: It is not quite as simple as that. If you go in
and amend a will, because people have used standardQ40 Lord Barnett: I did not think I had an interest
wills and because of the fact that the expertise in

to declare in the sense that I have told my only writing trusts in wills is declining, surgically
daughter and granddaughter that I have not set up removing the oVending parts is more diYcult than
any trusts or any inherited tax avoidance schemes. starting again.
Now I gather from what you have said that you can Ms Chamberlain: Also, people want a trust for a
have a trust even though you did not know you were reason. If they say, “I do not want my second wife to
setting up a trust. have the money outright, I would like to know that
Ms Knight: Correct. she has got the house to live in, but on her death I

really do want to know that house goes to my
children”, it would be taxed at 40 per cent.Q41 Lord Barnett: Of these 830,000, many of them

were still formal trusts even though they were not set
Q44 Lord Barnett: Surely you would not beup as trusts. Can I come back then to the Budget
inadvertently setting up an accumulation andNotes, Page 65, Paragraph one. The question they
maintenance trust or an interest in possession trust?ask is: “Who is likely to be aVected?” They say:
Ms Chamberlain: Saying, “I give my house to my wife“People who have set up or have an interest in
for life” is an interest in possession trust because all itaccumulation and maintenance trusts and/or interest
does is give her a life interest to live there. Manyin possessions trusts”. Presumably the kind of trusts
people do that in homemade wills. That is an interestyou are referring to in the 830,000 wills were neither
in possession trust. Ask the Revenue if you do notaccumulation and maintenance trusts nor interest in
believe me, but it really is.possession trusts? Am I right?
Ms Knight: I think the diVerence is between what weMr Riches: If you look at it, the way that I understand
say as laymen and how it is written from thethe Revenue derived those figures is that
professional perspective. We go into a solicitor’saccumulation and maintenance trusts pay tax at the
oYce and as a layman we say what we want to happentrust rate of 40 per cent, and there are 109,000 trusts,
and they write it.we know, that file on that basis. I think the Revenue
Ms Chamberlain: If you have said, “I give my house

has extrapolated down from that number to say that to my wife for life and then to my children”, you need
that is the number aVected because it is about 20 per to look at your will.
cent, or thereabouts, of that number. What we are
saying is that that is an underestimate of lifetime

Q45 Chairman: The seven years is an important parttrusts because there are some lifetime trusts that hold
of all this process. If a person gives something to hisilliquid assets that do not produce income, but they
children for seven years, fine, it is not aVected by anyare not on the radar screen as one category. There is
of this. But if he puts it into a trust for seven years andthe second point that the type of trust you create in
then the children have it at 25—they are going to nowyour will might well be an A&T trust or an IIP trust
make it 18, as I understand the law—what happensbut they are putative trusts that only apply on your
then? Do the seven years start again?death, so they are not trusts which currently exist.
Ms Chamberlain: If a child dies, it is taxed on theirThat is where the discrepancy in terms of the impact
death; if they give it away, because they give up theirstarts to emerge.
interest, just as if they made an outright gift, theyMs Knight: They are trusts in the sense that they are
have to survive seven years; and if it passes to theirthere but not trusts in the sense that they have been
spouse on the child’s death, just as if, again, theyactivated. What you have done is you have created
owned it outright, they do not pay tax then. It is as if

something within your will which on your death they owned it outright.
activates and becomes a trust.

Q46 Lord Sheldon: On the trust question, if I may.
Q42 Lord Barnett: I am getting very worried. The Do the pre-Budget rules for the A&M trusts not
senior partner of the firm of solicitors I use is a allow a property to skip a generation without an IHT
personal friend and I am frightened to even talk to charge in the way that is not open when the assets are

absolutely held?him! I know very well the clock is ticking!
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Q49 Chairman: In the old days, before the A&MMs Chamberlain: I have been missing something if
that is the case, I have to say. trusts came in, when there were straightforward

discretionary trusts, you could have any age?Mr Riches: Absolutely not.
Ms Chamberlain: You have always got this seven year Ms Chamberlain: That is right.
rule that, if they die unhappily young before they
reach 25, there is no inheritance tax. If I gave it Q50 Chairman: Then it was restricted to 25, and now
outright to the child and they died before 25, there it is going to be restricted to 18. That is the sort of
would be: that is the one diVerence. Once they hit 25, historical basis of it?
you treat it, or you used to, as if it is their property. Ms Knight: If I may say from a non-technical basis,
They can give it away, they have survived seven years, the only people who think that 18 year olds are
and they can give it down to their children if they responsible enough to handle serious money are the
have survived seven years, just as if it was an outright 18 year olds. The rest of us know perfectly well it is
gift. They would need to set that seven year period not the case
running. They could leave it to their spouse, again it Mr Sloane: If you look at insurance premiums
is exempt; and, if they die with that interest in the charged by motor insurance companies, the
asset, it is 40 per cent tax. There is no idea that you premiums are obviously significantly higher—
reach 25 and then when you are 35 you can hand it prohibitively higher, some may say—to 18 year olds,
down to your children and you do not need to survive whereas at 25 they suddenly come down quite
your seven years, there is always that basic rule, you dramatically there.
must survive the seven years. The diVerence is that it
is not the same control. If the child has got the money

Q51 Lord Vallance of Tummel: Another point onoutright, they take the decision as to whether they
alignment of treatment, and this time it is to do withwant to hand it on. If the money is in a trust and they
disability. Given that there is already a definition ofhave got a life interest, the trustees can take that
disability for inheritance tax and capital gains tax,decision as to whether they want to hand it on. That
what do you see as the case for adopting theis a fundamental diVerence to do with control rather
Disability Discrimination Act definition forthan tax.
accumulation and maintenance trusts?Mr Riches: It does not make sense from the standing
Mr Riches: We would have to acknowledge that thisstart, but if you look at when A&M trusts came in in
is not an area that we have specialist knowledge in.1975, it was because the discretionary trust regime
Certainly we have been talking to the Low Incomewas attacked. If you like, because under estate duty
Tax Reform Group, who do have a focus on thispeople were using discretionary trusts to avoid estate
area. They say they believe the current definition isduty, a special regime was put over A&M trusts to
narrow and excludes people who, perhaps, do notsay that, until the children got to 25, it would not be
have the full capacity to manage assets eVectively buttaxed as if it was theirs, which was why we have that
do not come within the narrow criteria. The otherspecial period up to 25 to exempt them from the
thing which I think is very relevant that I can tell youdiscretionary trust regime. That was obviously on the
is that the form of disabled trust that is there forbasis that children would be too young to control
inheritance tax purposes and capital gains taxproperty until 25. That was the consensus in 1975 as
purposes is almost never adopted. The reason forthe correct age to pass control.
that is that there is a mismatch between the benefit
system and the tax system on taxation of disabled

Q47 Lord Sheldon: Of course the age has changed people, such that if you allow a disabled person to
now to 18. have an interest in a trust that is defined in terms that
Mr Riches: The age of majority was 18 in 1975; it is required for tax purposes, the eVective rate of
changed in 1971 from 21 to 18. taxation and their loss of means test to benefits is 100

per cent almost. Disabled trusts per se are very, very
underused. This was very much part of the feedbackQ48 Lord Sheldon: Twenty five used to be the

standard age, was it not, but it has altered now in a we gave on the income and capital gains tax rules, to
say to the Revenue that the privilege attached tonumber of these areas?

Mr Riches: As far as I am aware, the only context in disabled trusts was pretty much irrelevant because
they would hardly ever be used.which 25 has been deemed to be an age of maturity in

tax law has been in A&M trusts. The age of majority Ms Chamberlain: I think the diYculty is that the
definition does not really cater for the fluctuatingin general terms was reduced under the family law

format in 1969 from 21 to 18. In 1975, when we opted capacity. Someone who has Alzheimer’s might very
well say, “Enduring powers of attorney do havefor 25, the age of majority was 18 then as it is now.

Ms Chamberlain: I think there is a big diVerence problems in some areas and I would rather put my
money into a trust. Let the trustees manage it for mebetween people who are 18 and people who are 25 in

how they handle money. so that, when I obviously will, inevitably, become
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have specifically catered for intestacies, they have notincapable, I have already catered for myself”.
Obviously when they are incapable, by definition in the context of Section 49a. If we are saying the

conditions have to be satisfied on the first death, therethey cannot make gifts, so you have lost the
opportunity there. The definition of disability, what is no possibility that you would just wait and see

whether they are going to be satisfied, we have awe would like to see, is for it to be a more flexible
definition to cater for people of declining capacity. major problem. If, however, we can say, “Look, on

the first death, as long as it is possible that thoseThere are diYculties for the Revenue in that in how
do you define it. I think there could be some useful conditions can be satisfied on the second death,

basically that everyone takes outright, then the wholeconsultation on precisely how you do define
disability in such a way that it will not open up the thing becomes much easier”. That is currently where

we are on what those conditions mean.field for tax avoidance and yet deal with the genuinely
vulnerable. Mr Riches: We wrote to the Revenue on Friday after
Mr Riches: I think there is also an argument, and we a meeting we had on Thursday saying, “We find it
have put forward the suggestion, that one of the very diYcult that, if somebody comes into our oYce
impacts of the current proposal is that it is no longer today and asks the question, ‘My husband or wife has
to create a trust with yourself as the main beneficiary. died and I have one of these trusts, does it qualify?’,
To our mind, to cater for the situation of impending we cannot say Yes or No because it is unclear”.
incapacity, one way of avoiding the disability issue is Ms Chamberlain: Or “My husband has died intestate.
to say that it would still be possible to create a trust I have got adult children and I have got a life interest
where you yourself were the principal beneficiary if it in the estate”. The reason is that on intestacy you
were hedged around with provisions which ensured have a particular power called “Section 32 power”,
that you were taxed as if you still owned the property which is to do with stopping people getting absolutely
for inheritance tax, so that it was not open to entitled. If the mere presence of that power on an
avoidance. That, to our mind, would open up the intestacy would mean that you have breached the
field for the legitimate use of trusts for people who conditions, you do not get the relief. Although they
wanted the best management in the hands of third have dealt with that in another clause, Clause 71a,
parties in a correct way. which deals with trust for minor children on

intestacy, they have not dealt with it in relation to
spouses on intestacy. So it is a very important point.Q52 Lord Vallance of Tummel: Is a parallel point to
Chairman: I wonder whether it would be possible forthe point that you make in your written submission
you to write to us in terms of the letters you haveon people setting up trusts for themselves in Scotland
written to the Revenue, or of similar terms, because Iwhere they wish to control succession of their
think it would help us to fully grasp what seems to besavings?
a very important point.Ms Chamberlain: It is. I think the Scottish

representatives are talking to the Revenue about
that, and they are concerned that they can no longer Q54 Lord Powell of Bayswater: Is your position that
set up trusts themselves without a 20 per cent charge the Revenue has not particularly set out to make this
on assets over £285,000. more for people, they have just got the drafting

wrong?
Ms Chamberlain: I think the Government do want toQ53 Lord Powell of Bayswater: Moving on to some

of the more specific interest in possession trust control—not the Revenue, because I would imagine
they are just carrying out Government policy—howquestions. It seems that the proposed rules for IIP

trusts protect the cases of second or subsequent property and trusts are dealt with. One of the
conditions they have said is that you cannot end thesemarriages with subsequent conditions on the death of

the last life tenant. Why then are you unhappy, as you trusts for the second spouse. Let us suppose I have a
husband who leaves his house to his wife for life,are in your paper, with these rules?

Ms Chamberlain: This is a subject very close to my second marriage, one of the conditions you have to
satisfy is you are not allowed to end the trust whileown heart. On 19 April, I and a colleague wrote to the

Revenue to ask for an explanation of these the second spouse is alive without her consent even if
she remarried. That is a basic condition of theconditions. You may say, “Why are they so diYcult?”

It depends how you interpret them. If you say that on legislation. I would say, “Why is the Government
interested in controlling how this property is dealtthe death of the first spouse, let us say the husband,

you must be certain that the conditions are satisfied, with on the second spouse? If the second spouse
remarries, why should the trust not end? She does notthere is no possibility that they are not going to be

satisfied, then you are not going to get the spouse need a house anymore, she has remarried” or it might
be that the trust should end. You have no longerexemption in nine cases out of ten. That would mean

that intestacies are not currently covered. That is an allowed the person who made the will to set out his
conditions when he wants a trust to end; theimportant point. Although the Revenue say they
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thing is, when we come back to this age of 18 versusGovernment has decided that. The question is, “Does
one agree with those conditions? Is it right that we 25, I suspect that we will find—and particularly

where grandparents are involved—that people willshould be controlling property in that way?”
rather pay, if they have to, a tax charge than give the
money at 18. That in turn is going to fuel a highQ55 Lord Blackwell: Can I move on to divorce. You
degree of resentment and it feeds into the earliermake a point in your submission that divorce will
question of how much this change is going to raise. Ibecome more expensive because inheritance tax may
think that is quite a point. The alternative is thatbe imposed on us. I guess it begs the question that
grandparents will not seek to try and assist theirgiven that, divorce settlements for a spouse are
grandchildren, and I think we would all worry aboutincreasingly common, what are the grounds for
that. What we have here is legislation that issaying that we still need to maintain the status quo on
intruding very strongly into personal desires andthe exemption from inheritance tax charges?
personal reasonableness as to what one does with theMr Riches: Is that not the point. You could turn that
final sum of money that is left when one dies, in a wayround the other way and say, “If it is accepted as a
that, as I said earlier, I hope was not intended. I hopestarting point that, as with death, people do not
that the adverse intention of this is recognised. But,generally plan divorce as a tax avoidance mechanism,
if it is not recognised, then there is an involvement inthe separation of people’s assets in a divorce situation
people’s personal desires and reasonable desires to dowhere it is not possible to fund a clean break and
what they wish with what they own in a way that Ithere may be the necessity to create a trust over the
think is unacceptable.house, or something of that nature, until the children

have grown up, it should be possible for that to
Q57 Chairman: I wonder if in this context I couldhappen in a broadly tax-neutral manner given that
remind you of what I think you said at the beginning,that has been the case for many years”. I think that is
that the super-rich are going to find ways round all ofthe argument, that tax neutrality at that point is
this anyway.helpful in enabling assets to be separated where there
Ms Knight: They always do. There is a wonderfulare more modest assets available and where tax
industry out there called the great legal tax adviserswould impinge, rather than saying, “If you have to
to the super-rich and I am sure that they will continuecreate a trust to deal with that situation, or you have
to find their way forward. And then there isto vary an existing trust, you do not always protect
everybody else. The people that we are talking aboutpeople from inheritance tax in those circumstances”.
are in fact the everybody else.
Mr Riches: I want to make one final point, and that isQ56 Chairman: What you have been saying to us
really more in terms of the relationship between therequires the Government to take some notice in the
Revenue and the professional bodies, because theFinance Bill, that is quite clear. If they do not take
sort of unanimity that has been achieved inany notice, how do you see things developing?
representation on this has been pretty unprecedentedMs Chamberlain: There will be far fewer lifetime gifts.
in my experience. Having put forward some prettyThat is the political issue: do we think lifetime giving
straightforward arguments based on common senseis good? I personally am less bothered by that I am
on how we see things, there is a sense that thebothered about the lack of the spouse exemption,
Revenue are just not engaging in any dialogue on thisbecause I think that will cause genuine hardship for
at all but simply ignoring the professional bodies. Ipeople. People should be allowed to leave their assets
think the quality of consultation that will flow goingin a form of trust, whether it is the house for them to
forward will generally be impacted because peoplelive in for their surviving spouse, because they want
will become much more cynical about whether thereto protect the capital for their children. People feel
is a point in providing representation if we are notvery strongly that they want their own money to go
listened to at all.to their own children. Life is complicated, and we
Ms Knight: That is right.should not be trying to impose conditions. In the end,

I think my colleagues in chambers think there will be
Q58 Lord Vallance of Tummel: I take it you are thea lot more litigation and property will go outright to
poorer lawyers only acting for the other than thethe surviving spouse rather than put them into these
super-rich.trusts with conditions that are very diYcult to satisfy
Ms Chamberlain: We actually act for both.in order to avoid an inheritance tax charge, and then
Ms Knight: I am not a lawyer.there will obviously be litigation if that surviving

spouse leaves them elsewhere.
Ms Knight: It is diYcult to answer the question fully, Q59 Lord Vallance of Tummel: Are you saying that

in particular areas such as those you mentioned—of course, at this stage. The only information that I
have on this is asking some questions and getting a surviving spouses suVering hardship by losing their

exemption or whether it is irresponsible to encouragerelatively subjective and personal response. The first
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spouse, has the use of the asset for life and then it goesreducing the age from 25 to 18 when children may be
given capital from a trust or in the case of divorce— to their children. I do not think there is necessarily a

dichotomy between lifetime trusts that are used forthe Government inadvertently are hitting these
people? or that they are deliberately intending to? tax avoidance purposes and innocent trusts in wills. I

think what we come back to is the case that there is noMs Knight: You will have to ask the Government that
question. additional avoidance opportunity conferred by trusts

that does not otherwise exist throughout outrightMr Sloane: It is not clear.
gifts in any event other than the point about control,
which is not an attribute of taxation; it is just a wayQ60 Lord Vallance of Tummel: What are the
of managing property.Revenue saying to you when you make these cases?

Ms Chamberlain: The Revenue have not put in six
Q63 Lord Barnett: But you cannot inadvertently setconditions that you have to satisfy to get the spouse
up this kind of trust, can you?exemption just by chance, and I think the Revenue or
Ms Knight: Well, yes, sort of. You can if you are thethe Government are very concerned about issues of
layman. It is back to what happens when you as thecontrol. They do not like the fact that, if you give
layman go in to see a lawyer for the purpose ofmoney to someone outright, they have the money. If
making a will, and you have the discussion with theyou put it into the trust, the trustees have control, and
lawyer about what you want to see as the outcome.that does seem to bother them as a matter of
Part of that conversation is the discussion about suchprinciple.
things as your spouse, your children, at what point
they get access to your money should you die early,Q61 Lord Barnett: So they believe that trusts have
all those sorts of things. If you want to have abeen set up, not inadvertently; the trusts have been
sequence of events such as any of the ones that weset up for social purposes certainly, as you say, but
have discussed today, whereby, for example,also for inheritance tax avoidance reasons?
straightforwardly your children can not get accessMs Chamberlain: As I said right at the beginning,
until they are 25, or some arrangement whereby, if itthere is no doubt that they have been used for tax
is your second wife or your second husband, youavoidance and I talked about one particular area,
want to protect the surviving spouse but then see thewhich was to avoid the gifts of reservation rules,
money pass on to the children, the result is that inwhich they have stopped. I should not speak for the
your will you have got a trust.Revenue but I imagine that, quite legitimately, they

do feel it is quite hard to keep up with tax avoidance
Q64 Lord Barnett: But you would not inadvertentlyand so by stopping trusts generally they have
do that. You would have to appoint trustees.knocked a big thing on its head.
Ms Knight: Yes, that is right. But do I think that theMr Sloane: “The mischief is widespread,” I seem to
layman concentrates in a way that says, “I am goingremember was the comment they made to us at a
to set up a trust”? The answer is No. The advice thatmeeting last week.
they are given results in their wishes being eVected byMr Riches: Yes. I think it is more of a pre-emptive
a trust. That is the consequence that happens to theirstrike, “We do not like what has happened to trusts in
will from their lawyer meeting that individual’sthe past, so let us just do them down for the future”. I
desires. You get, if you like, an inadvertent result.raised an issue of saying, “If you object to control,
Individuals do not say, “I want an accumulation andyou could say that in order to get the benefits of a
maintenance trust”, but that is what they get in ordertrust the person making the gift should give up
to bring about the end result that they seek.control so that they are not imposing their will on the

process”.
Q65 Chairman: The trustees would be the executors
in this?Q62 Lord Barnett: Can I be clear? Some of the
Ms Knight: Yes, absolutely.“trusts” that we are talking about could not have

been set up through the 830,000 that have been
referred to because these would need to have been set Q66 Chairman: And they just have to carry out the

terms of the will?up specifically as trusts and registered as such,
whereas the 830,000 referred to in your research are Ms Knight: That is why there are so many of these

trusts around, because people do want to say howalmost inadvertent arrangements but are not
specifically set up as trusts, are they? their money is willed to their descendants.

Mr Riches: I also think it is relevant to say, and we areMr Riches: I am not sure that is correct in the sense
that people consciously set up trusts. They do not talking about second marriages, that even in a

situation where people have not remarried, there maynecessarily give it that label when they write their
wills that that is what they want to achieve. If they be a real concern that, if somebody has built up a

significant fund and they leave it outright to theirremarry, they want to ensure that one person, the
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will be under the new regime but at least we got asurviving spouse and then that spouse remarries or
forms another relationship, their children could be chance of consultation on the death side. There is not

going to be tax avoidance with people droppingdisinherited; and therefore, even in a stable single
marriage where people do not remarry, they might down dead deliberately before 6 April 2008. The

other thing is that at least if people died now theystill choose to create a will trust in order to ensure
that the capital devolves to their children. would know what the heck they were up to. Their

spouses would know what the position was. I think
there is a strong argument for saying we should deferQ67 Lord Vallance of Tummel: The point I was
that part of it.going to ask has already been asked by Lord Barnett,
Mr Riches: And, ironically, I think that what we arewhich was that it is not entirely inadvertent if you are
doing on behalf of our members is lobbying againstappointing trustees. Even a layman would know that
the increase in our fee income, because if the rules doif there is a trustee, ergo there is a trust.
not change we will benefit.Ms Knight: That is right, but there is a mismatch
Ms Knight: The answer is defer.between people’s understanding of what they have

got in their will and what they have actually got in
Q69 Lord Barnett: I have a feeling this is a ratherterms of the legal structure.
costly meeting.Ms Chamberlain: Just to reiterate John’s point, I have
Ms Knight: But all this assumes that there is at leasta friend whose husband died at 35 of a brain tumour
some ability or some preparedness to move on somein December, unfortunately. They have a young
of the propositions.family, the same age as my children, very young. He

said, “I am not going to be around when my children
grow up but one thing I can do is to make sure my Q70 Lord Vallance of Tummel: We talked about
money eventually goes to them”. It was an estate that costs earlier on and you talked about the surgical
he had of about £450,000 and he has left it on trust removal of clauses and how expensive and diYcult
for his wife. I remember feeling quite surprised that that might be. Could not the use of standard will
he wanted to do that. He was in his thirties, his wife clauses significantly reduce the cost of rewriting wills
is in her thirties, it was a first perfectly happy in most of these cases so that there was not a huge
marriage; why would he want to do that? He said, legal fee?
“My wife is very likely to remarry in the next 20 years. Mr Riches: It is ironic you suggest that, because in
I would like to know that the one thing I have done fact STEP as a body has adopted some standard trust
for my children, and it is the only thing I have been provisions and the inclusion of those in your will
able to do, is leave the money in trust for them”, and would, as we think at the moment, rob you of the
I think that is a very common feeling among people. spouse exemption because the very flexibility that

they build in goes to the heart of where the ambiguity
currently lies as to whether the spouse exemptionQ68 Lord Sheldon: If the Government does not
qualifies. So, although new standard provisionsagree to postpone the implementation of the
might help, I think it is still the case that there will beproposals that you have suggested, how do you see
a cost that will be incurred.the way ahead?
Ms Chamberlain: We cannot do the standardMs Knight: If they are not prepared to make any
provisions until we know what the conditions mean.changes, then we have to handle what we have got. As

Emma has already said, there is a series of anomalies
in here which no doubt will result in the courts having Q71 Lord Vallance of Tummel: But, when it comes to

it, I imagine there will be standard provisions.to take a view on an increasing number of occasions.
I think that there will be a considerable amount of Ms Chamberlain: When we know what they mean.

Mr Riches: But £250 is relatively conservative inresentment, dare I say it, because people will see that
their legitimate desires to do what they want to do terms of a standard cost for rewriting wills, that takes

into account our members of all diVerent shapes andwith the money they have earned and already paid
tax on is being interfered with, and I suspect that sizes, from City firms to people with lower cost bases,

so it is unlikely to be significantly lower than that.there will be attempts to reclarify, redefine and
change this at a later date. I do not honestly think Ms Knight: And even if it does reduce the cost of

rewriting the will, it does not actually change thethat what we have here has any longevity to it.
Ms Chamberlain: We have suggested that maybe they consequences.

Ms Chamberlain: The writing of the will is probablycould postpone the charges at least on death so that
all deaths up to April 2008 are under the old regime the least of it. What takes the time is that you meet the

client. I am not a solicitor any more but what used toon the basis that you do not plan to die. At least that
would mean that we would have time for take the time was meeting the client and working out

what they wanted. Some clients may say, “We areconsultation to get these conditions right or better,
and then from April 2008 any deaths after that date perfectly happy with those conditions. We do not
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discretionary trust it is not just six per cent of themind if you can only end the trust with the consent of
my surviving wife”, and others will say they do, and value of the property. You have to work out what

gifts they made in the previous seven years and whatit will be that dialogue that will take the time, I think.
other settlements they made and the value 10 years
ago. It is quite a business. It is certainly not aQ72 Chairman: I think we will bring this to a close if

none of my colleagues has a question they want to simplification.
ask. Have any of you got an answer that we did not
ask the question to that you really want to say to us Q73 Chairman: Thank you very much indeed. It has

been a very useful session from our point of view andif you think you have not got your message over all
right, because we think you have? we are very grateful to you for coming along and

being so clear with what are obviously someMs Chamberlain: It is not a simplification. If anyone
has had to calculate the inheritance tax due on interesting issues that we have to try and express a

view on in due course.discretionary trusts, it takes many hours. We know
that 40 per cent of your estate on death is very Ms Knight: And can I thank you for your interest in

this area and for inviting us here today.straightforward, but in the calculations for the
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Present Barnett, L Powell of Bayswater, L
Blackwell, L Sheldon, L
Lamont of Lerwick, L Vallance of Tummel, L
Paul, L Wakeham, L (Chairman)

Memorandum by the Institute of Chartered Accountants for England and Wales (ICAEW)

Who we are

The Institute of Chartered Accountants is the largest accountancy body in Europe, with more than 128,000
members. The Tax Faculty is the focus for tax within the Institute. It is responsible for technical tax
submissions on behalf of the Institute as a whole and it also provides various tax services including the monthly
newsletter TAXline to more than 11,000 members of the ICAEW who pay an additional subscription.

Detailed comments on the Finance Bill

Missing trader intra-community fraud (clauses 19–21)

1. MTIC fraud has been endemic in the UK for many years, despite the eVorts and increased resources
devoted by HMRC. Fraud and tax evasion are unacceptable in a democratic society, and this Institute
supports measures to reduce and/or eradicate them.

Clause 19—the reverse charge

2. We particularly welcome the decision to apply the reverse charge to supplies of goods liable to be used on
MTIC fraud down the supply chain until the retail stage as we (along with others) have been recommending
this for some years. Nevertheless we cannot support the way the reverse charge will be applied, since it appears
more designed to transfer the responsibility for policing or controlling the fraud from the state to the taxpayer
than to deal with the fraud itself. (The European Court of Justice has already commented adversely on the
UK’s use of this approach.) The taxpayer making the supply of the “relevant”, but not “excepted” goods will
have to determine under new sub-section 55A(6)(c) that:

(i) his customer is registered for VAT at the time the supply is made, and

(ii) the customer will use the goods for a business purpose.

3. 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 diYcult—whilst the supplier can telephone HMRC to
confirm the VAT registration no 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.

4. We consider that it is not possible for any supplier, acting in good faith and with normal diligence, to obtain
absolute proof that these two conditions have been met, since he is neither entitled nor privy to the necessary
information. As a result, he is faced with what is known in EC Law as an impossible proof, or probatio
diabolica. The clause therefore risks being unlawful since it does not meet the principle of legal certainty.
Irrespective of the legal position, we question whether it is moral or appropriate for a tax authority to legislate
to impose impossible conditions on taxpayers.

5. One partial solution to such legal challenges is for the supplier to have an unfettered right of appeal to the
courts on a “reasonable excuse” basis, namely that he did take all reasonable steps to ensure that the
conditions were met. In addition, HMRC should publish guidance on what they consider those steps
should be.
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Clause 20—power to inspect goods

6. We can see the value of this clause, as it will deter the multiple use of the same goods in MTIC frauds.
Nevertheless, we are concerned that this clause goes far further than necessary, and contains insuYcient
safeguards. It gives HMRC the power to have any goods (whether linked to MTIC fraud or not) completely
unpacked and then marked.

7. The legislation must require HMRC to apply the new law in a proportionate way. To ensure this, there
should be a requirement for HMRC to act reasonably, with a full right of appeal to the VAT Tribunal, the new
sub-paragraph 10(2A)(a) should include a provision to ensure that marks are such that they do not damage or
spoil the goods or the packaging or otherwise decrease their value. There should also be a specific provision
requiring HMRC to pay compensation if the value of the goods is impaired.

8. In new sub-paragraph 10(2A)(b), we would welcome clarification of the meaning of “information . . .
relating to the goods”. We suggest that this should be the same as the information required to be shown on a
tax invoice.

Clause 21—Directions to keep records

9. If clause 21 is used to require a business to keep what are normal business records, then it is
unexceptionable, except that HMRC already have the power to do that under existing law.

10. If it is asking them 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, then that must
be subject to the proportionality test. It could force businesses to additional expense, perhaps hiring further
staV. We can see the sense of businesses having to keep the records during an appeal, but the quid pro quo for
that must be that:

— the business has a full right of appeal and the courts an unfettered jurisdiction to decide, the onus of
proof must be on HMRC, since only they will have all the information and the business may well
know nothing, and

— HMRC will pay compensation for any extra record-keeping costs, without the business incurring the
cost of having to sue, if the court holds that HMRC have acted unreasonably.

11. If the quid pro quo in the previous paragraph is not present, then the provisions are unlawful and HMRC
risk another defeat in the courts.

12. If left unchanged, these provisions will merely lead to further litigation and government defeats in the
courts, particularly the ECJ. We do not think that UK businesses should have to seek relief at the ECJ when
the UK could take a measured and proportionate approach in the legislation. HMRC do need to appreciate
that the war against fraud will only be won by engaging the cooperation of legitimate businessmen and
advisers, not by alienating them.

Avoidance involving financial arrangements (Clause 76 and Schedule 6)

13. We accept the Government’s need to counter avoidance and have always considered that this should be
achieved by way of properly targeted anti-avoidance legislation. The problem we see now is that this approach
is 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. We wonder whether in the longer term this
is the right approach to countering tax avoidance, and think that the time has come for a radical rethink in
the current approach before the UK tax system drowns in a sea of complexity.

Avoidance using options etc (Clause 92)

14. As we have noted above, it is perfectly in order for the government to counter tax avoidance through the
introduction of specifically targeted legislation. However, as we said in our submission last year, we are
opposed in principle to retrospective taxation. This change makes a change to UK law with retrospective
eVect, namely from 2 December 2004. Whilst we appreciate that on 2 December 2004 the Paymaster General
warned that future counter measures may be back-dated to that date, given the uncertainty about the precise
scope of these new rules we think this these proposed measures should apply only from 22 March 2006.
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Rules for trusts etc (Clause 157 and Schedule 20)

15. We do not understand the policy purpose behind these proposals which were introduced without
consultation and change long-established principles of inheritance tax. The transitional rules are not suYcient
and will catch many existing trusts. The provisions are also highly complicated and, contrary to the
Government’s stated views, appear to us to apply to a wide variety of situations.

16. Existing accumulation and maintenance settlements which provide for the assets to go to the beneficiaries
at age 25 will be caught by the new rules unless the settlements are altered to age 18 before 6 April 2008. Whilst
the two year’s period of grace is welcome, we do not think that the proposals are reasonable or that it achieves
any purpose other than to put taxpayers to the expense of changing these trusts. On the assumption that most
people will have to change the trusts (rather than suVer a tax liability), there is little if any revenue at stake.

17. In respect of existing trusts, we question whether the proposed policy that results in beneficiaries obtaining
trusts assets absolutely at age 18 is the right one. This policy will result in trust capital being paid over to
beneficiaries who may be too immature or too vulnerable to manage them sensibly, with the result that the
trust capital will be squandered.

18. The changes create an unfair anomaly between wills that use trusts and those that do not. Those wills with
trusts will need to be reviewed and many may need to be amended. If it is correct that the changes in the law
relating to trusts and inheritance tax will only collect £15 million a year, the costs taxpayers will have to incur
to amend wills are disproportionate and will be many times greater.

19. There has been considerable controversy about whether the surviving spouse exemption will be available
in many ordinary circumstances. Whilst the surviving spouse exemption may continue to be available, it is
hedged with a number of conditions and many wills with, for example, flexible powers of appointment will
not pass the conditions. These changes could therefore result in the loss of the spouse exemption.

20. We recommend that the proposed changes to the tax treatment of trusts set out in the Finance Bill be
postponed and a proper consideration undertaken of the Government’s policy proposals.

Follow-up

21. We would be happy to provide the Sub-Committee with further evidence on the above points, either in
writing or orally. As noted, we would like to submit evidence on Stamp Duty Land Tax.

5 May 2006

Memorandum by the Institute of Chartered Accountants of Scotland (ICAS)

The Institute of Chartered Accountants of Scotland welcomes the opportunity to give evidence to the Sub-
Committee addressing this year’s Finance Bill. Of the three areas about which you have invited evidence, we
only wish to respond to two being:

— Missing Trader Intra Community Fraud (Clauses 19 to 21); and

— Accumulation and Maintenance and Interest and Possession Trusts (Clause 157 and Schedule 20).

Everyone would support the Government in its attempt to counter the tax loss occasioned by the criminal
fraternity through the Missing Trader Intra Community (MTIC) process. We are concerned that the
proposals being limited to certain types of supply in certain circumstances give rise to practical issues. Such
issues can include the impact on the Government’s cash collection from VAT registered traders, the impact
on the trader’s cash flow, and the need for a two tier accounting system to record standard transactions and
the MTIC transactions.

We are also concerned that the more immediate counter measures relating to inspection powers will
potentially catch only a small proportion of the targeted transactions as the criminal gangs involved could
manipulate the documentation travelling with the goods to foil the attempts of HMRC to monitor the same
goods being transacted on a number of occasions. The criminal gangs involved in these fraudulent activities
must be expected to respond to focussed legislation by changing their operational procedures and especially
the types of goods/services involved in an attempt to render HMRC’s powers useless.
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MTIC is a very serious threat to the economy of the UK and to other EU member states. It threatens the
eYcacy of the whole VAT system and must be challenged vigorously by the authorities. We are concerned that
appropriate safeguards are available to minimise burdens on legitimate business and to ensure that the
taxpayer has an eVective right of appeal. In our view:

(a) The expression “supplies of goods of a kind used in Missing Trader Intra Community Fraud” is not
clearly defined.

(b) The de minimis of £1,000 is unduly low.

(c) These measures could impose undue burden on small businesses.

Clause 15—Inheritance Tax: Trusts

We are concerned that the anticipated revenue from the changes to the inheritance tax regime for trusts has
been estimated at £15 million each year yet these changes have the potential to aVect a very large number of
taxpayers at considerable cost. This appears to be disproportionate although we understand that this estimate
is only applicable for the period to 5 April 2008 which is the transitional period.

We are concerned that only two years to April 2008 have been allowed for trusts to be reorganised to qualify
as A&M trusts with vesting absolutely at 18 rather than as previously at 25 when an absolute interest or an
interest in possession was suYcient. We would prefer to see a deferral of the provisions to allow a more detailed
consideration and time to identify and then remedy some of the more obvious defects. For example under
Scots law there is no general power of advancing the capital as there is under the Trustee Act 1925, Section
32. In practice, pressure on the time of the courts might deny the opportunity to rearrange matters
satisfactorily before April 2008 where the trust deed does not have power to vary the trust to meet the new
rules.

As an underlying principle of inheritance tax law, transfers between spouses are exempt from inheritance tax.
In the legislation currently drafted, if a power exists to bring an interest in possession trust to an end, we are
concerned that inter spouse exemption could be lost in certain situations. There is a lack of clarity to some of
the draft clauses. For example Section 49(9) is not clearly applicable to a protective trust under Scots law. For
these reasons, we should like to see a longer period of deferral and more detailed consultation to ensure that
the Government’s objective is achieved equally throughout the United Kingdom.

4 May 2006

Examination of Witnesses

Witnesses: Mr Frank Haskew, and Mr John Arnold, Institute of Chartered Accountants of England
and Wales, Mr Derek Allen and Mr Alex McDougall, Institute of Chartered Accountants of

Scotland, examined.

Q74 Chairman: Good afternoon. You are extremely Mr Haskew: My name is Frank Haskew. I am Head
of the Tax Faculty at the Institute of Charteredwelcome. You know pretty well how we operate. I am
Accountants in England and Wales.bidden to tell everybody who comes to give us

evidence to speak up so we make sure we get an Mr Arnold: My name is John Arnold. I am Chairman
accurate record of what is going on. I gather that two of the VAT and Duties Committee of the Institute of
of you represent the Institute of Chartered Chartered Accountants in England and Wales. I am
Accountants of England and Wales, and two of you also with Ernst & Young in Amsterdam.
come from Scotland. I am also being told, whether Mr Allen: My name is Derek Allen. I am the Director
this would be convenient with you, that if we started of Tax with the Institute of Chartered Accountants in
with Topic 2, then went with Topic 3 and left Topic Scotland.
1 until last—where I gather the Scots do not want to Mr McDougall: My name is Alex McDougall. I am a
add anything to what has already been submitted, chartered accountant and practise in Edinburgh. I
then if it was convenient for them they could slip am here today for the Institute of Chartered
away when we get to Topic 2. Would that be helpful? Accountants in Scotland.
Mr Allen: Thank you very much. Chairman: Thank you very much. We will start with

Topic 2. Lord Sheldon, who I know has
Q75 Chairman: Let us start, therefore, with Topic 2. unfortunately got to go away, would you like to start

the questioning.First of all, would you like to introduce yourselves.
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organised criminal activity and that the loss to theQ76 Lord Sheldon: It is dealing with the Missing
Trader Intra-Community Fraud aspect of this. How Treasury is huge. What I wanted to make clear in our

submission is that we want to do everything we can todo you consider the operation of the 2003 powers
which deal with MTIC from the point of view of stop this very serious loss of tax and try and make

sure that the fiscal revenue is protected. We were,would-be compliant taxpayers who might have
found themselves caught up in suspect supply chains? however, concerned that, because it is organised

criminal gangs and criminal activity, the economicMr Arnold: Publicly we have seen relatively little of
this and there are two reasons for that. Firstly, at the driver to this fraud is not the nature of the goods

which are being transmitted by way of carouselsame time as the powers were brought in in 2003,
Revenue and Customs were running a court case on fraud, the economic driver is the VAT which goes

missing. We were therefore concerned that thethe principle of whether any business in the chain,
including the innocent ones, was carrying on what expression of supplies of goods of a kind used in the

Missing Trader Intra-Community Fraud was notwas called an “economic activity for VAT”. What
that meant was—were they part of the VAT system suYciently clearly defined to prescribe what was

going to be covered. If you are dealing with criminalwhen they were making these supplies, not the crooks
but the innocent ones, and that has run through to gangs who are not interested in the goods that they

use to give some sort of framework, we are concernedthe European Court. We got a judgment at the end of
last year on that where the Court disagreed with the that they will change the nature of the supply and

keep the nature of the goods moving from one areaUK’s approach and said, “Yes, it is an economic
activity if you are not one of the people in the fraud”. to another. We have a suggestion, if your Lordships

would like to hear that suggestion. What we felt wasThe significance of that was, that it was stopping
businesses getting their input tax back and that began that in the time available it is the best that we can do

at the present time; and, although we are concernedearlier than the 2003 law. When the 2003 law received
the Royal Assent, it was then challenged by the about these words, we certainly cannot think of

anything better. Therefore, our suggestion would beFederation of Technological Industries, and that too
has gone to the European Court. We had an to introduce into this clause a sunset clause so that it

would only apply for a defined relatively short periodAdvocate General’s opinion on that in December last
year and the judgment will be out on Thursday. and it would result in an invitation for the legislation

to be reviewed at an early date to see whether it wasBroadly, the two will say the same thing, they will say
that, “Yes, you can penalise people in the chain but being eVective and also to check that it was not being

too burdensome.only if they are either involved in the fraud or,
perhaps, were aware of it but did nothing about it”.
The second is not yet clear but the first certainly is.

Q79 Lord Barnett: Do you think that UK legislationWhilst that has been happening, we have seen no
alone can be eVective—as you may know, we know,cases in the courts on the 2003 Act. I suspect there
successive governments have never accepted EU taxmay well be appeals, and perhaps this is something
legislation—and that we can handle it properlyyou can ask the witnesses from HMRC about. But
through our legislation or whether it would bethey will probably not have been heard pending the
preferable to accept that there must be EU legislationdecision of the European Court.
if it is to be dealt with eVectively?
Mr Allen: I think there must be EU legislation for it

Q77 Lord Sheldon: When do you expect the cases to to be dealt with eVectively, but I wonder what my
come up? colleagues think?
Mr Arnold: The judgment on the 2003 legislation is Mr Arnold: There is a diYculty here because it was
on 11 May, Thursday of this week, in the European the change to the single market in 1993 which gave
court, but it will then have to go back to the High the opportunity for the fraud. What we are trying to
Court to be implemented. do—I know we have not come on to it—in the law
Chairman: Does anybody want to add anything to this year is to try and reverse that eVect, but by
that? reversing it we create other problems, and we have to

recognise that. If we had a system across the EU
whereby there was no diVerence in the VATQ78 Lord Barnett: The Scottish Law Society in their
treatment, if I made a supply to you here or if I madeletter from Derrick Allen dated 4 May, refer to the
a supply to one of my colleagues in Amsterdam, Icriminal fraternity through the Missing Trader Intra-
would still charge them UK VAT at the same rate andCommunity process and then later there is a reference
they would deduct it in their VAT return, but thatto the criminal gangs. Is there a lot of evidence that
presupposes an awful lot of changes within thecriminal gangs are involved here?
European Union. Yes, we could answer it becauseMr Allen: I think the Missing Trader Inter-
then you would make no diVerence between a supplyCommunity Fraud is a very serious concern, and the

amounts of money involved would suggest that it is between England and the Netherlands and England
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of problem is going to be perpetuated by parts of theand Scotland. It is a very big jump and I do not think
many Member States, or certainly all Member States, 2006 Finance Bill, and we can see that ending up in

the European Court. It seems an unfortunate way toare prepared to make that jump at the moment. We
have a political problem. It was the political problem be going about it. What you really want to do is to get

everyone on side and have businesses givingwhich created the gap in 1993 and we are picking up
the consequences 13 years later. information voluntarily. But what happened when

they did? They ended up taken to court, and one was
put into liquidation. I do not want to go on aboutQ80 Lord Barnett: When you say that the loss of tax
that, but we do not see the approach. Finally, we dois huge, diVerent people have diVerent views on what
not see why SOCA, the Serious Organised Crimeis huge. We have just been talking, in your view, of
Agency, should not be seriously involved because itbillions of pounds I assume, millions nowadays is
seems to us that, if there are gangs there, it is notpetty cash?
something, with the best will in the world, that I orMr Allen: I think I have to rely on the figures which
any tax inspector would want to see handling.HMRC have released. If one goes back, perhaps, two

or three years, the loss of tax from the carousel fraud
or MTIC fraud was estimated at nearly £3 billion. I Q83 Chairman: That is fine. I am very glad you have
think the 2003 powers have gone some way in acting said that. If that is all we have to say on this subject,
as a deterrent and producing a reduction. I believe the we will move on to the accumulation and
latest estimate is about one and a half billion, plus or maintenance and interest in possession trusts. I
minus half a billion, but that is still a considerable

wonder what your experience of the consultationsamount of money. Phrased simplistically, it might be
about the modernisation of trusts is? Had thea half a pence in everyone’s income tax, so we do
consultations been extended to cover the provisionsbelieve it needs to be shut.
of Clause 157 in Schedule 20, would the Revenue
have controlled forestalling, in particular, trusts set

Q81 Chairman: By and large you are not opposed to up for life? Would there have been a substantial loss
what the Government is doing in the Finance Bill, of revenue? I wonder what your comments on that
except for your point about how you would prefer the would be?
wording to be diVerent in that sense and you would Mr Haskew: I have to say that we have been very
like a sunset clause but, by and large, you are more or disappointed that these provisions were, in fact, only
less supportive? I am trying to draw you out a bit announced in the Budget Notes. There was no
more. Also, there is a slight feeling that this problem consultation beforehand on them at all, which,
will not totally be solved without a European considering that we had an ongoing consultation for
initiative. Do I get that conclusion? almost three years on the modernisation of trusts
Mr Arnold: Not entirely on the first part, my Lord which included income and capital gains tax was I
Chairman. think regarded by almost everybody on the

practitioner’s side as pretty incredible. The fact is that
Q82 Chairman: That is why I was hoping to draw at the moment it seems as though this is tagged
you out a bit. Tell me what it is that the Government as “avoidance”, but people have been using
should be doing? accumulation and maintenance trusts for 30 years
Mr Arnold: What we have seen in the past few years is under existing legislation which was set out quite
a lot of action taken against businesses that were not clearly at the time and well understood by everybody.
involved in the fraud, trying to recoup the cost for the The transitional provisions which have been
state. In public—and I say in public because I may be introduced for existing trusts we feel are unnecessary.
being a little unfair—there is not that much action I think the general view is that they will catch a huge
taken against the fraudsters. We are told by HMRC number of arrangements, including wills that have
that there are between 300 and 500 of them, we are been set up many years ago, trusts under life policies,
told that they are prepared to use violence and have such that it is going to cause a huge amount of cost in
done in certain cases, and one would have thought reviewing arrangements, which is out of all
that you would want to target those people rather proportion to the actual amount of revenue at stake.
than the business community as a whole. Instead, The view of everybody is that, if the Government had
unfortunately, we have seen some cases fall apart been thinking about this policy, it should have
because of incorrect behaviour by Customs’ OYcers, consulted on this fully before it simply announced it
so the courts have refused, in some cases, to even with immediate eVect.
allow the case to go forward. We have seen the rather
unfortunate, to put it at its politest, targeting of

Q84 Chairman: We can anticipate the answer we willbusinesses which, by definition, are left at the end of
get from the Revenue when we put the question tothe day because they are the honest ones and were not

intending to go away in the first place. The same kind them. They will answer it for themselves, of course,
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anybody who has a life policy, which will normallywhen they come. Would there have been large
amounts of revenue lost if they had consulted more have some sort of trust arrangements written into it,
widely beforehand on these proposals? will potentially need to look at that and review it. The
Mr Haskew: I do not think so. There is a two-year fact is that, although it is very diYcult to identify who
window obviously in the rules for existing trusts, in might ultimately be aVected, anybody with a will or
which people can rearrange it to eVectively get within a life policy, for instance, must in our view have a
the transitional rules. The amount of money it was review of their aVairs to see whether they are aVected
meant to raise was only £15 million. I do not think the or not. Our view is that the numbers which are
general view is that we were talking about huge quoted are far too low and that there is a huge
amounts of money here. The answer to that is—no. number of people who are potentially aVected,
Mr McDougall: I would agree entirely with that. I was though to what extent we will probably not know at
personally involved in the consultations, albeit for this stage. That might explain the big diVerence in the
one of the other bodies, and in none of the documents numbers. There is a quote that one insurance
and at none of the meetings was there any mention of company alone has potentially about a million
inheritance tax. Indeed, the words “accumulation policies which could be aVected by it. I think our view
and maintenance trusts” were not used at all because is that the numbers we see from life policies and wills
as a concept that is only relevant for inheritance tax. are in the right sort of order.
These trusts are discretionary trusts, the same as full
discretionary trusts for income tax and capital gains
tax. Indeed, it has been said that there was

Q86 Lord Powell of Bayswater: First of all, to followconsultation on the issue of the age of 18, that was
up that point, how do you think this diVerence oftrue, but only in an exceptionally restricted matter.
opinion on the facts can be resolved? It does seem toThat was the specific provision in last year’s Finance
permeate every discussion. I have fought my wayAct dealing with trusts for the vulnerable. Even then
through Hansard, and the Government continues toI think most of the professional bodies felt that 18
assert that it will only aVect a very small number ofwas too young but, because it was a very restricted
wealthy individuals. Yet people in your professionarea, the feeling was that it would not be used hugely
and many other Members of Parliament say, “No, itfor the young, because of the existence of
is going to aVect upwards of a million people”. In theaccumulation and maintenance trusts and, if you
end, how is one going to resolve this? It is a matterlike, the issue was not particularly pushed. As to
of fact.forestalling, as Mr Haskew has said, I do not think
Mr McDougall: That is the diYculty, my Lord. Ithese are about tax avoidance and, therefore, I do not

think there is very much money at stake in the context think it is because the two sides here are starting from
of the figures in the Red Book. There are methods diVerent positions. HMRC and the Government
that can be used if consultation is to take place in a figures appear to be based on trusts which currently
very restricted environment, for example, under the file trust tax returns and on an extrapolation from
Chatham House Rules or with some kind of motive income. What we are looking at are the other trusts
test in the legislation for a restricted period to prevent we know about which currently do not have income
the forestalling. It could have been done if it had been but have assets in them which may be income-
a real concern, but I think the view of the producing. In particular, I think a huge part of the
professionals is that really these are somehow not diVerence is about trusts which have not yet come
about money, because I have never advised the into force because they are in a will or they are in a life
setting up of an accumulation and maintenance trust policy where the policy exists but there is very little in
as a means of specifically avoiding any form of it, because the event that is going to produce the
taxation. I think that is a fairly universal view. These money, usually someone’s death, has not yet
trusts are for other purposes and maybe we will get to occurred. That is the diVerence. It is between trusts
some of those a little later. which are on the books as against potential which are

written. In order to determine which of those that
have not yet come into eVect are going to be requiredQ85 Lord Lamont: Can I ask you about the number
to be adjusted as a result of the changes, then they areof people aVected. I think “huge numbers” was the
all going to have to be looked at and that is essentiallyphrase you used. I think the Government has talked
where the millions come from. The wording of theabout very small numbers of what they call “very
questions which were in the bit of research done bywealthy people”, and other people have talked about
the Society of Trusts and Estate Practitioners to itsmillions. There seems to be a sharp divergence here.
members was about how many of your clients areMr Haskew: There is a sharp divergence, and I think
likely to have to review, for example, a will—so, bythere is a pressing need to get to the truth on it. The
definition, things that have not yet happened asevidence from our side so far is that anybody who has

set up a will potentially could be included, and against things that have happened.
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Q90 Chairman: You are putting it back to me in aQ87 Lord Powell of Bayswater: I understand that.
But is it therefore a question the Government could much more articulate way than I managed to put it to
resolve simply by tightening up the drafting and the you, but it is the same question. The question is—
language to make quite clear whom it is trying to what should the Government do to get oV this hook?
target and whom it is not targeting? Or would these Mr McDougall: Specify the policy and then let us
wills still potentially come within the Government’s work in consultation to provide a system where the
target list? legislation matches that policy.
Mr McDougall: To some extent it depends on where
we end up with the final wording. This is where there

Q91 Chairman: I am not going to put you on theis this large diVerence. Certainly some of the
hook. But, if you can give us fairly soon afterwards adiscussions which have taken place between the
view as to what would be the way to move this thingprofessional bodies and HM Revenue and Customs
forward, I think that would be very helpful to thehave been trying to get into some of the areas where
Committee. You might even think of writing to usthere are concerns because of the way in which the
on that.drafting currently is. The extent to which there may
Mr McDougall: There is a simpler way, of course, andbe movement, we obviously do not yet know, will
that is to push the no-rate band up very significantlycome during the Standing Committee stage.
but then that is another debate.

Q88 Lord Powell of Bayswater: Are you seeing some Q92 Lord Powell of Bayswater: It seems to me the
recognition in these discussions that there is a real Government are quite clear about what they want to
problem here? or is it being pushed away? do, and I can quote twice from Mrs Primarola. She
Mr McDougall: What I have perceived from the says: “It has been clear for some time that wealthy
discussions I have attended, and I have attended two individuals are using trusts primarily to shelter their
of the meetings, have been we are being listened to wealth from inheritance tax”. “The Government
and the points we have made have been taken note of. believe that is unfair for people to gain such an
Time will tell where we go beyond that. advantage and has therefore taken action to ensure
Lord Powell of Bayswater: That is another Civil that inheritance tax exemptions apply only if a trust is
Service expression. set up to cater for certain prescribed circumstances”.

That is actually the policy. It must be possible to
define it in a way which does not capture all these
people writing wills and trusts.Q89 Chairman: If it is correct that, firstly, at the end
Mr McDougall: What is behind her point is aof the day there are very few wealthy people who are
situation where someone who has an interest ingoing to be aVected and, secondly, it is also true that
possession trust then makes a potentially exemptthere are millions of people who will be put to some
transfer of that right and then lives for seven years—expense in reviewing their wills and so on, how does
which sometimes is the tricky bit—and then the nextthe Government resolve that dilemma? Is there
person in line does this, so the thing bounces down aanything they can do to avoid the millions who they
number of people without ever stopping. Whereas, ofpresumably did not wish to inflict this burden on
course, the basic original structure of trust, which hasbecause they are saying it is only very few? Is there
been in place since the Finance Act 1975, when theanything that can be done in the legislation to
then Chancellor, now Lord Healey, introducedimprove this?
capital transfer tax, has subsisted through the changeMr McDougall: I think greater targeting by a more
into a capital transfer tax. That is where the attentionprecise policy statement. The actual policy behind
needs to be addressed. It is perhaps the way in whichthis is, to put it kindly, not as clear as it might be, and
the draftsman has chosen to deal with that by lookingtrying to match the legislation with that so that the
at conditions relating to the powers of the trusteestargeting is clearly at those situations where the
which is the problem. Many of these powers,policy is intended to bite as opposed to the situations
certainly in my experience, are there to protectwhere it is said are not intended to be within and, in
beneficiaries, for example, from a loss of legalthe view particularly of the Paymaster General, are
capacity through dementia or perhaps a loss ofnot within the legislation. It is identifying those
reasonable behaviour through a dependence onthings and making sure that the wording takes those
alcohol or drugs. What we seem to have is a situationout. Indeed, I would say, if the professional bodies
where, in order to deal with perceived avoidance, theand practitioners generally felt that the legislation
net has been cast very, very broadly and almostwould only pick up a small proportion of the top
anything that gives flexible powers is to be stopped1 per cent of the wealthy individuals in the UK, none

of the furore would have arisen. rather than a more targeted stopping of flexibility.
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tax because it is paid by millions of people who justQ93 Lord Powell of Bayswater: If you were able to
suggest wording which would achieve what the have ordinary houses in London, over a quarter of a

million. What you are describing is just the means byGovernment wants and you could send it to us, it
might even find its way into our report, who knows. which wealthy people avoid this tax. While some

people have been arguing that the threshold shouldMr McDougall: Very possibly, but I would tend to
leave that more to judgment. We have tried to make be raised in order to make the tax more equitable,

they have approached it the other way around anda number of points to HMRC as to where we feel the
wording in the Bill goes too far, and what they need attacked the wealthier people who are avoiding it by

another route, the accumulation and maintenanceto do in particular to protect the spouse exemption
and for example, to allow people to settle assets on trust. Is that not exactly what you would expect the

Government to say?themselves. In terms of the Bill, if you settle assets on
yourself, that is tantamount in inheritance tax terms Mr Haskew: It has been accepted for 30 years that
to putting the assets into a discretionary trust but, of that was perfectly acceptable in terms of overall
course, these two things are poles apart. estate planning. The fact is that there are rules written

in the IHT Act 1984 which allow you to do it. There
are all sorts of reasons as to why people want to passQ94 Chairman: To the extent that you have told the
assets down through trust mechanisms. It seems oddRevenue what you think they could do, if you can
that that has been attacked but transfers tosend us that information, that would be helpful to us
individuals, if you live for seven years, are exemptas well.
from inheritance tax. We do seem to have nowMr McDougall: I can do that, it is a pleasure.
opened up a gulf in treatment.

Q95 Lord Powell of Bayswater: It has been widely
argued that the purpose of accumulation and Q98 Chairman: Is this not the point, that there is a
maintenance trusts and interest in possession trusts is certain logic that, if you give something to your
that they have certain social advantages and they are family and then you live for seven years, that is fine; if
not anything to do with tax avoidance. But the fact is you put something in trust with some restrictions on
that the trustees of many of these trusts have the same them, at the end of the seven years it is not fine, but
sort of control as do the trustees of the discretionary they had to have their full entitlement at the age of 25.
trusts. Is it not, therefore, reasonable that they should Is that not the basic diVerence between the two?
be taxed in the same way? One would see it as being Mr McDougall: If we were dealing with a
quite logical. discretionary trust, if we think about what a full
Mr Haskew: Accumulation and maintenance trusts discretionary trust is, where of course that treatment
have been around for 30 years and they were set up is not available, in that case the trustees have full
for a specific policy and social purpose at that time. discretion as to the payment of income and capital:
The trusts are quite diVerent in that a beneficiary will when, to whom, how, how much, how frequently and
have to have a life interest in those trusts at the age of how they do it. That degree of discretion is
25, so in inheritance tax terms it will come into their significantly greater than any flexibility which is in an
estate at that time. Arguably, instead of now being accumulation and maintenance trust in particular,
neutral, under the current system of PETs you can because that trust has to meet fairly rigid rules
give assets to somebody and they can then give the currently set out in Section 71 of the Inheritance Tax
assets on to somebody else. And, if they both live for Act. Those rules by and large have been the same
seven years, then there is no inheritance tax. Whereas since, as I mentioned earlier, capital transfer tax was
now if you do it eVectively by an A&M, trust you are introduced. If we think about the context in which
potentially going to be penalised. We cannot get to capital transfer tax was introduced, it was introduced
grips with the underlying policy. as a replacement to estate duty because estate duty, it

was said, had become too easy to avoid. All you had
Q96 Lord Powell of Bayswater: You make it sound a to do was give your assets away, live for seven years
bit like a job application for trust lawyers. If people and that was it. That is fine for the seriously wealthy,
just give it away and they live for seven years and give but estate duty hit on those not at the bottom but the
it away again, then there is no problem? middle range of wealth, where they could not aVord
Mr Haskew: That is right, but accumulation and to give the assets away, they needed them to live on
maintenance settlements were established to help or their wealth was represented by their house. That
protect assets and vulnerable beneficiaries. It seems is exactly the position in the context of inheritance
rather odd that that is now being taken away. tax. Indeed, when inheritance tax was introduced in

1986 from capital transfer tax, it was said that the
intention was to remove a thorn in the flesh of theQ97 Lord Lamont: Can I put a point which maybe
small businessman, what might be viewed in this partthe Government would put if they were defending

this. Inheritance tax is often described as a voluntary of the world as Middle England but equally applies in
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Mr McDougall: Not widely, my Lord. Yes, I haveMiddle Scotland, Middle Wales and, indeed, Middle
read the books as well which show how they can beNorthern Ireland. It hits a group of people who
used, as well as advising on the use of trusts and,cannot aVord to give things away. One of the aspects
indeed, lecturing on a fairly wide basis toof that is that, if they use a trust, an accumulation and
practitioners about how trusts can be used in estatemaintenance trust tends to be used in one of three
planning and personal financial planning. In mycircumstances. Firstly, either by grandparents to put
experience, we are usually talking about situationsmoney into trust for grandchildren, and the rules
where the object of the exercise is asset protection,allow flexibility in that you can set these up and there
not tax avoidance.is one grandchild in life and future grandchildren,

before that one in life reaches the specified age, will
automatically be added if that is the way we word it. Q100 Lord Paul: When you say, “not widely”, what
Secondly, it can be used for parents to provide for does it mean?
their children—indeed in Scotland, where family law Mr McDougall: I have been qualified now for 32
provides a statutory obligation for aliment up until years, and I have never used a trust exclusively for tax
the age of 25 if the children are in full-time education avoidance.
or training for a trade or profession—and that is one
way to do it. The other way where those are used is in Q101 Lord Blackwell: Can I ask you to elaborate a
a will to provide a legacy to a child where that child bit on the implications for skipping generations, for
is viewed as too young to get the money outright. It being able to pass wealth down without inheritance
is about flexibility within a limited range, because tax along the way. How has that situation been
reaching a specified age which cannot exceed 25 the aVected by these changes?
child must become entitled at least to the income. Mr McDougall: Let me deal, if I may, with
Under the rules as we had them for the Budget that accumulation and maintenance trusts and then I will
meant those assets were then in that child’s estate for let Mr Haskew deal with interest in possession trusts.
inheritance tax. So, if anything happened to the child, An accumulation and maintenance trust is set up for
the assets would be taxed. It was a mechanism to get a specified description of beneficiaries who may be,
funds available to children in a flexible way. In the for example, the children born to a particular
meantime, the income could be used for education or individual prior to the eldest child in life reaching the
maintenance, not just for the child who was going to specified age. What we are dealing with tends to be a
get the particular assets but of the group of children group of children who could be up to 25, but not
within the class of beneficiary. With an interest in necessarily, and in that sense maybe the word
possession trust, the key issue there is that the person “children” is not right but let us use it in the sense that
who has the right to income was treated as owning it is meant. We are dealing with that and normally it
the assets and, therefore, they were within their is there for a generation. It is possible, if a member of
estate. If they had owned the assets outright and gave that class of beneficiary dies before reaching the
them away, there was a potential exempt transfer. specified age, that the share they would have got will
So, if they lived for seven years that was it; if they had go to their siblings or broader group of children, if it
an interest in possession and that came to an end, that is defined that way or, alternatively, it may go to their
was treated in exactly the same way as it had been. children. That would be the only circumstance where
You had this similarity there and it is that which is an accumulation and maintenance trust generally

would be used to skip a generation. It is a fairlyaimed at being broken. There were comparatively
extreme form of tax avoidance which requires thefew circumstances, I personally have seen very, very
death of a child under 25. The concept of having afew of them in my career, where the reason for
non-taxable event to deal with the circumstancesestablishing a trust is purely and simply for the
where a child dies under 25 and for the assets to passavoidance of tax. They are there to throw what might
to another group of the children is there, for example,be viewed as a protective ring around the assets so
in the income tax legislation and the capital gains taxthat the wealth—and wealth, of course, does not
legislation where we are dealing with, prior to thenecessarily mean extreme wealth, it is wealth in the
Budget, a set of interested trusts where in extremecontext of VAT found—can be protected for the
circumstances, if there is only one child, the assets canmembers of that family according to the particular
only come back to the parent in the event of the childaims of the testator when these things are being
dying under the age of 25. That is not viewed until theset up.
Budget changes, but that was for other reasons. It
was not related to Schedule 20 but has not been

Q99 Lord Paul: One of the implications has been viewed as being a particularly problematic area in
that both A&M and IIP trusts were used for tax terms of the tax avoidance side of the legislation. I do
avoidance or sheltering inheritance tax. Was it, in not see that as an issue for accumulation and

maintenance trusts.your view, that these were used for that widely?



3389443007 Page Type [O] 16-06-06 22:31:10 Pag Table: LOENEW PPSysB Unit: PAG1

37finance bill 2006: evidence

8 May 2006 Mr Frank Haskew, Mr John Arnold, Mr Derek Allen and Mr Alex McDougall

is not repeated, for us to get precise words. Whilst IMr Haskew: I think people are still struggling to
understand precisely why interest in possession trusts come across the Trustee Act 1925 now and then,

because I do have work south of the border, it doesare also caught within these rules. Under the current
inheritance tax rules where you have a current right not trip oV my tongue the way it does for colleagues

south of the border. The issue seems to be aboutto the income and you can enjoy the income of the
trust, in other words, an interest in possession, then it powers of the trustees with or without the consent of

what in English law terms would be called the “lifeis in your estate automatically for inheritance tax
purposes. Even if the capital goes in some other way, tenant”. What we have is scenarios where in some

ways the application of statutory powers, as they arethe value of that trust asset is included in the life
tenant’s estate for inheritance tax purposes. If you normally used to protect beneficiaries in England and

Wales and also I think in Northern Ireland, meanshave a life interest, it is almost transparent for
inheritance tax purposes, it is taxed as if it was that you fall foul of the new provisions. Very

often, also, particularly in the situation of seconddirectly in your own estate. People are still struggling
to understand precisely why interest in possession marriages, let us say where a husband dies and dies

fairly young, his assets are put normally into a trusttrusts have been corralled into these changes because
on the face of it the assets will be in the estate of that with his widow as life tenant, sometimes on the basis

for life and in other cases for life unless she remarries,person anyway.
what they are trying to do is give her and the children
of the marriage the benefit of the income, the powerQ102 Lord Blackwell: For neither kind of trust does
to advance capital if that is necessary, and that isthere seem to be a rationale for why the rules have
where one of the potential problems comes, andbeen changed in this way?
protect that capital ultimately for the children of thatMr McDougall: No, and if we deal with the interest in
marriage. Let us say that that widow now remarries.possession trust, the position is no diVerent from
If the trust is drafted so that the life interest continuesassets held absolutely. You can skip generations
through the remarriage, then she will be entitled towithout inheritance tax for assets held absolutely by
the income during her life. The idea is that on hersimply giving them away and living for seven years.
death the assets from the first husband go to theThat is a real gift as opposed to a deemed gift where
children of that first marriage and do not end up withan interest in possession ends. If the problem is giving
the second husband or his children or sometimes evenassets away where the assets are in trust, or giving an
beyond that. You can get into third, fourth, fifthinterest in the assets away, then it is a change in the
families, and it creates problems. It is the way indeeming, and perhaps there is a broader reform of
which the powers to protect those assets are set up—inheritance tax which is needed rather than this.
do it one way and you fall foul of the rules, do itAgain, that is a debate for a diVerent scenario. It is
another way and you do not. In some cases also therestrange, in my view, to simply select that one bit of
are diYculties, especially as people get older and theythat part of the inheritance tax regime.
lose their legal capacity. The powers that are oftenMr Haskew: It is unbalancing inheritance tax in
drafted the way they are appear then to fall foul of thepolicy terms and it is diYcult to see how inheritance
new rules, but they are drafted that way so the trusttax is going to go forward with these changes. It
does not grind to a halt as far as being able to be usedwould point to a more fundamental reform in the
for the benefit of the life tenant, for example, forlong-term of the current rules.
advances of capital, simply because the life tenant no
longer has the capacity to consent because maybe

Q103 Lord Vallance of Tummel: The proposed rules they have lost legal capacity through dementia.
for the interest in possession trusts protect cases of
second or subsequent marriages subject to conditions

Q104 Lord Vallance of Tummel: What you seem toon the death of the last life tenant. What are the flaws
be suggesting is there is not an issue of policy here orin that approach, if any? and what are your
of principle but rather an issue of the interpretationconcerns there?
of the drafting?Mr McDougall: The diYculty comes in the way in
Mr McDougall: I think we understand what thewhich the new sections, which are introduced in
policy is. It is just that, the way the clause is drafted, itParagraph 5 of Schedule 20, apply. What we have is
appears to strike much more widely than that policy.a collection of conditions that have to be met for the
That is part of the problem because, in my view, if theproblem which concerns the professions not to arise
drafting is a reflection of the intention, then it is muchand almost the situation to continue as it was before.
wider than the stated policy in that respect.There is a degree of uncertainty about quite what

some of these conditions mean because of the way in
which they are framed. It is more diYcult for me than Q105 Lord Barnett: Can I remind Mr McDougall

about something he said. He said—I think I have gotmy counterparts south of the border, because they
are all expressed in terms of English legislation which his words correct—he has never used trusts other
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band, but they also vary from one part of the countrythan for social purposes but not exclusively for tax
avoidance reasons. I take it that, when you set up to another and within parts of the country from one

point in time to another. Therefore, someone whosuch a trust to achieve the social objectives, the clients
would not mind too much if they were told they does not appear to be aVected at the moment may

turn out to be aVected at some stage in the futurewould also be able to avoid tax?
Mr McDougall: You got my words precisely, the because house values suddenly change and the will

which seemed not to be a problem because of theword “solely”, there is always much more. Indeed, if
I may say so, Lord Barnett, in some cases where you likely impact of the nil-rate band becomes a problem.

The house of the surviving spouse and the childrenwant to use a trust for asset protection it has not been
unknown to increase the overall tax exposure. It is has to be sold in order to pay inheritance tax because

they have fallen foul of the new arrangements and thethis business which is stated in some of the debate
that trusts are used solely for tax avoidance, that is spouse exemption is no longer available. That is the

sort of scenario where there is a degree of concern.not my experience or the experience of lots of people
I know.

Q111 Lord Barnett: I am bound to say, I am
Q106 Lord Barnett: Can I come back to this major still unclear about this huge diVerence between
issue between the Government, yourselves and others yourselves and the Government on the numbers that
about how much is going to be raised and how many they are getting.
people are going to be aVected. There is talk of only Mr McDougall: As I mentioned earlier, I think the
getting at the super-rich. How would you define biggest part of it is the diVerence between cases which
super-rich? are in the system as trusts that are likely to be aVected
Mr McDougall: It is in the eye of the beholder. Super- and trusts that could potentially come in, ie trusts
rich, in my definition, without putting a number on it, which have been drafted, for example in wills, but are
would be somebody who could aVord to give away not yet operational because the person whose will it
assets without worrying about it because he does not is is still alive. It might be my will and until I die that
need them for income nor will he or she be likely to trust does not go live. What I have to do, picking
require them at any stage in their life in the future, for myself as a token member of the public, once we
example should they need nursing care. know what the final version of these are, is to look at

that will and say, “Am I aVected or am I not
Q107 Lord Barnett: I can take it then that, to try and aVected?” but it will still have to be reviewed. In the
get down to the millions diVerence, somebody with circumstance, I can review it myself but I cannot draft
less than £300,000 of assets, including property, it because I am not a lawyer. Even someone in my
would not be aVected by any other minor charge? position who practises in this area will still have to
Mr McDougall: Yes, as long as they can be satisfied pay to have a will changed if that is the thing. It is an
that they will remain within the nil-rate band. extrapolation across that. I think the real diVerence is

between the number of cases where the trusts are in
Q108 Lord Barnett: The amount of tax we are eVect and the cases where the trusts are not yet in
talking about is pretty small? eVect because particularly it is wills and life policies
Mr McDougall: That is right. What we may have is a where the individual has not yet died.
situation whereby somebody has trust provisions in
their will and their main asset is a share of the family

Q112 Lord Barnett: Before our last meeting, I washome, and that is very, very common.
not personally worried at all, but I was then told that
we can almost inadvertently set up a trust by a willQ109 Lord Barnett: I understand that.
without you even knowing you had set up such aMr McDougall: They have done something there, and
trust?at the time they have done that the value of their asset
Mr McDougall: In England and Wales, and possiblyis such that, however they do it, there is not going to
Northern Ireland, you can certainly do that becausebe any inheritance tax payable.
there are a number of statutory trusts and a number
of implied trusts. It is not an issue we have in Scotland

Q110 Lord Barnett: Other than a small amount? because to get a trust you have to draft a trust, you
Mr McDougall: OK, maybe a small amount, but not put in trust wording.
enough to worry anyone. Going forward, what we
have then got, as time passes, are two variables which
do not move at the same pace. One of them is the nil- Q113 Lord Lamont: I want to ask an ancillary

question to this, a question about the impact it israte band, and the Chancellor has very kindly told us
what his plans are for that for the next four years; and having. What impact do you think it will have on the

future creation of trusts? I have read some peoplethe other one is house values. House values change at
a very diVerent rate from the movement in the nil-rate saying that there will be no point in setting up trusts
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Mr Haskew: I was going to say we have had somein the future, although to say that one would surmise
examples drafted up of when these provisions mightthey have a severe tax advantage.
bite, which we would be very happy to send to yourMr McDougall: I would not go that far but there will
Lordships. John has a copy of them here. I think theybe a diVerent cost structure to the equation of
show that they apply potentially in a very widewhether a trust is the appropriate vehicle. I can think
variety of circumstances.of a number of circumstances where a trust will still
Chairman: That would be very helpful.be set up and, if everything is within the nil-rate band,

then that element of it does not come in, so nil-rate
band trusts will certainly continue. Beyond that, it is Q115 Lord Vallance of Tummel: You do not happen
really a question of whether the inheritance tax price to have any examples of where the unequivocally
is good value for the protective mechanisms which super-rich might get into an accumulation and
the trust creates. That will be a judgment call on a maintenance trust for primarily social reasons that

just happens to have an advantage in terms of taxcase by case basis.
avoidance at the same time?
Mr McDougall: I cannot think of one straight oV, I

Q114 Chairman: I think I have got in my mind, have to say. It is my understanding, again from
perfectly understandably, that the argument the discussions with HMRC, that one of the things
professionals are making to us is that there are behind the policy approach has been some statements
several million people whose aVairs may have to be in a well-known text book—I will not do the author
reviewed and, whilst I do not know if they are right the courtesy or the publicity of mentioning his
or not, I am also prepared that that is liveable with, name—which apparently show how you can have
with the Government’s view that in the end there will these successive interests in trust going on from
be only a minority who are severely aVected. Leave generation to generation, all as potentially exempt
that on one side. What I am interested in is people of and then as exempt transfers, but that is in the
relatively modest means who may find themselves in circumstance of an interest and possession trust. I
the ordinary course of their lives aVected in a way cannot see how that can apply to an accumulation
that they never thought. The first instance which is and maintenance trust simply because of the
interesting is in the question of divorce. A person has strictures on an accumulation and maintenance trust,
a divorce and he puts the house in trust to his first which are in the pre-Budget legislation.
wife, he goes oV and marries again, or whatever he
does, and that is in a trust for his first wife for her Q116 Lord Vallance of Tummel: May I ask the same
lifetime until she remarries and then on to the question in the context of an interest in possession
children of the first marriage, some of whom might trust. Are there any circumstances where one might
still be minors when that happens, and therefore go for one of these, apparently primarily for social
there will be a second trust. Has the legislation, as reasons, where fortuitously the super-rich person has
best we understand it, presented any problems for a tax avoidance benefit at the same time?
those sorts of divorce settlements? and, if so, can you Mr McDougall: Not fortuitously; you have to do
tell us what you think they might be? something or the trustees have to do something.
Mr McDougall: I believe there are problems Mr Haskew: I think interest in possession trusts were
potentially there. In Scotland the one thing about often used for capital gains tax planning, for
trusts is that you have to spell everything out and, instance, but it is diYcult to see that they have been
therefore, you can choose which side of the divide used extensively for inheritance tax planning.
you want to be on by the specific wording. As I
understand the position elsewhere in the United Q117 Lord Powell of Bayswater: There is yet another
Kingdom, the problem comes in that sort of major diVerence between the Government and
circumstance where statutory trusts or statutory the professions, because once again quoting Ms
powers are used, particularly powers of advancement Primarola, this time 2 May, Hansard: “The result has
in Section 32 of the Trustee Act 1925, where the been that interest in possession trusts can be—and
statute allows 50 per cent but it is very common to regularly are—used as a highly flexible money box
extend it to 100 per cent. I understand from and a long-term shelter from inheritance tax
colleagues south of the border that the courts, in liabilities”, and she then goes on the explain how. It
particular the family courts in England and Wales, is clear the Government thinks it is happening all
are prone to order devices like that to be used under the time.
what is commonly called a “measure order” which Mr McDougall: Of course the Revenue is going to see
takes you straight into that sort of scenario, but all the cases. Each practitioner sees the cases with
because these do not happen other than by design in which he or she deals. But exactly that position can
my part of the world, perhaps I am not the best be achieved for individuals by an individual gifting

assets, then the recipient gifting assets, and so it goesperson to go into the finer detail of that.
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criticised this position. Indeed, in one letter fromon down the chain. It is no diVerent; the same
eVective action is just taken by somebody somewhat ICAS to the Revenue on a diVerent area of what is

going on for this year’s Finance Bill, the capital gainsdiVerent, either by the trustees or the beneficiary,
whereas in the absolutely-owned assets it is obviously part of the trust modernisation, we have quoted those

particular cases. The second thing related to that isalways by the owner, but you can achieve exactly the
same situation. If there is a mischief in it, it is not the that very few practitioners in Scotland have copies,

for example, of the Trustee Act 1925 sitting on theirtrust that is the mischief, it is the potentially exempt
transfer regime that creates the mischief. desks and it is too old to find it online through the

Parliament website. An example specifically in theChairman: Is it not possible to read some of these
statements to say that really, from the point of view Bill in the new Section 71 A 6(b) states that sub-

section 4 is to be omitted for Scotland; what does thatof those who are worried, it is the spouse exemption
and the seven-year rule which are the real niggers in mean? Does that mean you cannot have that

situation at all? or does it mean, because of thethe woodpile, which your Government brought in, if
I remember, Lord Barnett? references to the Trustee Act, that those references do

not apply? If it is that, it does not tell us what doesLord Barnett: I think it was me!
apply, and a general plea to Parliamentary Counsel
would be that, if you are using terms specificallyQ118 Chairman: That is the way that most assets get
within an Act that has not got applicationtransferred from one generation to another and this
throughout the United Kingdom, the words shouldis clawing bits back?
be placed in the Finance Bill or whatever statute andMr McDougall: In essence, that is right.
then at least we can all see the words and work outMr Haskew: I think that is right. In eVect, it is clawing
what they mean. But there is a serious problem here.back certain sorts of transfers but leaving all the

normal PETs and spouse exemptions untouched.
Mr McDougall: It is only clawing them back for some Q120 Chairman: This is a problem that has not just

recently arisen?things but not for others.
Chairman: I think there is one more question. Mr McDougall: No, some of the cases go back to the

19th century. I dare say, if we look hard enough, we
will find them from just after the Treaty of the Union.Q119 Lord Lamont of Lerwick: The question was
But it is a particular problem here because in awhether there were any specific Scottish points that
comparatively short space we have got quite a lot ofhave not emerged so far?
them.Mr McDougall: Loads of them, my Lord! Indeed we
Chairman: We have reached the point where we arewill send you a copy of a letter dealing with a number
now going to move on to the avoidance of direct tax,of them. There is a general point. The first thing is
and we understand our Scottish friends do not wantthat the drafting does not appear to take Scots law
to add anything to what they have already sent us.into account because of, for example, the references
We are very grateful to you for coming and the wayto the Trustee Act 1925. There are two issues arising
all of you have answered the questions; you havefrom that. The first is that, in the event of litigation, a
been very helpful to us. If you would like to makeScottish court cannot give judgment on what the law
your way back to Scotland, we will get on with whatmeans where the law is not part of the law of
is left to deal with. Good luck to you in Scotland.Scotland. There have been a number of cases in the
Thank you very much indeed. Avoidance of directCourt of Session and, indeed, there was one in the
tax. Lord Powell, would you like to start the ball1920s in Glasgow SheriV Court concerning the
rolling.charitable status of the City of Glasgow Police Pipe

Band, where the learned judge said he could not
answer the question as to whether this was a charity Q121 Lord Powell of Bayswater: The question really

is this. What has been your experience generally ofbecause the answer was based on English law, on the
Act of Elizabeth, the Pre-Union Act: and the decision the operation of the rules designed to ensure all the

value received by way of employment reward inin the Pemsel case, as you will be well aware, my
Lord. What we had, therefore, was a question coming connection with shares or other securities is subject to

income tax at an appropriate time, which in Englishbefore the court and the court saying, (I paraphrase
the judge): “Look, we might as well be dealing with I suppose means—have you had any experience of

people using these instruments to avoid paying tax?the law of Outer Mongolia for all I, as a Scottish
judge, can answer the question”. What we have is Mr Haskew: I am not an employee share-scheme

specialist obviously. I am the Head of the Taxadditional cost for the litigant on both sides, for
Revenue and Customs and for the taxpayer, because Faculty, so a lot of what we see comes second-hand,

if I can use that expression. I think it also raises thethey will have to employ English counsel to appear as
an expert witness to explain what the law means. In more general point about tax avoidance, the

Government’s approach to tax avoidance and taxseveral cases, the Court of Session has highly
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are probably taking the UK in a direction which weavoidance disclosure rules, which I would be happy
to talk about as well. I think our view is that the rules are not sure is probably in the ultimate best interests

of UK plc, if I can use that expression.have been fairly successful in tightening up the rules
that existed before. There is a huge number and range
of employee remuneration packages, and we also Q123 Lord Lamont of Lerwick: The complexity of
need to remember that a lot of packages are not just these arrangements is often in reaction to the
designed for the UK but are international packages complexity of what has happened. I think sometimes
reflecting the internationally mobile employee. There the complaints about complexity of legislation do not
is a huge range of employment packages that take into account everything the Revenue sees in the
employers need to have to remunerate people. It is complexity of the things that happen. You talked
quite diYcult to try and frame rules which obviously about income tax, but would you like to comment in
catch the specific UK employee of those international any way on the National Insurance provisions with
type of arrangements. I think the general view seems regards to employment-related securities, whether or
to be that there will always be planning at the extreme not you think they are fair, and the burden between
edges on these things, but the tax avoidance employees and employers?
disclosure rules have been quite successful in Mr Haskew: I think everyone would say that
identifying, generally, fairly abusive schemes and National Insurance is a tax in all but name. I think
there is a much more studied and careful approach in the way the current rules work, National Insurance is
terms of approaching employee remuneration that eVectively a payroll tax and obviously employers
there probably was two or three years ago. have to pay employers’ National Insurance. To that

extent employers would also be looking for ways of
reducing their payroll burden and I think most of theQ122 Lord Powell of Bayswater: Is it not the case
planning does tend to be, or has revolved historicallythat, the more detailed the regulations get, the greater
around, trying to look at the National Insurancethe ingenuity applied in finding ways round them?
position rather than the income tax position.Every year you are going to have to have legislation

to tighten up on some new wheeze that some genius
Q124 Lord Lamont of Lerwick: It may also just tryhas come up with for avoiding last year’s regulations.
to reduce the cost for the employee by giving himMr Haskew: As a professional body, we totally
security so he does not have to pay. That originallysupport the Government’s aim to counter tax
might have been the intention?avoidance and it is perfectly right and proper that the
Mr Haskew: Yes. There is a whole host of diVerentGovernment should be looking to do that. We are
arrangements and the mix between income tax andalso broadly in favour of the rules on disclosure of tax
National Insurance obviously varies depending onavoidance schemes that were introduced. We have
whether you are precisely within the NIC regulationssupported those as measures and we have also
or not. But I think the general view seems to be it hassupported the Government bringing forward
been National Insurance rather than income tax.properly-targeted anti-avoidance rules. In all of those

aspects, therefore, we have been broadly supportive
of the Government’s approach. We are now starting Q125 Lord Paul: In the provisions in this year’s Bill,
to see the results of these policies in very long and Clauses 92 J 1021 and J 1021(a), what are your views
very complicated Finance Bills which, to be perfectly on the practicalities of operating the purpose test
honest, unless you are a niche specialist in those inserted into the definition of securities option? and
areas, most people do not have a grip on the relevant do you agree that the examples in the explanatory
rules. That is the constant message I am getting from notes demonstrate that the proposed machinery
my specialists in the firms: unless it is their particular deals appropriately with the issues backdating to
niche they are dealing with, they do not have a grip 2 December 2004?
on it either, so whether the rules do or do not apply Mr Haskew: The sole or main purpose being the
to their circumstances they are not quite sure. Quite avoidance of tax test is a fairly common, purposeful
a lot of the rules appear to be more widely targeted approach that tax legislation has used for a long time,
than the mischief at which they are aimed, but it is so to that extent we have obviously seen it elsewhere.
very diYcult to work out whether they are more The fact is, and I am sure John will back me up, it is
widely targeted. It all adds up to a growing a very diYcult test to apply in practice. Identifying
perception that the UK is proving a diYcult place the main purpose is often very diYcult to
and a more hostile place in which to do business, for apply, particularly if you have international-type
want of a better word, and that applies as much to the arrangements. It would certainly help if we had
employee remuneration-type packages as to the more clearance mechanisms, for instance. I think the
general corporation tax rules. Having supported the problem is that it does not give certainty, and
Government’s drive to counter avoidance, we are certainty is key so often to this. We would always be

looking to see whether the uncertainty, created bybecoming somewhat concerned that the results of it
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which was what was happening, because thethings like a purpose test, can be in any way reduced.
One way would be an advance clearance mechanism. particular goods were not significant. What was

significant was how the particular transaction wasMr Arnold: My Lord Chairman, I am living proof of
specialism; I was silent during the trust part on the doing and what it was trying to achieve.
grounds that it was perfectly clear that Alex knew an
awful lot more about it than I do. On this point of Q130 Lord Lamont of Lerwick: I did notice this 2004
backdating, there is a risk in backdating being December warning. What was ambiguous about it? It
challenged. It is a very complex legal position in was made clear that NICs would be levied on
direct tax; it is much clearer in indirect tax. We do employment-related securities. There may be some
have a judgment in the European Court on indirect detail, but I thought it was a major shot across the
tax, the Stichting-Goedwonen judgment, the second bows of people who were paying executives with
one. employment-related securities as a means of

minimising National Insurance.
Mr Arnold: It was not just employment-relatedQ126 Chairman: Could you state what the judgment

is again; we did not quite catch that? securities. There was a tag bit on the end—I do not
have it in front of me—and now we are being toldMr Arnold: S-t-i-c-h-t-i-n-g—G-o-e-d-w-o-n-e-n.
that it can apply to Corporation Tax as well. We were
told that on Friday in the Treasury at the meeting onQ127 Chairman: I would not have asked if I had
the Finance Bill. I think you get diYculties withrealised how complicated the spelling was, but I am
retrospective legislation. On the other hand, there isvery grateful to you.
not much point in having a tax system of ever-Mr Arnold: We can send a transcript to you.
increasing size where games of cat and mouse are
going on the whole time. You have got to find waysQ128 Chairman: That would be very helpful.
of halting that. The only way I can think of is the wayMr Arnold: In fact, the road next to where we live at
I see to a limited extent from my work abroad.the moment just outside The Hague my wife refused

to look at a house there on the grounds she would
Q131 Chairman: I do not think it would be entirelynever be able to pronounce the name of the street, so
useful to pursue what the courts might or might notthese things occur. Coming back to the more serious
deduce from this at the end of the day. I think thepoint where the European Court said, “Yes, you can
point you are making to us, which I think is a veryhave backdated legislation provided at the time you
important point, is that the 2 December 2004make the announcement and it is clear what it is that
warning that the Government gave might not be asyou are legislating on”, so people can judge from that
comprehensive a warning as they intended to be atday and they do not have to wait until they see the
the time and may well be challenged in the courts.legislation in two, three or four years; we do not
That is the issue, because if it was indirect tax, in yourknow. That is the position in indirect tax. It is an
experience, it could well be challenged?open question whether the announcement in
Mr Arnold: Yes.December 2004 was suYcient to achieve that in direct
Chairman: Whether it is or not, I do not think istax. I do not think it does.
something that we can pursue; that is a debate for
another day.Q129 Lord Lamont of Lerwick: In what way?

Mr Arnold: Because I do not think, Lord Lamont,
Q132 Lord Barnett: As we understand, youthere was suYcient detail as to what it was
mentioned 2 December 2004. Nowadays, a relativelyconcerning. It was broadly anything that constitutes
junior minister can get up in the House of Commons,tax avoidance on NICs we can backdate; that is not
make a statement and from that date, everything canprecise enough. Then we get into the loop, which
be made retrospective to that date, but is thatquite rightly you raised in your question, as did Lord
eVective? Is it working eVectively?Powell, of more and more complex 500-page Finance
Mr Haskew: I think there has been a general policy. IBills every year to try and do it. My view—I know we
seem to remember this was agreed. Was it known asare going slightly oV the topic of the specific question
the “Rees Rules” from the 1970s?but I think it is relevant—is that we do need to look

at having a system of whether we can have, not
necessarily a general anti-avoidance, but a general Q133 Lord Lamont of Lerwick: Yes.

Mr Haskew: It was accepted that a minister couldinterpretation of what constitutes abuse of the tax
system, whether by the tax administration or by the stand up, explain the circumstances of what they were

trying to stop and stop it from that date and lettaxpayer, and moving in that direction. Just to go
back to old in-house speak, if you were giving legislation follow. I think everybody signed up to that

as a principle, though it was before my time. I thinkbonuses in platinum sponge one year and that was
outlawed, then you could not switch to vintage wine, that has been the position for a long time; provided
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said at the beginning, we do understand theit is suYciently certain and clear on that day with a
press release. Government’s desire to counter tax avoidance, and

properly targeted legislation is not an unreasonableChairman: The diVerence I think we are discussing is,
it seems to me—tell me whether I am wrong—that in way of doing it. One option which the Government

has suggested in the past was the prospect of thethe old days they would say this was an abuse—we
did it in when we were in government—and as from General Anti-Avoidance Rule, for instance, which is

something that historically we were generally not intoday it will be covered in the next Finance Bill and
will not be an eVective dodge or device, and you knew favour of, but I think with the way things are now

going that must be something which I think peopleexactly where you were. What has happened is -these
things we are stopping and we are going to stop any need to consider. The stumbling block was always

whether there would be a clearance mechanism withothers that look like it. That is what, as I think you
rightly pointed out to us, may well be challenged in it because obviously it creates uncertainty and

taxpayers need certainty. Our view would be that wethe courts. It is a very reasonable proposition; it may
not win but it will be considered. Let us move on. could probably accept a GAAR, as they call it, if

there is a clearance mechanism, but if there is not a
clearance mechanism, the uncertainty is still thrownQ134 Lord Blackwell: One of the examples maybe of
back on the taxpayer and I do not think that is notthis problem of complexity is illustrated by Schedule
something we would then support. I think that there6 in the 17 provisions enunciated there and it may be,
could be other ways of approaching it, but certainlyas Lord Lamont has argued, that some of these have
a GAAR is a more obvious one.come about as reactions to schemes proposed. But

the problem always is, when you get a level of
complexity, what are the unintended consequences? Q136 Lord Vallance of Tummel: A GAAR with a
It would be interesting if you can give us any clearance mechanism might be something worth
examples of where going into that level of complexity looking at. If I come back to my long bipartite
has led to real commercial problems with things question, which is—what are your views now of the
which were in court that were not intended to be. eVectiveness of the tax avoidance disclosure regime
Mr Haskew: I have not as yet come against any actual which was introduced in June 2004 in the light of
examples of unintended consequences unless you both the outcome, as illustrated by Clause 92, the
have got any examples, John? 2006 measures, and your own experience to date with
Mr Arnold: No. the compliance burden? On 28 April this year,
Mr Haskew: I think it moves on to the general point, HMRC published draft regulations which modified
which I picked up on earlier, which is that everybody the regime and a partial regulatory impact
is almost throwing their hands up in horror at the assessment. Would you like to share with us your first
complexity of having to come to the UK and deal reaction to what is now being proposed?
with the rules. Certainly, I have it on good authority Mr Haskew: As I mentioned earlier, we gave a
from a senior tax partner at a Big Four firm that a lot cautious welcome to the original tax avoidance
of his international clients who are looking to locate disclosure rules. Our experience is that, as far as we
in the UK are just aghast at the amount of legislation are concerned, they have worked reasonably well in
and public tax rules we seem to be adding onto the providing an advance notification of schemes that the
system. It is making the UK look not the place to do Government currently would not have had under the
business because you do not know if you are going old rules. We have seen results of this in the
to get it right. You may have done something legislation which has been put forward in both this
innocently, but you may be caught. The chances that Bill and in previous Finance Bills, 2005 in particular.
are at the moment even specialists do not know I think our view was that, certainly in terms of direct
whether you would be caught by the rules. It is not tax—maybe John will say a bit about indirect tax—
creating the right sort of certainty in which to plan. the rules are working reasonably well. There is clearly

a hard core of people, if I can use that expression,
who probably have not complied with them, or inQ135 Lord Vallance of Tummel: Before I get to my
other words have not disclosed schemes, when theylong question, can I pick up on something that Mr
should have done. Our view is that it is a bit likeHaskew said earlier on or dropped a remark on, that
MTIC fraud; we should be targeting those peoplethe alternative to this cat and mouse complex system
who do not seem to be complying. We have a £5,000we have at the moment, which would give more
penalty for non-compliance and, clearly, a lot ofcertainty, would be some form of prior clearance
people do not see that as a suYcient deterrent. Ourmechanism you mentioned. Could you elaborate on
view was that the vast majority of people have beenthat a little?
complying with the system and have built it into theirMr Haskew: Yes. As I mentioned earlier, we are
own due diligence procedures, so the Governmentgetting somewhat concerned about the direction of

the targeted anti-avoidance legislation, although, as I should be targeting and going after the people who
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Mr Haskew: I do not think the Government has everhave not been disclosing. To recast the rules now and
really trusted the taxpayers or the professions withintroduce whole new hallmarks of avoidance so that
being willing to discuss it properly and whether thereall the people who have systems and due diligence
are ways we could aim to reduce it.procedures in place are going to have to now rework
Mr Arnold: I think there is more distrust now thanthem when they were disclosing looks odd. We do not
there has been at any other time in my career. It hasthink that was the right approach; it was clearly a
been a gradual process beginning from the mid-1980sproblem with the non-compliant minority and they
onwards.should be the people who are tackled, not this

wholesale change of the rules. I suspect those people
Q139 Lord Blackwell: Can I follow up on that. Iwho were not complying will still not comply.
think Mr Arnold suggested earlier, if I understood
you, that one alternative to getting into the detail
would be a much more principled approach. I am justQ137 Chairman: A witness has put to us that
thinking about that. Is not the risk that it would notfinancial instruments, derivatives and related
have the certainty that is trying to be prescribed bysecurities is such a fertile area for tax bands that it is
going into the detail? or could you see it operating inextremely diYcult to spell out in great detail how you
other jurisdictions where a principled approach

would want to tax everything, and the more you spell operates, because people can go away and get
it out, the more you oVer opportunities to taxpayers counsel’s opinion, or whatever, to give them certainty
to look at the detail and find their way around it. Can in advance?
you suggest an alternative approach to deal with this Mr Arnold: Counsel’s opinion does not give you
problem? It seems to me that this is pretty well what certainty, of course, and there is a risk. It is just trying
we have been discussing most of the afternoon, but is to break the ever-increasing circle of legislation,
there anything you want to add to that? reaction, further legislation and so on, because
Mr Haskew: I think that is right and the more whereas with impacts for financial instruments and
complexity you have, potentially the more loopholes derivatives people would be knowing what they were
you are creating. I think we saw that in employment doing in that market, you could well have situations,

if you start seeing very broad legislation, where asecurities with the options and the fact that the earlier
small business gets caught, though there was nolegislation missed out options and that created the
intent for tax avoidance. But you do not need intent,opportunity for people to go into it. At a very basic
and everyone had stumbled into it because thelevel, it is a shared concern of both government,
legislation was so complex. Suddenly, they are facedprofessionals and taxpayers to try and come up with
with something going back six years or, alternatively,solutions that you get the buy-in of everybody that
they get a bonus going back six years and the state istax avoidance opportunities are minimised and
powerless to do anything about it; neither of which iscertainly abusive tax avoidance is properly targeted. I
desirable.think it is a shared responsibility though. It is not just

government’s responsibility, it is all taxpayers I Q140 Lord Blackwell: Is there a working example
think. We are all interested in trying to achieve that, of a tax authority that operates via a principled
and I think it is something that there needs to be approach?
proper consultation on, whether there are other Mr Arnold: That would require a more detailed
ways—we have mentioned the GAAR—or purposive knowledge of other tax systems than I have. All I can
legislation, where there is a general statement about say is we do not have 500-page Finance Bills every
what the legislation is trying to do might be one way year in the Netherlands; they are much smaller. Then
of tackling it. We need to have a grown-up you have other constraints going right back to the

constitution on what taxpayers do, which is what wasconversation about it really where both sides share
really coming from what I was saying.views and consult properly on it.
Chairman: Thank you very much indeed. We are very
much in your debt. You have helped us enormously

Q138 Chairman: You do not think that is happening with your answers and we are very grateful to you
for that.at the moment?



3389443008 Page Type [O] 16-06-06 22:31:10 Pag Table: LOENEW PPSysB Unit: PAG1

45finance bill 2006: evidence

WEDNESDAY 10 MAY 2006

Present Barnett, L Sheldon, L
Paul, L Vallance of Tummel, L
Powell of Bayswater, L Wakeham, L (Chairman)

Memorandum by the Institute of Indirect Taxation

We have a number of concerns in relation to the VAT and Excise provisions of the Finance No 2 Bill 2006.
We are setting these out below.

Clause 2: Tobacco Products Duty—Evasion

We are concerned about the vagueness of the new section 7A. As the explanatory notes to the Bill
acknowledged, the main UK tobacco manufacturers have entered into a Memorandum of Understanding
with HMRC. We are unclear why it should be felt necessary to replace this voluntary arrangement with a
statutory obligation. Be that as it may, whilst a voluntary arrangement is, by its nature, likely to be worded
in fairly general terms, we do not think that such an approach is appropriate for legislation that imposes an
obligation on a taxpayer non-compliance with which attracts a heavy penalty. It needs to be clear to a taxpayer
precisely what he needs to do to avoid incurring a penalty. An obligation to “so far as is reasonably practical
avoid supplying cigarettes . . . to persons who are likely to smuggle them into the UK” is so vague that a
manufacturer cannot possibly know whether or not he has met his obligation. Indeed small scale smuggling
by tourists is so prevalent that virtually any sale outside the UK to a person who normally lives in the UK
could well be a sale to someone who is likely to smuggle the goods into the UK.

In this context the new para 7A(2)(a) seems fairly meaningless. The definition of smuggling in the new section
7A(3) covers any attempt to avoid payment of duty which is legally due. Accordingly any sale of more than
3,200 cigarettes is of a quantity such that the purchaser might be intending to evade the duty thereon by
smuggling them into the UK.

Clause 5: Repeal of Provisions of ALDA 1979 of No Practical Utility etc

We welcome the repeal of obsolete provisions both in this clause and in clause 17. It is however disappointing
that such provisions have remained on the Statute Book for many years after they ceased to have any practical
eVect. Tax legislation is complicated enough without confusing the reader by the inclusion of provisions that
have no practical eVect. This points to a need either for the regular use of “sunsetting” provisions or for some
other mechanism to ensure that legislation is regularly reviewed to eliminate provisions once they cease to have
any practical eVect.

Clause 17: Buildings and Land

We think it would be more appropriate for amendment to primary legislation to be made by means of primary
legislation not secondary legislation. In the case of buildings and land, as the draft legislation has already been
exposed for comment it is unclear why it cannot be included in the Finance Bill rather than including the best
part of a page of enabling legislation which will presumably have no use once the proposed Treasury Order
has been approved by the House of Commons.

Clause 20: Power to Inspect Goods

We are concerned about the breadth of the new para 10(2A). Our understanding is that HMRC only want to
stamp the container or outside packaging and to scan any bar codes printed on the packaging. We fully
appreciate the need for such powers.

However, the new sub-paragraph goes far wider than that. 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.
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Whilst we fully appreciate the gravity of MTIC fraud we do not believe that this warrants empowering HMRC
to deface consumer goods (which is likely to significantly reduce their value if not make them virtually
unmarketable). 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.

Clause 21: Direction to Keep Records Where Belief VAT Might not be Paid

We are concerned about the wide scope of this provision. There does not seem to us to be any eVective right
of appeal in most cases against a direction under the provision.

Even in the context of MTIC fraud, we believe that a balance ought to be struck between the needs of HMRC
to help them to combat fraud and the costs of imposing burdens on business. We understand from HMRC
that what they would like to do to require traders in mobile telephones to maintain for the six-year period a
list of international mobile equipment identification (IMEI) numbers for mobile phones. We have no problem
with the imposition of such a requirement. 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 for the
six-year period.

However the clause goes far beyond such a requirement. It gives HMRC power to require any VAT registered
trader to keep any records that HMRC may specify in relation to any goods. For example it could be used to
require a corner shop to keep very detailed records of the purchase and sale of every individual item that the
business buys or sells. That would be an extremely burdensome requirement, which would provide little or no
benefit to HMRC. It also seems to give HMRC power to specify in detail what records a business should be
required to keep, even where these are such that no reasonable businessman would keep such a record as the
costs of doing so would far outweigh any benefit.

We accept that HMRC can make a direction only if they have reasonable grounds for believing that the
records specified “might assist in identifying taxable supplies in respect of which the VAT chargeable might
not be paid”. However that is a test that is easily met. If HMRC were to take the view that if the corner shop
might occasionally drop some of its cash takings on the floor and the money might roll away under the counter
and not be included in cash takings, requiring a detailed record of every item sold would assist in identifying
the correct amount of the sale to which the lost coins relate. However if Parliament were asked to approve a
provision imposing a huge burden on small businesses in order to protect the loss of a few pence we doubt that
such a provision would be approved. It seems to us unreasonable to slip such a power past Parliament on the
grounds that is needed to combat MTIC fraud, when it clearly has no relevance to such fraud.

We would emphasise that the penalty for not complying with a direction by Customs is a fixed sum of £6,000
if the failure continues for 30 days or more. In the context of a small business that is undoubtedly a criminal
penalty as it is completely out of proportion to the tax at risk. We of course fully accept that it is a reasonable
penalty in the context of MTIC fraud, and would have no problem with the provision if the power were only
available where HMRC had reason to suspect that the trader concerned might be part of a supply chain in
relation to MTIC fraud.

We would also point out that the only obligation on HMRC is to have reasonable grounds to believe that the
records specified in the Direction might assist in identifying unpaid VAT. There is no requirement on HMRC
to take any account of the burden that the Direction might impose on the business and no requirement even
to weigh up such a burden against the potential loss of tax that HMRC are seeking to counter. We believe
that they ought to be required to take account of both of these factors. Furthermore because of the potentially
draconian nature of these powers outside the context of MTIC fraud, we consider that the VAT and Duties
Tribunal ought, on appeal, itself be entitled to consider not only the need to protect the Revenue but also the
need to avoid imposing burdens on a business that are disproportionate to the tax at risk. Currently the
Tribunal is limited to:

(a) considering whether at the time HMRC made the Direction they could have been reasonably
satisfied that there were grounds for doing so, ie that the records might assist in identifying taxable
supplies in respect of which the VAT might not be paid, and

(b) considering whether the taxpayer has a reasonable excuse for not complying with the Direction (and
it is hard to see what might constitute a reasonable excuse other than the Direction having got lost
in the post or it having been worded so ambiguously that it was not clear what records the taxpayer
was being required to keep).
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We are also concerned about the new section 69B(4) which gives the Treasury power to increase the penalties
to reflect inflation. Whilst we can see merit in an annual automatic uprating of all monetary limits in the
legislation, we can see no justification for allowing the Treasury to uprate this penalty with changes to other
penalties and to monetary thresholds continuing to require Parliamentary approval.

28 April 2006

Memorandum by the Association of Chartered Certified Accountants (ACCA)

Summary

This document aims to provide some background to understanding the Government’s proposed changes to
Inheritance Tax on trusts. We outline our main concerns and suggest some solutions.

The Issue

Many family wills set up a trust for the surviving spouse and then for the children for good social reasons,
including:

— to protect and provide for the children in the event of the second spouse’s re-marriage;

— to look after a child who is unstable or financially reckless; and

— to limit access to money until the children are 25 years old.

In addition many parents want to give assets away to their children during their lifetime but wish to ensure
that such assets are kept in trust until the children are financially responsible.

The Problem

A press notice released by HMRC after the Budget set out changes which will have the following eVects for
many trusts:–

— Reducing from 25 to 18 the age at which children must be given access to money without a financial
penalty where assets are left to them in a Will. Existing trusts already set up are also aVected.

— A new inheritance tax charge in many cases where assets are left in trust on the death of the first
spouse rather than, as normal, after both husband and wife have died.

— A new Inheritance Tax charge at up to 20 per cent on all lifetime settlements other than for disabled
beneficiaries. Thereafter there would be a tax charge at up to 6 per cent every 10 years and when
beneficiaries receive capital. This proposal would aVect many lifetime trusts set up or varied on
divorce for the spouse.

— A new Inheritance Tax charge where life assurance policies are held in trust and the life assured is in
ill health or dies just before a 10 year anniversary. Such policies are often taken out to provide cash
for dependents, not to avoid inheritance tax charges.

These changes will potentially aVect a large number of people. A STEP survey of members on 31 March found
that at least 1,000,000 wills (which include trusts) are aVected.

Moreover many families have life-insurance products which are, in fact, written into trust. The insurance
company, Skandia, estimates 4,500,000 policies are potentially aVected although the charge is arbitrary
because it will often depend on when the life assured dies in the cycle of the trust.

In addition many people want to set up trusts for themselves. This involves no tax saving as such but can help
to protect them from their own improvidence in the future. Now such trusts will suVer an “entry” charge of
up to 20 per cent. It is also of particular relevance in Scotland where people wish to control fully succession
to their estate.

Changes are clearly required and these organisations are proposing:—

(1) A postponement of the implementation of the Government’s proposals until proper consultation
has taken place.

(2) All trusts for spouses or civil partners whether on lifetime or on death to be exempt from inheritance
tax, with inheritance tax only applying after both have died as previously.
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(3) Any will trust to be able to specify that the children (or any other minor beneficiary) receive capital
at 25 without a financial penalty, rather than having to take outright at 18 when they can still be
relatively immature .

(4) Divorce settlements for spouse to be exempted from the new Inheritance Tax charges, as previously.

(5) Trusts for the settlor himself to be exempt from inheritance tax until the death of the settlor as
previously.

(6) Existing trusts for children not to be taxed adversely provided that the beneficiaries take entitlement
to income before April 2008 (the stated cut oV date for existing lifetime trusts).

(7) Extend the definition of disabled person, for the purposes of trusts for disabled people, to be brought
into line with that in the Disability Discrimination Acts 1995 and 2005.

The Detail

The Government’s proposals

1. Remove inheritance tax exemption on trusts for surviving spouses in many cases

The Government is proposing that if a person dies after 21 March 2006 and under their Will their assets are
left in trust for their spouse (very common in second marriages) the spouse exemption will not be available,
except in limited circumstances. For example, if the trustees have any discretion over capital to pay out to the
children (often needed in case the surviving spouse remarries) there is inheritance tax payable.

Problem

This aVects all wills where the person has not yet died and could leave surviving spouses in a very vulnerable
financial position if they have to sell the house to pay inheritance tax due. It could even aVect some intestacies
in England and Wales where trustees are given statutory discretions to advance capital on continuing trusts
for the children. Additionally, during the lifetime of the surviving spouse, further inheritance tax charges
would arise every 10 years at 6 per cent. This is an anomaly; as if a trust is not made but assets are left outright
between spouses, there is no inheritance tax paid between husband and wife; there is only one 40 per cent
charge on the second death. People in second marriages will not want to leave all their assets outright to the
surviving spouse. Civil partners who have just remade their wills, leaving their assets in trust for their partner
(common in civil partnerships) will have to remake them!

2. Reduce age at which children can take capital from a trust, without penalty, from 25 to 18

There is also a proposal to reduce the age, from 25 to 18, at which children must receive funds from a will trust
without attracting a financial penalty.

Problem

The key point here is that 18 is not a suitable age for people to inherit and take full control of significant assets
in trust, and that 25, an age limit originally introduced by Labour, and the age at which tax credits are given, is
a far more suitable point. A sudden windfall at 18 is far more likely to be squandered and to fund irresponsible
behaviour than at 25. This is especially the case as a growing proportion of 18–25 year olds will be in further
or higher education, a policy particularly favoured by this Government.

3. Inheritance tax may now be due on assets in trust when a couple divorces

Currently the house and any assets in trust can be left, under a court order on trust for say, the wife, to be split
between the couple years later when the children reach 25.
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Problem

Divorce settlements may often settle assets on trust for the spouse or split an existing trust between spouses
so they each take a life interest. Such arrangements will now often attract inheritance tax upfront at 20 per
cent plus continuing inheritance tax charges at 6 per cent every 10 years, The husband may also be required
under court order to settle assets on trust for his children—inheritance tax may be payable immediately at 20
per cent and there would again be further charges every 10 years.

In a nutshell, inheritance tax will have to be added to the many costs of divorce.

4. Inheritance tax on life assurance policy pay-outs

It is usual for a life assurance policy pay-out to be written in trust for the spouse or children.

Problem

The proceeds may now be liable to inheritance tax in two circumstances. First if the life assured dies before
the 10 year anniversary when the trust was originally taken out and the trust is not ended at the 10 year
anniversary. If there are any trusts continuing after the death these could suVer tax at 6 per cent.

Second if the person taking out the life cover is in ill health at the 10 year anniversary of the trust. In these
circumstances there could be an inheritance tax charge at 6 per cent on the value of the policy.

Many people who take out life cover for their dependants are not well oV and do not have other liquid
resources apart from their hard earned wages. Hence they take out life cover to protect the spouse and
children. Just because they happen to die before or shortly after a 10 year anniversary should not aVect the
amount of inheritance tax payable. It is suggested that life policies should be exempt from inheritance tax at
least until such time as the policy proceeds are paid out.

5. Definition of disabled person

The Government proposes to keep privileged tax treatment for trusts which are for disabled people.

Problem

At present, the advantages of disabled persons’ trusts are curtailed because the definition of disabled person in
use for those purposes is so restrictive. If the existing definitions in the legislation on IHT, CGT and vulnerable
persons’ trusts continue to be used, the eVect will be to exclude important groups of disabled people from
benefiting, such as people with mobility problems, those with learning disabilities, and those who have an
underlying entitlement to the disability benefits mentioned in the current tax definitions but have not claimed
them. It would also be counter to wider Government policy which is to use the definitions of disability and
disabled person set out in the Disability Discrimination Acts 1995 and 2005 as standard, and these are the
definitions we propose should be adopted for the present purposes.

May 2006

Examination of Witnesses

Witnesses: Mr Robert Maas, Technical Director, Institute of Indirect Taxation, and Mr Chas Roy-
Chowdhury, Head of Taxation, Association of Chartered Certified Accountants, examined.

Q141 Chairman: Good afternoon. You are familiar Mr Maas: I would be happy to give my comments,
but they will be personal comments, not the Institutefaces, if I may say so, and you are very welcome to
of Indirect Taxation’s comments.help us in our deliberations. Before we start, Mr

Maas, you are, as I understand it, representing the
Institute of Indirect Taxation. You are very welcome
to stay for the whole of the proceedings, if you would Q142 Chairman: So, when it comes to the VAT
like to do that, and we would welcome your questions, you will be speaking for the Institute,
comments on a wider range of issues. otherwise you will be speaking for yourself and your
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Mr Roy-Chowdhury: I think one of the problemsexperiences. Fine. Mr Roy-Chowdhury, you will be
about the options as well is that the approved optionsspeaking for everybody else—well, speaking for the
schemes, if you look at the 1984 legislation, which isnation, as we hear you from time to time.
basically the one you go back to, allows rewards of upMr Roy-Chowdhury: For the Association of
to around £30,000, which when you index that fromChartered Certified Accountants.
1984 to today is getting a bit inadequate in a number
of cases, and that might be something else to look at

Q143 Chairman: Right, let us start. If you would like rather than purely looking at the anti-avoidance
to introduce yourselves and then we will start with the aspects.
questions.
Mr Roy-Chowdhury: I am Chas Roy-Chowdhury, Q145 Lord Barnett: I think you are agreed that the
Head of Taxation at the Association of Chartered Government needs to do something about major
Certified Accountants, ACCA. tax avoidance schemes through the employment
Mr Maas: Robert Maas, Technical Director of the methods which have been used, and you have no
Institute of Indirect Taxation. I am a tax partner at a objection to that?
small firm of chartered accountants and do tax across Mr Roy-Chowdhury: Absolutely. I think in general,
the board, but spend about 40 per cent of my time where we have had cases of tax avoidance in the
on VAT. broader sense, clearly I think people who have

indulged in those areas have something to answer for.
But I think today with the avoidance reportingQ144 Chairman: Thank you very much. I wonder,
regime most firms, most accountants and mostfirst of all, if we could talk about the avoidance of
people are not really on the whole involved in what

direct tax and the employment-related securities would be termed “unacceptable tax avoidance”, and
issues. I wondered what has been your experience it is probably the boutique organisations which might
generally of the operation of the rules to ensure that be marketing such schemes. So in some ways it is not
all value received by way of employment awards in a very mainstream occurrence.
connection with shares or other securities is subject to
income tax at an appropriate time?

Q146 Lord Barnett: Are your members happy withMr Roy-Chowdhury: Generally speaking, the
the retrospective nature of some of the measures, iefeedback we have received is that we feel the system
backdating it to when a particular minister makes a

works relatively well in terms that the income tax statement, such as 2 December 2004?
does bite at the time you would expect. The system Mr Roy-Chowdhury: No, that leads to a huge degree
itself does operate fairly eVectively in most cases and of lack of clarity of what the law is meant to be doing,
I suspect that Clause 92 is really looking at the one and uncertainty in terms of the integrity of the tax
per cent of situations where perhaps that is not system itself. One of the things I was going to say is
considered to be the case. In some ways what I would that there should be a form of clearance system so
also say, digressing to some extent, is that the move that people actually know—because, as Robert was
has been away from options to other types of areas, saying, it is a minefield in terms of complexity—if
so in some ways perhaps this is slightly behind the they inadvertently trigger a mine. The Revenue said
curve in terms of the legislation. at the Finance Bill Open Day on Monday that there
Mr Maas: I think there is a big dilemma in so far as would not be a clearance procedure, but there clearly
the system is now getting so complicated that it is needs to be some mechanism for the taxpayers to
very hard for anybody to follow it. The new system, have certainty in what they are doing.
when it was introduced, I think everybody welcomed
because it was a big improvement on the previous Q147 Lord Barnett: So what would you like to see
system. But most businesses, certainly most small done?
businesses, do not try sophisticated avoidance Mr Roy-Chowdhury: I think, if this clause comes in
schemes. They do very straightforward transactions. the way it is, then people who want to put a share
They want to give shares to the employees, or sell option scheme in place, which they feel may be
shares to the employees, and I think it is getting to the caught by some aspects of the legislation, can go and
stage where, because a very tiny minority of scheme get clearance.
promoters are selling more and more complicated Mr Maas: Could I just add that I think the
schemes, the legislation is getting very hard for Government has a big problem here, because the sort
anybody to follow. I think people are tending to shy of money involved in a lot of these schemes is very
away a bit from share schemes and to say, “Well, why large, because they are basically PAYE schemes and
don’t we just give the shares now, or sell the shares they are mainly done for big bonuses. What is
now, because we know we won’t have any tending to happen is that I get people knocking on my

door saying, “I’ve got an employment incomecomplications”
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created by this very prescriptive way of directing thescheme. Are you interested?” I saw a guy about six or
nine months ago who said, “If you want to do it, tax system.
make up your mind today because we have to notify
the Government and they’re going to stop it.” I think

Q150 Lord Sheldon: You would not like to considerthat, unless the Government finds a way to stop that
further and perhaps drop a note to us as to which ofsort of climate, to actually stop people marketing
the 17 you think might have some loopholes?these very artificial schemes, it is really hard to see
Mr Roy-Chowdhury: I will try to send one, yes.1that they can do anything eVective other than
Lord Sheldon: Thank you.retrospective legislation. Although none of us likes

retrospective legislation, it is very diYcult to see a
sensible alternative in this area. Q151 Lord Vallance of Tummel: My question comes
Mr Roy-Chowdhury: Yes, I think Robert is really in two parts. The first one is, what are your views
reinforcing what I have said. It is really these now about the eVectiveness of the tax avoidance
boutique organisations, which most of us have disclosure regime introduced in 2004 in the light of
nothing to do with whatsoever, which tend to be both the outcome, as illustrated by Clause 92 and the
involved on the peripherals what the Government Schedule 6 measures, and of your own experience to
may label unacceptable tax avoidance schemes. date of the compliance programme? Secondly, on 28

April this year HMRC published draft regulations
which modified the regime and a partial regulatoryQ148 Lord Sheldon: There are 17 provisions in
impact assessment. Could you give us your initialSchedule 6. Which are the matters which we should
reaction to those?be dealing with amongst these 17? Could any of
Mr Roy-Chowdhury: The feedback I have had on thatthese measures have some eVect on the market
is that we have a situation where the legislation isoperations which could impede normal commercial
fairly new. We think that conceptually it is actuallytransactions?
fairly sound. It is quite innovative in many ways andMr Roy-Chowdhury: The feedback I have got on this
we think that, when the legislation first came in, a lotis that the 17 provisions in Schedule 6 are variants of
of the information probably came through to thea theme in terms of matching non-taxable dividends,
Revenue and therefore it was considered to be a veryoften with taxable deductible interest, and exploiting
eVective tool as well by them. It has now petered outdiVerent accounting treatments.
to a large extent, hence the way the Revenue has
sought to broaden the scope. Going back to

Q149 Chairman: I wonder if you could both speak something I said earlier, I think now firms have a
up a little bit so that we catch what you say. much higher moral code when it comes to tax issues

and tax planning and they seek not to indulge inMr Roy-Chowdhury: If I could just repeat that, the 17
certain types of tax planning areas where theyprovisions in Schedule 6 are variations on themes of
perhaps otherwise would have done in the past. So Imatching non-taxable dividends, often with tax
think in the round there is probably less to disclosedeductible interest, and exploiting the diVerent
anyway, and I think that in some ways, while theaccounting treatments. From the ACCA’s point of
legislation has caused additional concerns in terms ofview, we do not in general have members who are
reporting requirements, in terms of certainty aboutinvolved in these kinds of areas. Obviously on the
the tax system, in terms of whether the new schemeperiphery we have, and in some ways I would
reported will then be shut down, it has been eVectiveprobably refer your Lordships to perhaps seek
from the Government’s point of view and it hasinformation from the specific specialists who deal
created a higher bar in terms of the way in whichwith these sorts of boutique type of arrangements.
firms have raised their game, in the way in which theyMr Maas: It is not really an area I have any
perceive tax planning and areas that they will notinvolvement with. I would not like to comment on
now look at. So in that sense it has been somethingthat.
which is eVective, something which is beneficial allMr Roy-Chowdhury: Again, it is to do with the
round, perhaps, and I think we need to perhaps rowaccounting treatment and how you can exploit the
back and really see if we need to do any more in thisgap between the accounting treatment and the tax
area, because it is already doing quite a lot.treatment, I think in some ways what I come back to

is the situation where we have a lack of consultation
in this whole range of legislation. In some ways where

Q152 Lord Vallance of Tummel: So the complianceyou do not have consultation, even though you may
costs have not really been significant?have the problem of people seeking to avoid the
1 ACCA members I have contact with are not able to provideopportunity before they know the loophole is going

specific examples in this highly specialised area therefore; I referto be shut down, it also leads to bad legislation, and I to my earlier answer to the question. A witness who is a specialist
in this area should be questioned.suspect in the round a lot of loopholes will have been
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think that the disclosure regime actually is workingMr Roy-Chowdhury: I think the compliance costs
have been there, but up until now they have been well. We groan about the size of these Finance Bills,

but the fact is that for the last three years half of thissomething which has been absorbed.
Finance Bill has been generated by the disclosure
regime.Q153 Lord Vallance of Tummel: On the new
Mr Roy-Chowdhury: Yes, I go along with Robert. Iproposals, any reactions to the partial regulatory
think one of the concerns about the way a lot of whatimpact assessment?
is called tax avoidance legislation is generated isMr Roy-Chowdhury: I think it is very diYcult to really
usually by the lack of consultation or where theglean fully what the total impact will be of that,
Government just decides to jump in, for example thepurely because on our side we do not really have the
zero-rate of Corporation Tax, and now it has takenfull picture of some of the disclosures which the
out, apparently, a whole load of anti-avoidanceRevenue is getting, and I think it would be quite
measures against it. It needs to consult moreinteresting to actually get some of that so that we
eVectively and more fully on areas where it doescould fully express our views on it.
consider there is tax avoidance going on. I think itMr Maas: I think the other thing you have to bear in
needs to actually take on board what is said to it, andmind is that the general feeling amongst practitioners
we will come on to the trust issue, for example, whereis that the old system was working well. The Revenue
it just did not happen on the Inheritance Tax side,had this perception that it was not working well
and I am sure that in years to come there will bebecause disclosure was falling oV, whereas actually
umpteen Finance Bills with so-called anti-avoidancedisclosure was falling oV because there was much less
measures attached to that, because they have notactivity because the system was working well.
consulted. I think part of the problem is that, whereTherefore, it is very diYcult to guess whether the
the Government considers something to be anti-changes, which basically redefined exemptions from
avoidance, it jumps in and legislates without reallyreporting, will actually have any extra impact over
consulting, and it needs to actually row back fromthe old system, because the probability is that
doing that because a lot of the problems would theneverything which should have been reported was
go away for subsequent bills and the volume ofreported under the old system. Just to be fair, though,
legislation that comes through.having said that, one very welcome thing is that the

new system removes a lot of the obligation on small
businesses. So it does remove a very big burden by Q155 Lord Powell of Bayswater: There is nothing
doing that. more which the Government could do to deter this?
Mr Roy-Chowdhury: What I would just add to what Maybe higher penalties, anything which would
Robert said is that, if I did not make it clear, I think finally lead to this problem virtually disappearing, in
when the new legislation came in there was a tail of this quite narrow field we are talking about?
disclosure schemes which had to go in and that is why Mr Roy-Chowdhury: Robert has spoken about a
there was quite a volume at the beginning. That has GAAR. I think from ACCA’s point of view we do
now been done, and so going forward, especially with not think a GAAR would be very helpful at all,
the higher level of internal ethical guidance within a because it creates a great deal of uncertainty and a lot
large number of firms, with the tail having now been of work for the Government in terms of pre-
reported and with the higher bar, that is why the transaction rulings. We live in a dynamic global
number of disclosures is now going down anyway. environment, we live in a dynamic economy, and tax

will never stand still and that is why you will always
have this tension where things are changing andQ154 Lord Powell of Bayswater: But surely it must
opportunities are arising, both for the Governmentbe unsatisfactory that every year the Government has
and for the taxpayer. I have not encountered such ato introduce yet more complex and incomprehensible
run of double-volume Finance Bills before, but Ilegislation to deal with some other wheeze which
think there has always been a trend towards writingsomebody has thought up, and the second it is
amending legislation which has been anti-avoidance,introduced some crafty fellow thinks of a way around
perhaps, in the past and the trend has just becomethat, so next year there will have to be another bit in
more extreme. But I think the way forward is perhapsthe Finance Bill dealing with it? Is there not some
a greater bringing within the tent of people who canbetter alternative way of dealing with this?
help the Government get the legislation right in theMr Maas: It is very hard to come up with a better
first place.way. Some years ago the idea of a General Anti-

Avoidance Rule was floated, but the general feeling Mr Maas: I think when you come to penalties you
need to realise that tax avoidance is actuallyat that time was that the problem of a GAAR,

particularly the uncertainty it caused, and the need complying with the law, even though it may not be
the way people wanted the law to be complied with,for a clearance system extended to operate to the

point of view of HMRC made that impractical. So I and you cannot penalise somebody for doing what
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Union, which is based on the sixth VAT Directive,they are legally entitled to do. So all you can penalise
is not disclosing things up front, and both of us think again one set of principles but a lot of divergence. So

I think that, whilst it is something which conceptuallythat disclosure up front seems to be working.
Mr Roy-Chowdhury: Yes. is quite enticing, in reality it may be that it will not be

a much diVerent system to today, other than perhaps
you have a very expensive (on both sides) clearanceQ156 Lord Powell of Bayswater: The warning the
procedure which would be required. Whilst I do notGovernment gave, in December 2004 you think is the
disagree, I do not necessarily agree. I think wegreatest deterrent it can come up with? It has said that
perhaps need to do more work and think throughin future it would extinguish tax avoidance schemes.
what it might mean at the end of the day.You had to declare them to the Revenue and then

they would be stopped.
Mr Maas: I do not think it is possible to stop Q158 Lord Paul: If we can move on to Missing
completely schemes in this area because there is too Trader Intra-Community fraud, Clauses 19 to 21,
much demand from high earners to reduce their tax what was your impression generally of the operation
bills. I think the number of schemes has very much of the 2003 legislation to combat MTIC fraud,
fallen and what has happened now is that you are especially from the point of view of those who were
getting some very aggressive schemes. I suspect that compliant but who might have inadvertently found
the Revenue is saying, “We need to stop these themselves caught up in the supply chain?
because they are very aggressive. We need to make a Mr Roy-Chowdhury: I think it is highly draconian. It
stand against them being aggressive.” I am not sure has been shown not to be in line with European law.
that you are any more getting the sort of scheme If there is a problem with a chain, then if there is fraud
where someone has got a scheme and it is sold to 50 within the chain of transactions then the Revenue
or 60 businesses before it is stopped. authorities and governments should go after the
Chairman: I think we would now like to move on to fraudsters and not go after innocent third parties.
the VAT question. The argument has been, at the time the legislation

came in, that there are no innocent third parties in
these chains of trade, they are all part and parcel ofQ157 Lord Vallance of Tummel: My Lord
the fraud. I think the reality is that that is not alwaysChairman, before we do, could I just add a follow up?
the case. We are getting a lot of spurious pressWould not one way of stopping this be to have a
comment about how professionals have been oilingstatement of principles as to what was acceptable and
the wheels (the Guardian article this week) of thesewhat was not, and then have a system of pre-
sorts of fraud, not doing suYcient due diligence, butclearance of these schemes, rather than waiting for a
we never have names named so that we can takecouple of years or so and deciding retrospectively
action against them as professional bodies. I think itthat they were not right?
would be quite useful if we actually had anMr Maas: Conceptually, I would not disagree too
understanding that yes, there are huge amounts atmuch. I would not agree, but I would not disagree too
stake. I just saw the trade figures today on mymuch. But I do think you need to appreciate how
Blackberry while I was waiting and the adjustmentsexpensive a clearance system is. If you look at the
for possible VAT fraud are quite staggering. I am nothistory of clearance systems, we had a lot of clearance
sure how the figures are ever known, but they aresystems introduced up until about the mid-1970s. We
quite staggering. So nobody has any sympathyhave hardly had one since then because the Revenue
whatsoever with fraudsters, people who evade tax,has always said, “Clearances are far too costly for us
criminals, but I think what we need to do is to maketo operate.” On the question of a statement of
sure we do not push the legislation so far thatprinciples, the big dilemma is where do you strike the
somebody has got to pay the price, so it does notbalance between countering tax avoidance and
matter whether you are innocent or not. I think thatleaving businesses with a reasonable degree of
is the approach in that legislation and it is wrong.certainty, because if businesses do not know the eVect
Mr Maas: I would agree 100 per cent with that. Thereof their transactions then they just will not do them
are three other points I want to make. The first is toand it is not necessarily a good thing to deter people
stress that I think the diYculties—and I am not surefrom paying bonuses, or whatever it is, which gives
we know the answer to it—is very clearly that firstlyrise to the desire to avoid tax.
MTIC fraud is a big problem. The Customs estimateMr Roy-Chowdhury: I entirely agree with Robert.
it is £1.1 billion to £1.9 billion a year, so we areThe only analogy I would draw with that is, for
talking about a billion and a half. Just to put that intoexample, in accounting. Accountancy in the UK
perspective, that is four times the money theis based on principles, and yet you could have
Chancellor gave away to schools in the last Budget.around that broad set of principles a number of
So every year there is a huge amount of money beinginterpretations. If you look at another side of the

coin, the single VAT system within the European lost. There is no doubt about it, something has to be
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Mr Roy-Chowdhury: I think Robert is actually rightdone. However, the second point I would make, and
really it is endorsing what Chas said, is that the in that respect. The thing I would add is that there

was a solution on the table in the 1990s of a singlepeople dealing with MTIC fraud in Customs do have
the perception that there are no innocent traders, that VAT system within the European Union, or

European Community, which did not go forwardeverybody in an MTIC chain knows what he is doing,
which is not right. It has created a huge extra burden largely because of a lack of trust between

governments in terms of how the pot of VAT wouldon businesses. Anybody dealing with mobile
telephones or computer chips, which are the two be shared out. I think that is probably the single most

eVective way of solving the problem. Whether thatareas where you get most MTIC fraud at the
moment, is very scared. They are going to Customs would actually ever happen so that basically Europe

will be treated as a single country—it probably wouldfor the least thing for guidance. So it has created a lot
of extra burden. Whether it has achieved anything, be very diYcult to happen—but clearly, if there are

billions and billions of pounds or euros of VATwe wait to see. We had the ECJ decisions in Bond
House and Optigen, I cannot remember the name of missing within the system in the whole of Europe,
the third case, and basically the ECJ said, “We think then that is a pretty big incentive for governments to
in these cases the legislation goes too far. However, get together and think, you know, “Shall we split the
we can envisage situations where it is reasonable to diVerence?” and actually work towards that. It does
go to the innocent third party because what he has mean the use of the “h” word, harmonisation,
done is so lax that it falls below any sort of reasonable because of the zero ratings and all that sort of thing
standard.” My understanding is that there is a around Europe. But it is probably the most eVective
number of cases where the business has been forced way other than going perhaps to a sales tax, which
into insolvency, and I think Bond House itself has then presents its own problems. I am going on to the
been forced into insolvency. There are, I believe, a question about Clause 19, I am afraid, but then you
number of claims against Customs as a result and I have to decide which is the worst. Are you going from
think the 2003 legislation will be judged on the results the frying pan into the fire or not? Whether you do
of those claims, because if Customs are right that move towards that single tax, VAT, system, or
there are no innocent traders involved, then I suspect whether you go to a sales tax system, which then has
the courts will not award damages to these people. If a lack of self-audit which VAT is meant to have
Customs are not right, I suspect they may end up within the system, which the reverse charge under
having paid out more than they got in as a result of Clause 19 will introduce. So you could then have
the 2003 legislation. direct tax implications for that. While I entirely agree

with Robert, I think it is 50:50; it is not a done deal as
far as the Commission is concerned on the grant ofQ159 Chairman: It is even worse, is it not, than you
that derogation. I spoke to them today, so we willput it? We listened to the Customs & Excise, who told
have to see what happens.us about it in 2003, and we heard the fears. But the

fact of the matter is, according to press reports, the
figures are significantly worse than even HMRC has Q160 Chairman: Yes. I have a feeling that, if we were
admitted. So was it the legislation which was wrong? to recommend to the Chancellor that he abandons a
and, if it was wrong, what should have been done UK VAT system and presses for a European system,
instead of that? and what would you do now if you we would not get a very favourable response to our
were running the Customs & Excise? How would you recommendation.
deal with it? We all admit there is a lot of money Mr Roy-Chowdhury: No, you would not.
which should be collected.
Mr Maas: Nobody knows the figures, by definition,

Q161 Chairman: There are clearly also diYculties inbecause it is money which has not been collected. I
doing that which we have not explored. So, puttingthink what needs to be done is what Clause 19 is
that on one side for the moment, do you thinkdoing, which is introducing a reverse charge. That
Clauses 19 to 21 are as much as could be done in theshould have been done in 2003. We do need a
present circumstances to improve the situation?derogation, but I think we will get a derogation
Mr Maas: I think Clause 19 is the solution. Whetherbecause it is not a UK problem, it is an EC problem.
you need Clauses 20 and 21 if you get Clause 19, I amThe real diYculty is that it is an underlying problem
sceptical.of the VAT system and it is hard to see, other than

creating a reverse charge in the way we propose to do Mr Roy-Chowdhury: I think there is an awful lot of
it or creating a reverse charge on everything, which is work involved for traders in the other clauses. I think
what Austria, I think, is doing— 19 is probably the best solution that is possible at the
Mr Roy-Chowdhury: So you have a sales tax. moment but, as I say, I think it could lead to a lack of

self-audit within the system and hence create directMr Maas: —how you could stop it in the context of
the system of VAT. tax losses, direct tax fraud, and the fraudsters
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Q164 Chairman: This is why you say it is a sales taxactually just move elsewhere anyway because you still
have a VAT system. in eVect?

Mr Maas: Yes.
Mr Roy-Chowdhury: Yes, because there is nothingQ162 Lord Barnett: Do you believe there is any truth
going on in the middle of each transaction chain; it isin the article in the Guardian the other day which said
taxed at the end.that organised criminals—who I assume are not

amongst your members, obviously—are stealing up
to £5 billion a year, possibly rising to maybe Q165 Lord Barnett: We have this statement, and I
£7 billion? Do you think there is any truth in that, would like your views on it, where they say these
because you said before that nobody knows how criminal gangs—the trouble is, these are not your
much is going missing? members so you cannot really know about them (at
Mr Maas: I do know where those figures come from least, as I say, I am assuming they are not)—have
and, as I say, they are vastly diVerent from the figures developed software which allows them to create
which Customs quote, which is £1.1 billion to virtual carousels in which no goods change hands
£1.9 billion a year. There is certainly organised crime and this is where the billions are going missing.
involved, but the level is anybody’s guess. Despite what my Lord Chairman said—and he is
Mr Roy-Chowdhury: If I may just interject, I noticed right that the Treasury, in particular the Chancellor,
that in that article HMRC were quoted and you do is not mad keen on using the European Union on any
wonder where the figures come from, whether they tax matter at all—is it, in your view, impossible for
are being quoted. As I said before, they were our legislation through these masses of Finance Bills
concerned about lawyers not being involved in (a lot of them which I introduced as well for many
facilitating this fraud and we have had the same said years) to be eVective on intra-Community frauds?
about accountants, and what we have said in Mr Maas: Yes, that is my view, because the diYculty
meetings (one on 9 January this year) to the head of of intra-Community fraud is that the community
HMRC is, “Give us the names. Give us the details itself says goods have to come into the country VAT-
and we will look into it. We have disciplinary free if they come from another Community country
procedures.” But that never happened, so to what and they have to go out of the country VAT-free if
extent it is a case of blame-shifting and generating they go to a non-Community country. So the
spurious figures—because, as Robert says, I do not opportunity to go missing with a big chunk of VAT
know if it is £5 billion or £5 million. It could be any only occurs because the system itself requires the UK
number of figures and I do not know where those to let goods in and out VAT-free but charge VAT at
figures are coming from. intermediate stages.
Mr Maas: I find it hard to believe those are Mr Roy-Chowdhury: Yes.
Customs’ figures. Chairman: That is disturbing, but very helpful. I am

going to move on, but does anybody want to raise
Q163 Lord Barnett: Given that most of us do not any more points on VAT?
believe what we read in the papers, I accept the point
you are making. You do not know the figures, but

Q166 Lord Sheldon: I am looking at the A&M andthese two journalists have put specific figures down.
IIP trusts. If we consider the numbers aVected, theThe main point really is that the losses are rising, as
views of the Government and the professions are inwe understand it, whether these figures are right or
stark contrast, because the Government talks aboutwrong. In those circumstances, how could the 2003
a small number of very wealthy people and theAct have been eVective? and will Clauses 19 to 21 be
professions talk about the numbers running intoany more eVective?
millions. How can we reconcile these two views?Mr Maas: The 2003 Act has not been eVective, unless
Mr Maas: I think there are two issues, my Lordyou regard putting people out of business whom
Chairman. One is that I do think that many of theCustoms suspect but do not know are involved in the
professions are exaggerating the problem. Secondly,fraud as eVective. So far as the 2005 Act is concerned,
however, where the problem really arises is on willswhat Clause 19 does by introducing a reverse charge
and on insurance policies because, if you take wills inis that it eVectively says, “We only collect the tax at
particular, there is a vast number of wills where theeach stage of the chain on the uplift in value,” so the
will has already been written but the trust will notfigures that are available to steal at any one stage in
come into existence until the individual dies. Thethe chain are much lower figures. At the moment an
Government is assuming that everybody re-writesMTIC chain very often will have 12 or 14 companies
their wills every two years and therefore this will notinvolved in it and one of those will go missing. Under
be a real problem because they have allowed a twothe new system all 12 will have to go missing, or the
year transitional period. Unfortunately, in the realamount that a missing trader can take out of the

system will be very much smaller. world everybody does not re-write their wills every
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Gains Tax and did not cover Inheritance Tax, and alltwo years, and that, I think, is where most of the
diVerence arises. of a sudden that is what the bulk of this legislation is

about. I think that is what the concern is, that whereMr Roy-Chowdhury: Yes, because I think the number
that we have bought into is a million, which I think we have a lot of consultation we spend a lot of time

responding or having meetings with the Revenue andis extremely conservative, and in terms of the actual
numbers, one of the bodies that we were in then they go and do something completely diVerent.

It really goes back to what we were talking about inassociation with on the document I circulated
actually canvassed its members and it came up with terms of tax avoidance, poor legislation and re-

enactment subsequently. I think the feedback wesomething like 800,000—plus people who would be
aVected. Then for the members who were not able to have had in terms of the forestalling part, if they had

consulted on what they considered to be anti-reply they extrapolated, very conservatively, up to
potentially a million, and I think that is a very big avoidance on Inheritance Tax, is that a lot of the

situations we had for A&M and IIP trusts were thatunderstatement of those who might be aVected. As
Robert was saying, I think everybody would really they are not about tax avoidance, they are there as

vehicles to safeguard assets from children who arehave to take the Government line and go and
examine their wills in the next two years if that is considered too young to have those assets. So people

would not go away, in terms of the forestalling, andactually going to happen, and that is where the
diVerence has arisen. I think the Government just has change their wills, change their trusts, because they

were consulting in this area. So I think it is spuriousthe wrong starting point in believing the way that
society operates, because looking around the table I and bogus for the Government to say that, if they had

consulted on this area, then people would have runwould be very surprised if most people here do that.
Mr Maas: You need to appreciate that virtually every away and changed their wills and their trusts and they

would have lost a lot of the tax. That is not the waywill where there are children involved creates a trust,
because virtually every one wants to use up the nil society works and that is not the way these trusts

work which they are trying to attack.rate band to pass money to the children. Nobody
wants to pass money to the children when they are
very young and, as you cannot know how old you will Q169 Lord Vallance of Tummel: If it was spurious,
be when you die, you automatically write a trust into and so on, do you think there was any other motive
your will. which the Government might have had for not

consulting as fully as you would have wished?
Mr Roy-Chowdhury: I think the Government feelsQ167 Lord Sheldon: I can understand there is a

diVerence here, but the re-writing of wills surely that it never gets 40 per cent tax for Inheritance Tax
out of the A&M and IIP trust regime which currentlywould not result in such an enormous diVerence

between a very small number of very wealthy people exists and it wants that 20 per cent.
Mr Maas: Could I just add that I actually wouldand those that run into millions? The diVerence just

seems too big for that. disagree on the forestalling. I think there would have
been forestalling. However, I think it is an area whereMr Maas: Are you suggesting, my Lord, that there

are not millions of people who have wills in the what the Government could have done would have
been to have announced in December or Januarycountry?

Mr Roy-Chowdhury: I think that is precisely it, I am what they proposed to do and say, “The legislation
will be eVective from the date of this announcementafraid. I do not know why the Government has come

up with such a low figure, but clearly if you have a will and we are now going to consult on the shape of the
legislation.”which does set up a trust you need to examine that to

see if you are aVected or not. You probably will be, Mr Roy-Chowdhury: They could still do that.
Mr Maas: So I do think forestalling would have beenso you need to go back and re-examine exactly how

you want to set that trust up. a problem, but there are ways in which it could have
been tackled. The other thing I think I ought to admit
is that there was a very tiny number of interest inQ168 Lord Vallance of Tummel: Could I take you
possession trusts which actually were used forback to the consultation process and ask you what
elaborate avoidance purposes and I think this isyour reactions are, how successful that was, and
largely a case of somebody saying, “These have beenspecifically if the consultations had been extended to
used for avoidance. Let’s shut them down,” withoutcover the provisions of Clause 157 and Schedule 20,
actually thinking through the implications of doinghow could HMRC involve restoring, in particular, a
do.trust set up in life?

Mr Roy-Chowdhury: What I say first of all, and
obviously Robert will have good experience of this, is Q170 Lord Vallance of Tummel: Would your

admission extend to saying it was a tiny number butthat first of all the consultation was extensive,
detailed, and it covered Income Tax and Capital of very high value?
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automatically virtually the best solution and that allMr Maas: I personally have not had any involvement
in such trusts, but my understanding is that there was of these things are future things. So you have simply

to change that and say, “Well, grandfathering, ina device where you created an interest in possession
trust and then turned it into a discretionary trust. history, doesn’t deal with that.” The third issue which

I think has created a very major problem is thisMr Roy-Chowdhury: I think what Robert says on this
concept, which nobody can understand, that childrenis that there is, again, a vast majority of people—99
are adult enough at 18 to handle their own money.per cent, more than that—who have nothing to do
All those are things which the Government couldwith these sort of tax avoidance methods, but those
tackle. It could say, “OK, we will leave this system,are probably the ones which the Revenue sees and
but we will improve the transition. We will do awayhence perhaps it is a case of what is their perception
with the fact that you must take the money at 18, andof what is going on. It is looking at the bad eggs,
in particular we will cope with existing wills. We arewhich then tarnishes the overwhelming majority of
saying we will grant it for all existing wills.” I think agood eggs, and that is why we have some of the
lot of the problems will disappear.legislation we currently have. I think there were

mechanisms to consult on this and Robert has Mr Roy-Chowdhury: Yes, I entirely agree with
everything Robert says. I think there is still time nowpointed out one where it would have stopped a lot of

the forestalling. As I have said, the feedback I have for the Government to say, “This legislation is going
to come in from X,” a date when the Finance Bill ishad is that people do not consider there would have

been a lot of individuals out there changing their wills published, perhaps, “and then consult and look at the
best way forward.” We have had precedents for thisif this was being consulted on.
in the past where the Government has sought on
Corporation Tax to stop oVshore mixing and then it

Q171 Lord Powell of Bayswater: Coming back to consulted and wrote back and introduced onshore
this rather broad point, it seems to be common mixing. So it has happened in the past. There has
ground that these trusts were used by a small number been legislation put forward which the Government
of people to avoid tax. That is obviously the has realised would cause problems and has written
Government’s view and I think the profession admits back, and that can still happen now. I think on the 25
that that is the case and says it is a small number who age issue, it seems very diYcult, it is almost as though
are probably quite wealthy and therefore large it is a case of jealousy that you have a lot of people
sums were involved. So one can argue that the who do not have over £285,000 they might inherit
Government has a perfectly legitimate case for trying and so the age of 18 is good enough for a child trust
to catch the tax avoiders. But the way it has drafted fund and so it is good enough for everybody else. It
the legislation it actually catches a lot of people who does not seem as though it has any relevance in the
should not be caught by it at all, who have just simply real world where, you know, people do have houses
got wills which leave things like insurance policies in in Middle England (as it is known as) which are
trusts, and it has caused unnecessary problems for worth a lot of money and they want to give them
those people and it has caused unnecessary problems away to their children or grandchildren. There is a
for people who had a perfectly good social purpose in very big need to have an age higher than 18 where
terms of invalids, or second wives and families, that those assets are acquired without the adverse
sort of thing. If that is the case, is it possible for the tax impacts which the Government is currently
Government, do you think, to re-draft in a way which introducing.
catches the avoiders and leaves the harmless people Chairman: You have given us a lot of very helpful
whole and does not cause problems for them? Or has information on all sorts of areas and we are where we
it gone beyond a drafting problem in terms of re- are. The Government has announced what it is going
opening the whole issue of trusts, so we are now to do, the Finance Bill is either being published or has
lumbered with major changes which will hurt the been published and it is going through the Committee
innocent as well as the guilty? Stage in the Commons, and we are going to make our
Mr Maas: If I could just take a step back. I find report before the Report Stage. You have indicated
myself in great diYculties because for years I have one area where you think the Government should
been arguing for tax simplification and this is change what it is doing, which is the age of 18, and
replacing two systems with one, so it is definitely you make a strong case for doing that. What else do
simplification. I think that, if when IHT was you think, in specific terms, the Government ought to
introduced you had had a single system for trusts, it consider doing, where we are now? How can we
would have been accepted at that stage. I think the progress from where we are?
real problem with this is, firstly, that the transitional
period is nothing like big enough to cope with
existing situations. Secondly, the change overlooked Q172 Lord Powell of Bayswater: Could I just add to

that, because that is a question I was going to ask,the fact that there is a number of situations where
trusts (not only for wills but also divorces) are too? It seems to me you actually proposed three
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they are not the same as discretionary trusts. I thinkthings. One was extending the transitional period.
The second was eliminating the problem of quite it is a lack of understanding if the Government

considers that is the case, because there is a pool ofsimple wills leaving things in trust such as life
insurance policies. The third was the age. There are individuals in whom the interests may vest, but the

whole operation of the trust is not there to save tax.three things which the Government could do without
sacrificing its legislation if it was so minded? It is there to make sure, in simple terms, that the right

people get the assets at the right time, at the right age,Mr Roy-Chowdhury: That is exactly it really. I think it
could even look to the idea of grandfathering, which and that is it.

Mr Maas: Could I just add a couple of points? One iswould mitigate some of the issues. Quite honestly, the
reason why we have this problem here is because of just to stress that actually this is not wholly anti-

avoidance. Some trusts will be better oV under thisthe PET regime within these trusts, and it is
something which we want to maintain. We want to new system than under the old system, but those that

will be better oV will have more administrativemake sure that does continue, but the Government is
sort of ripping apart a part of the trust regime and burdens on them. I would also say, as I said earlier,

that if this had been introduced right at thestill leaving part of it there, and it is kind of a
disconnect which is causing a large part of this beginning, I think it is a better system than IIP trusts

and A&M trusts as far as Inheritance Tax isproblem. I think grandfathering would be one way,
but I think also what we need is a longer period of concerned, so I would not have a lot of complaints

about the change as such. I think that, if thetransition so that people do not have this huge cost
where we can have the amendments, which will come Government was worried about a small amount of

interest in possession trusts being used for avoidance,to this, in subsequent Finance Bills, not aVecting
where people change now under the legislation which there are other ways to deal with that. They could

have done specific things to stop the avoidancecome in by August this year. They do not necessarily
have to change them because I think there will have happening. On the other question of whether these

are used for avoidance, it really depends on how youto be fine tuning to what is here in the legislation now
in subsequent Finance Bills for it to work properly. define “avoidance”, because the fact is that most

people do not want to die owning all their assets and
pay a lot of tax. They want to start passing themQ173 Lord Barnett: I am just wondering whether we
down to their family sooner rather than later, and ifare asking you to do the impossible in the sense that,
you regard that as avoidance, then these trusts arewhile you accept that there is perfectly legal tax
used for avoidance.avoidance by very wealthy people to avoid
Mr Roy-Chowdhury: What I would add to that, if IInheritance Tax, we are asking you to see if you can
may, is that, if I gave you my house, that would befind a better solution than the Finance Bill as now
potentially an exempt transfer. If, before thisdrafted. But in practice you work for your members,
legislation comes in, I put it into an A&M trust, ityou represent your members, whose biggest fees are
would be exactly the same. So I do not consider thatfrom those very wealthy people. Why would you
to be tax avoidance. They were both within the IHTwant to give us ways of cutting that out altogether?
regime up until the current legislation and you do notMr Roy-Chowdhury: I think complex tax legislation is
avoid tax. So I do not see that these vehicles werebad for everybody because there are opportunities
there to avoid tax if you compare it with thefor mistakes, it brings into disrepute the tax system,
mainstream, the straightforward giving of thoseand I think our members just do not want to make
assets.money out of a situation which is inequitable, the way

that the current regime is being set aside. And I think,
while it is a valid point to make—and it is probably a Q175 Chairman: If you accept giving, so long as you

do it for five years, is not avoidance of tax, then thesevalid point to make in terms of the whole double
volume Finance Bill, it creates work for our things do not add to the ability to do it? Is that

your view?members—I think the reality is that we all want a
simpler tax which we understand and which has Mr Roy-Chowdhury: That is right, yes. It is seven

years, if I could just correct that.integrity, and certainty as the cornerstones of the
regime.

Q176 Lord Paul: If the trust was very simple and
straightforward, why is it that one member of yoursQ174 Lord Paul: How widely, in your view, have

these A&M and IIP trusts been used to avoid says that he is a better expert than the other?
Mr Maas: Well, there are several answers to that. OneInheritance Tax and any other tax avoidance?

Mr Roy-Chowdhury: In my own experience and from is that the way the world operates is that people know
more and more about less and less. I mean, trust lawour mainstream members, not at all, but the reality is

that they have been. They clearly have, so I cannot is probably the most complicated area of law, so
to actually do trusts well—it is a very deepsay, hand on heart, that has not been the case, but
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longer transitional period at the very least would helpspecialisation. With a simple trust you probably do
not need all that knowledge, but with a complex trust significantly in terms of being able to deal with the

huge amount of work which this is going to startyou will.
generating.

Q177 Chairman: Let us move on to a rather specific
question. The proposed rules for IIP trusts protect Q181 Chairman: Just before we finish, I want to go
the cases of second or subsequent marriages, subject back to intra-Community fraud, because there was
to conditions on the death of the last life tenant. Why one question we did not ask you which it would be
does this not deal with one of the main causes? We helpful for us to have your views on. Clause 20
know there is some dissatisfaction about that. What explicitly extends the powers of entry and search of
is wrong with what the Government proposes with premises and persons to enable HMRC oYcers to
regard to second and subsequent marriages? mark and date-stamp goods or their packaging and
Mr Maas: The problem with second marriages is that to scan bar codes. This power is a general one, but the
what most people want to do in relation to the wealth explanatory note says, “The HMRC plan to use it
they have accumulated during the first marriage. only where goods are thought to be involved in an
They want it to be preserved for the children of the MTIC suspect supply chain.” Are you content with
first marriage, and the wealth they have generated that reassurance?
during the second marriage to go to the children of Mr Maas: No.
the second marriage. Therefore, to achieve that you

Mr Roy-Chowdhury: No, and also the costs involvedalmost have to have a trust in your will, unless you
to the trader as well in terms of whether there is goingcan make sure you do not die until the children are
to be compensation. Where HMRC decide to unpackall adults.
everything, are they going to put it back together the
way it was originally found? Just in practical terms we

Q178 Chairman: That is the main thing, it is a question the way it is going to disrupt business within
question of the children being under age and the UK.
therefore you have to have a second trust? Mr Maas: I think there is a big issue, which is that in
Mr Maas: Yes. the context of MTIC fraud what Customs actually

want to do is stamp the outer packaging of the
Q179 Chairman: As divorce settlements for a spouse cartons and scan the bar code. That is all they
become more common in society, what are the actually want to do. But Paragraphs 20 and 21 go
grounds for retaining the status quo of exemption way beyond what they want to do, and I think our
from IHT charges? How far do clean break concern is that MTIC fraud is being used as an excuse
settlements avoid the issue arising? to extend HMRC’s powers very widely without
Mr Maas: I think, when you talk about “clean break having to make a case for extending them beyond
settlements”, you are largely talking about the very MTIC fraud.
rich. With the not very rich, the biggest asset tends to Mr Roy-Chowdhury: Yes, I absolutely agree.
be the house and, with a clean break settlement where
the biggest asset is the house, the only way to achieve

Q182 Lord Barnett: But is not the real problem thatthat is to put the house into a trust.
where billions, or whatever the figure, are goingMr Roy-Chowdhury: Yes.

Chairman: That is a clear and precise answer. missing it is nothing to do with goods? According to
the report, these are all scams involving billions (if
not millions, whatever the figure) which are doneQ180 Lord Sheldon: Do the new rules simplify and
where there are no goods involved at all, which youmodernise the system? If the Government does not
and your members would not know about, oneagree to postpone the proposals being implemented,
assumes?how can compliance costs be kept to a minimum?
Mr Roy-Chowdhury: It probably goes back to whatMr Roy-Chowdhury: I think we have really touched
we were saying—is it really just being used as aon the issues behind this already in terms of
platform, the idea of MTIC fraud, to widen thegrandfathering, in terms of a longer transitional
powers of HMRC in this particular area? Are thereperiod, in terms of the 25 years still being there. So I
really goods which are being shipped around? Forthink they are all ways that we should look to and the
example, I understand that there are now high-valueGovernment should consider. If this is a matter of
vehicles which are being used in MTIC fraud inprinciple and they are going to enact the broad brush
southern Europe. There are all sorts of other devices,of this legislation, then they should look at those
which are virtual, real, which are being broughtareas as a way of trying to mitigate the horrendous
within the net of MTIC fraud and it is a moving feast.expense, the huge amount of work which members of
Is this really about extending the Revenue’s powersthe accountancy profession and the legal profession

are going to have to undertake, and just having a rather than anything else?



3389443010 Page Type [E] 16-06-06 22:31:11 Pag Table: LOENEW PPSysB Unit: PAG1

60 finance bill 2006: evidence

10 May 2006 Mr Robert Maas and Mr Chas Roy-Chowdhury

therefore used for other things, which you think isMr Maas: My understanding is that in general real
undesirable?goods are involved. I do not know where this article
Mr Maas: Yes.comes from. I have certainly talked to the MTIC

people in Customs. They came along to the Joint
Q184 Chairman: That has been very helpful. HasVAT Consulting Committee in April, and again in
anybody got any more questions? Has anybody gotMay, and there has never been any suggestion by
any more answers?them that this is anything other than real goods.
Mr Roy-Chowdhury: One thing I would just like toWhat actually happens is that the goods come into a
say, going back to the trust issue, where we have gotwarehouse in the UK, the ownership of the goods
the 20 per cent tax going in and then the six per centchanges several times whilst the goods are in the
ten-year charge, we are concerned that the six perwarehouse, and they are then exported and later re-
cent ten-year charge may be six per cent today, whichimported.
people could live with potentially, but once it is there
it can always increase. So I think we need to be very
careful about the new regime and the way in which it
could be the thin end of the wedge in terms of

Q183 Chairman: So to the extent they are real goods, increasing tax on these trusts.
if the specific reasons they have given were the Chairman: Thank you very much indeed for coming,
legislation, you would have less objection? It is the and thank you very much for answering the wide

range of questions. You have been very helpful to us.wider context which is the concern, that it might be
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Present Barnett, L Powell of Bayswater, L
Blackwell, L Sheldon, L
Lamont of Lerwick, L Vallance of Tummel, L
Paul, L Wakeham, L (Chairman)

Memorandum by the Law Society for England and Wales

VAT: Avoidance and Fraud

Clause 19: Missing trader intra-community fraud

We question whether £1,000 is a suYciently low threshold to avoid costs for business, although we note that
clause 19(12) permits this threshold amount to be increased. We appreciate that repeated transactions
involving loss of VAT on supplies just below an increased threshold eg £10,000/month would give rise to
material losses of VAT. However the aggregation provisions in new section 55A(1)(d) enabling other supplies
to be taken into account—eg if a customer has already received (on the current legislative proposals) supplies
of £200 the new provisions will apply to other supplies which individually or in aggregate exceed £800—might
suggest a higher threshold could be adopted.

While the language of new section 55A(7) suggests that if the customer does not account for the VAT on the
supply to it that it is required to account for (instead of the supplier so accounting—see new subsection 55A(6))
enforcement provisions will only be taken against the customer, we would prefer that subsection (7) contained
language to that eVect eg insertion at the end of subsection (7) “(and as if it were not a supply made by the
supplier)”. Alternatively, the point could be made clearer if the words “(as well as taxable supplies of the
person making them)” in new section 55A(3)(a) were removed—so making the recipient the only person liable
to account for the VAT, although we suspect that this may be required by the terms of the derogation HMRC
may need to seek.

We are concerned that while these provisions are aimed at goods used or likely to be used in MTIC fraud eg
“chips” in computers or components in or fully functional mobile telephones—the nature of which is that they
are relatively high value to volume—there is no limitation on the type of goods that can be prescribed. We
would prefer section 55A(9) to limit the type of goods that can be so specified perhaps by HM Treasury’s
reasonable belief that the goods are, or are likely to be of a type, used in MTIC fraud. Otherwise suppliers
could find that a wide variety of types of goods had been so specified, perhaps cut down by the terms of sub
sections (10) and (11), so increasing the costs of deciding whether customer or supplier should account for
VAT and hence the cash payments required to discharge contractual obligations.

Financial Instruments

Clause 76 and Schedule 6: Avoidance involving finance arrangements

The proposed change in paragraph 5 of Schedule 6 undermines the basic principles of the loan relationships
legislation. It should be omitted from the Bill.

A company is taxed on or obtains relief for the credits and debits that “fairly represent” the profits arising
from its loan relationships and the costs of being a party to its loan relationships under the loan relationship
rules in Chapter II of Part IV of FA 1996 (see section 84(1) FA 1996). The general rule is that the items that
are brought into account and the timing of any tax charge or relief are determined in accordance with the
company’s accounting treatment. This basic principle is set out in section 85A FA 1996.

The basic principle is stated to be subject to the other provisions of Chapter II of Part IV of FA 1996. This
exception does not encompass the general charging provision in section 84(1) because section 85A is intended
to define the scope of any charge or relief.

The amendment proposed by paragraph 5 undermines that principle. The eVect 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. If the entire regime
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is intended to be based on the accounting treatment, the accounting treatment should, as a general rule,
determine the credits and debits that are taxed and relieved. If the Government is not happy with a regime that
is based on accounts then, in our view, it should introduce a comprehensive regime which sets out the
principles—perhaps some form of statutory accruals basis—on which a company’s tax basis is to be
calculated. We would have some sympathy with such an approach, but this is not the way to achieve it.

Employment-related Securities

Clause 92: Avoidance using options

The purpose of clause 92 is to alter the rules applying to securities options acquired by reason of employment.
Section 475 of ITEPA provides that no liability to income tax arises in respect of the acquisition of an
employment-related securities option. Section 476 provides that on exercise, assignment, release and so on, a
charge arises by reference to the benefit obtained or where the option is exercised, the market value of the
shares acquired less any amount given for them.

There are three areas where it is considered that the proposed amendments need to be altered:—

1. There was always confusion in the definition clauses of ITEPA between “warrants” which are securities for
the purposes of that section and “options” which are not securities for the purposes of that section, but are
taxed under the rules on securities options. In the vast majority of cases an option and a warrant will be the
same thing in this context, that is a right to acquire a share or other security. The amendment in the Finance
Bill, which inserts “options and” before “futures” in section 420(1)(f) simply continues the confusion. The
amendment that should be made is either to insert a reference to “option” in section 420(1)(c) or to remove
“warrant” from the concept of security and include it within the securities options rules. This would introduce
some cohesion into section 420.

2. The definition of securities option is to be amended so that where a securities option is acquired pursuant
to a right or opportunity made available under arrangements, one of the main purposes of which is the
avoidance of tax, then it ceases to fall within the definition. We believe that this amendment is extremely
confusing. If the intention, as it appears, is to permit securities options with the tax avoidance purpose to be
taxed on grant, the easiest way of doing this is to disapply section 475 ITEPA where the option has a tax
avoidance purpose. As stated above, the proposed change has the eVect that a charge can then arise on the
acquisition of the option as explained in the Explanatory notes to clause 92, paragraph 6. An option is
normally granted to an employee for two reasons. The first is so that the employee does not have to pay for
the shares on the grant of the option and indeed so that the employee does not have to acquire them at all if
they fall in value. Secondly, it gives the ability to defer payment of tax until the date of exercise in
circumstances where either the option exercise price is at an under value or where it is likely that the securities
will increase in value. This means that there will be very many options where it will not be clear to either
employee or employer where Section 475 applies to defer the tax charge because of the uncertainty introduced
by Clause 92(4). It is considered that this sub-clause should be amended to make it clear that it excludes the
mere deferral of tax. It should also be made clear that it is the avoidance of UK tax which is rather than for
these purposes, not foreign tax.

3. Thirdly, the provisions are retrospective. They not only apply to options acquired on or after 2 December
2004, but also to an option acquired before that date “where something is done on or after that date as part
of the arrangements under which it was made available”. It is obviously accepted that taxpayers were warned
at the time of the Pre-Budget Report in 2004 that retrospective provisions would be introduced to combat
avoidance in relation to employment-related securities. However, it is not clear how widespread these option
arrangements are, the level of tax loss arising or whether it is necessary to go back before 2 December 2004. In
circumstances like these there should at least be a description of the type of scheme that is regarded as oVensive
together with the anticipated tax loss. The question that has not been addressed is how the change is going to
be eVected. The tax years for the grant of the options may now have closed and the enquiry periods ended.
Are HMRC intending to launch a discovery? If one is launched and tax paid, how is the tax to be credited
against tax on exercise?
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Inheritance Tax: Trusts

Clause 157 and Schedule 20: Rules for trusts etc

Clause 157 and Schedule 20 introduce measures that:

— Reduce from 25 to 18 the age at which children must be given access to money without a financial
penalty where assets are left to them in a Will. Existing trusts already set up are also aVected.

— Impose a new inheritance tax charge in many cases where assets are left in trust on the death of the
first spouse rather than, as normal, after both husband and wife have died.

— Impose a new inheritance tax charge at up to 20 per cent on all lifetime settlements other than for
disabled beneficiaries. Thereafter there would be a tax charge at up to 6 per cent every 10 years and
when beneficiaries receive capital. This proposal would aVect many lifetime trusts set up or varied
on divorce for the spouse.

— Imposes a new inheritance tax charge where life assurance policies are held in trust and the life
assured is in ill health or dies just before a 10 year anniversary. Such policies are often taken out to
provide cash for dependents, not to avoid inheritance tax charges.

These changes give rise to a number of issues, including:

1. Taxpayers with assets in excess of the Nil Rate Band

These taxpayers (not just the very wealthy) will have to review their wills and in many cases change them to
probably a less flexible structure. We have been advised by many practitioners that their clients are aVected
by these proposals,4 mainly because the value of their property takes them outside the nil rate band for
inheritance tax purposes.

An important issue to consider in this context is those taxpayers who have not had an opportunity to amend
their wills to take into account the new rules. For example, where a taxpayer has died post 22 March but made
his will before that date, it will establish a trust which does not meet the new rules then the new and
unanticipated tax charges could result. Those taxpayers who have lost mental capacity since making their wills
may be prejudiced since they are not able to make changes to their wills to take into account the new rules, for
example, those suVering from dementia or other illnesses which have aVected their requisite mental capacity;

2. Remove inheritance tax exemption on trusts for surviving spouses in many cases

The spouse exemption applies on outright gifts from one spouse to another, be they lifetime or on death under
a Will or intestacy and prior to the measures announced on Budget Day, the spouse exemption also applied
on gifts made from one spouse to another where they were made into a life interest trust for the other spouse.
That is a trust where the other spouse is entitled to the income. That life interest trust could either be a lifetime
trust, one arising under a Will or a trust arising under the intestacy rules. Again gifts into such a trust could
be lifetime gifts or gifts made on death by Will or on intestacy.

The eVect of the Schedule 20 is that a gift to a trust created under a Will or intestacy on death, from one spouse
to the other, can on paper still qualify for the spouse exemption. But that life interest trust will have to satisfy
the six very stringent conditions (new section 49A of the Act (paragraph 5(1) of Schedule 20) in order not to
be treated as a discretionary trust with the tax consequences involved—immediate IHT charge on entry and
ongoing 10 yearly and exit charges. Under the proposed new rules such a qualifying life interest trust is called
an “immediate post death interest” (“IPDI”).

The result of those six conditions is that the circumstances in which the spouse exemption will be available on
a gift to an IPDI on death will be almost impossible to meet in practice. So it will be nigh on impossible for
one spouse to leave their estate in trust for the other on death and obtain the spouse exemption. The result
will be a 40 per cent IHT charge on the first spouse’s death.

There are numerous and obvious reasons why a spouse might leave their estate in trust for the other on death—
health, financial diYculties, unstable personality, second marriage and wanting to preserve capital for children
of first marriage, etc.
4 See Annex 1: Examples of people aVected.



3389443011 Page Type [E] 16-06-06 22:31:11 Pag Table: LOENEW PPSysB Unit: PAG1

64 finance bill 2006: evidence

15 May 2006

No spouse exemption will be available where testators write their Wills to leave assets on non-IPDI trusts for
surviving spouses for legitimate non-tax reasons, eg where there is a need for trustees to be able to divert capital
without the life tenant surviving spouse’s consent to children who are not of their marriage and where the
trustees consider the surviving spouse is adequately provided for (but the survivor may disagree).

The Government is proposing that if a person dies after 21 March 2006 and under their Will their assets are
left in trust for their spouse (very common in second marriages) the spouse exemption will not be available,
except in limited circumstances. For example, if the trustees have any discretion over capital to pay out to the
children (often needed in case the surviving spouse remarries) there is inheritance tax payable.

Civil partners who have just remade their wills, leaving their assets in trust for their partner (common in civil
partnerships) will also be aVected.

3. Reduce age at which children can take capital from a trust, without penalty, from 25 to 18

Significant problems are likely to arise with reducing the age at which beneficiaries must acquire assets to 18.
Most agree that an 18-year old is still young and lacking experience. By 25, children have had the opportunity
to join the job market and establish themselves and prove their ability to manage money. A later age of 25
would also mean that children will have acquired some knowledge of how hard it is to accumulate capital.

Parents will have to leave assets to their children at an age which may be in individual circumstances
inappropriate because of the maturity of the beneficiary, (for example, settlements for children who have
diYculties coping with the world at large and their financial aVairs but whose parents would baulk at the
thought of having to claim that the child was disabled within the section 89 IHTA and Mental Health Act
definitions).

4. Inheritance tax may now be due on assets in trust when a couple divorces

All divorced wives and children with existing court orders establishing trusts in their favour will need to take
advice, which in many cases is likely to involve the need to make expensive court applications to rectify the
traditional, legal planning.

Trusts have traditionally been used following divorces as a means of enabling a fair division of assets. There
a good public policy reasons for the use of trusts in these circumstances. It is of primary concern that on the
breakdown of the marriage the parties should, if possible, each have a roof over his or her head, whether or
not there are children of the marriage. For example, in circumstances where the only asset is the matrimonial
home and there are children of the marriage, a trust is generally created to enable one party to the marriage
(normally the wife) to remain in the family home with the children until a later date (normally the end of full-
time education) but does not deprive the other spouse of their share of the only capital asset. If the wife were
not working because she is the primary career of the children, it would be against public policy to order the
sale of the matrimonial home so that the husband could extract the capital he is entitled to in reliance on the
re-housing of the wife in council accommodation for that would enable the parties to obtain free capital, ie
the proceeds of sale, at public expense.

5. Recipients of damages

All who have recovered damages (eg personal injury, criminal injuries compensation, disaster funds such as
those set up after the London bombings) that have been placed in trust may also be aVected. The amount of
the damages received would have been carefully calculated to take into account the recipient’s living expenses,
care and medical needs but not the tax charge that may now arise. This would have the eVect of depleting funds
set aside for the person’s care, with the potential that they may in the future need to turn to the state for
support.

6. Definition of disabled person

The Government proposes to keep privileged tax treatment for trusts which are for disabled people. However,
the advantages of disabled persons’ trusts are curtailed because the Finance Bill definition of disabled person
for these purposes is so restrictive.
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Many people want to set up trusts for themselves. This involves no tax saving as such but can help to protect
them from their own improvidence in the future or to take into account the fact that they are suVering from
a condition that will result in the future loss of capacity. Now such trusts will suVer an “entry” charge of up
to 20 per cent.

The definition of disability in section 89 of the Inheritance Tax Act 1984 (“section 89”), as amended by
paragraph 6 of Schedule 20 to the Finance Bill, does not suYciently protect vulnerable trust beneficiaries from
unintended tax charges. The definition refers to “a person who by reason of mental disorder within the
meaning of the Mental Health Act 1983 is incapable of administering his property or managing his aVairs”.
The wording is taken from Part 7 of the Mental Health Act 1983, which is to be repealed when the new Mental
Capacity Act 2005 enters into force in April 2007. Linking the definition of disabled person to the Mental
Health Act in this way does not in our view suYciently cater for categories of beneficiaries who experience
partial or fluctuating capacity, or who have progressive illnesses which are expected in time to result in a loss of
capacity. Within those categories may be people with schizophrenia, depression, multiple sclerosis, muscular
dystrophy, HIV infection, Parkinson’s Disease, and other similar conditions.

The definition is also linked to a benefit test (receipt of attendance allowance or higher or middle rate care
component of disability living allowance, or underlying entitlement to those benefits in certain circumstances).
We are concerned for those disabled beneficiaries who may be excluded because they are not in receipt of the
right benefits, particularly as these benefits have a bias towards those with physical disabilities rather than
mental disability. Trusts are quite likely to be outside the scope of section 89 because of the absence of any
reference to the mobility component of DLA. This could include those set up for anyone with special
educational needs, trusts set up for the benefit of older people with age-related impairments.

We would encourage the Government to work with representative bodies and charities with an interest in this
area to produce a workable definition.

Impact of the changes

These changes will potentially aVect a large number of people. Most Wills are written as flexibly as possible
take into account possible improved financial circumstances prior to death (without requiring further expense
of reviewing and re-writing a will when assets increase in value) and to build in the best facility for executors
to adapt to changing circumstances and to take into account. Even if trusts have not come into being yet, the
number of wills that have been written which include standard provisions to create an interest in possession
or accumulation and maintenance trust (the two types of trusts aVected by the Finance Bill measures) will be
a significant proportion of those prepared for the will-writing public and these will now need to be reviewed,
even if they are if not changed.

As one solicitor has told us:

“To promote the giving of assets to children at 18 makes no sense whatsoever and I believe to be
socially damaging and divisive. I prepare at least one will every week of my working life—the
majority of my clients who have set up a life interest trust in their will do so to protect children from
a first marriage whilst looking after a second spouse, or as protection for the children of the same
marriage—all this talk of tax evasion is a nonsense. The traditional family set up is no more—trusts
have evolved in line with this—it is a shame that the Government has sought to undermine this.”

Another has said:

“Until approximately three years ago no more than 5 per cent of our clients felt they were potential
IHT targets. House prices have raised this to 15 per cent. About 40 per cent of our clients get the idea
of a trust from a financial adviser who often seems to be after commission rather than giving sensible
advice. The main reason for trusts is to provide for children at an appropriate age—and 18 is
normally not appropriate. We had a case about 15 years ago of a girl inheriting £850,000 after IHT
at age 18 (her father had died intestate and we could do nothing about it) who one year later had
only £100,000 left with nothing whatsoever to show for it—we think it all went in ‘loans’ to people
claiming acquaintance with her.”

May 2006
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Annex 1

EXAMPLES OF PEOPLE AFFECTED BY THE BUDGET CHANGES
TO THE TAXATION OF TRUSTS

The Law Society is conducting a survey of its members to ascertain the impact of the changes announced in
Budget Note 25. Initial replies to the survey indicate that ordinary people will be aVected, not just a minority
of the 1 per cent wealthy as alleged by the Government. This includes, teachers, police oYcers, nurses, post
oYce workers, civil servants and many others. Some of the examples and comments from practitioners
include:

“post oYce worker; retired lecturer, bus driver with mentally disabled son who he wants to
provide for . . .

The problem is that all bought their houses in this area 10–20 years ago when they would have all
being within nil rate band, but because the houses are now valued so highly in this area there is an
IHT problem simply because Gordon Brown has not increased the IHT nil rate band enough to take
these people out of the tax band.”

“I have clients who are retired probation oYcers, policemen, teachers, shop assistants who are
aVected as their properties (ie non-liquid assets) increase their estates into inheritance tax
thresholds.”

“many families where in particular the main asset is the house worth a considerable amount with
little else who aren’t sure if their oVspring will be able to manage wealth at the relatively young age
of 18.”

“Teachers, police oYcers, military personnel.”

“lots of clients have set up life interest trusts in wills to protect assets particularly to protect children
either of a previous marriage or not from being disinherited by surviving spouse, also to protect if
beneficiaries are likely to go through divorce or bankruptcy. the types of clients who do these wills
are not particularly wealthy and come from all walks of life. The increase in property prices means
many more are caught in the IHT trap.”

“civil servants, local government oYcers, teachers, doctors.”

“Most couples with young children of only moderate wealth with only family home that can often be
worth £300,000 plus leave their Estate on premature death of survivor on A & M Trusts for surviving
children at 23–25 years to protect against immature child(ren) inheriting at too young an age.”

“Every walk of life—teachers/nurses/engineers/computer professionals/oYce workers/bank staV/
engineers/manual workers—anyone who lives in their own home in the South of England!”

“ordinary families working hard to pass saved income on to children.”

“Second marriage couples with an averagely priced property wishing to make flexible arrangements
for spouse and children.”

“those individuals in their 50s who wish to create a small nest egg for their young grandchildren to
help with university and getting on the first rung of the property ladder; also retired individuals who
wish to do the same for their grandchildren.”

“We have teachers, builders, very conservative families of foreign origin, and not very well oV
grandparents who want to benefit their grandchildren as they see them struggling with student loans
etc. These folk all usually make the benefits from their wills payable no earlier than 25 and this of
course creates a statutory a & m trust. Our worry is that this class of client will not realise what has
occurred in the budget.”

“Many families who have fairly modest means, but due to property price rises are caught into the
IHT net. These include teachers and people running small businesses who will be hit by these
changes.”

“self-supporting single parents, self employed manual workers, teachers, small family business
owners, local authority employees, smallholders and horticultural workers, employees of local
businesses, self employed and employed professionals, nurses.”
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“retired people primarily who were working as teachers, nurses, police oYcers, secretaries, doctors,
vicars, housewives, librarian, midwives, ambulance drivers.”

“anyone who has a grandchild makes this provision in case the child (parent of the grandchild) dies
before the testator. Most clients are very worried that children getting absolute control of money
(even relatively small amounts) will either be taken advantage of by others—or spend it rashly—
maybe on fast cars or motor cycles and be killed or injured as a result.”
“Farmers keen to keep assets in family—cottages may not qualify for APR Many second marriage
families at all levels of income may lose spouse exemption on first death.”
“Couple with large family and a large house which they bought cheaply some years ago. They
thought their wills would allow house to be retained for family benefit until the youngest left home,
even if there was a tax bill on their own deaths. To avoid a 10 yearly charge the interest would have
to vest at 18 and makes it likely the elder children will want the house sold to obtain their interest in
the property, rather than being forced to wait.”
“Builders, plumbers, shop owners.”
“Teachers, nurses, self-employed, civil servants—many many more?”
“The clients of this firm are manly middle-income comprising a cross-section of society. In the vast
majority of cases they are only within the IHT threshold because of the value of their home. They
certainly do not have surplus cash. In addition the use of a trust is often used to protect children of
a previous marriage.”
“Shopkeepers and small business proprietors: retired people of moderate means who have been
prudent.”
“Nearly all clients are either retired and wishing to protect grandchildren from inheriting too early
or local business people again wishing to protect their hard earned estate from children inheriting
too early.”
“Many families will be aVected who can in no way be regarded as wealthy.”
“Middle income families whose main asset is the matrimonial home.”
“Pretty much every couple who have a taxable estate largely due to the value of their main residence.”
“Managers of small local companies. Those with houses worth over £250,000 (not mansions!)”
“Those who die leaving minor children. Those whose only substantial asset is their home. Divorced
couples and their children.”
“All types—not necessarily high earners but prudent savers and budgeters.”
“Retired civil servants- pensions and benefits Proprietors of small businesses Owners of modest
residences Some ex managers at BNFL and BAE systems or ICI plc employees.”
“(1) We have several elderly Widows who have set up A&M Trusts for the benefit of
grandchildren—specifially with a view to providing for future education, and for Marriage etc. (2)
Also a very large number of Life Interest Trusts, established by Testators, to ensure that their
Widows are looked after during their lifetimes, before passing the assets on to the children. Trusts
sometimes used to counter the threat of re-marriage, too.”
“Any family, even of very modest means, looking to protect their children in the event of both
parents dying when their children are minors. Most would prefer the children not to have access to
capital until they were a little more mature and tend to defer the age for capital to vest to between
21 and 25 for this reason.”
“Full range of ‘normal’ jobs—teachers, civil servants, armed forces, people running small business
NB we only do private paying work and most of our clients are middle income home owners. In
Cheltenham almost all houses are worth more than £285,000, most clients are asset rich (house) and
income average.”
“Will trust set up on death in 1972. Assets to X for life, contingent remainders to A,B,C, and D with
gift over in favour of grandchildren at 21. The only asset of this trust is a house occupied by the Life
Tenant. The house is worth about £500,000.”
“Most couples with children.”
“Clients with estates in the region of £500,000 who wish to extend the vesting age beyond 18 years
because they do not believe their children will be responsible enough to receive large amounts of
capital at that age. A client with children one of whom has special needs but probably is not so
disabled as to fit into ‘disabled’ trust provisions.”
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“Am based in south-east where IHT is likely to be payable on death of second spouse. Clients who
are still working and have young children just wish to ensure surviving spouse and then children get
money and children do not get it at too young an age so it is all blown!”

“Nurses, telecommunications personnel, teachers, small business self-employed individuals, young
couples with children, elderly couples in nursing homes (some of whom may no longer have the
capacity to remake their Wills) etc.”

“Any couple with a three bed detached or four bed semi who have young children.”

“Ex Regimental Sgnt Major became factory worker, wife a factory worker on ordinary incomes.
Both Retired. Their wish was to build up a nest egg to be split between their son and daughter.
Daughter died of cancer in her mid 30’s leaving a five to six year old son.” “Husband died, son was
drowned, so the only decendent of our clients was a young boy then eight years old. The wife made
a will with a part A&M Trust and part life interest with power to advance. This was not Primarily
for IHT purposes but to protect her young grandson both from others and possibly from himself.
The wife died shortly after. The trustees now face a diYcult decision—do they act in accordance with
what the testator wanted or to avoid this new tax charge?”

“Not just middle income families but also the majority of clients who are home owners due to the
rise in property prices. Many of these clients are not cash rich.”

“Anyone with medium sized property, those who are in second marriages etc this includes people
from all walks of life including some of our ‘ordinary’ pensioner clients.”

“Any family owning their own home and have been responsible enough to make provision through
savings insurance and pensions for their children if they should die before the children reach 18.”

“Teachers, oYce managers, retail managers, self-employed small businessmen and women (taxi
drivers, carpenters, joiners, plumbers, builders, decorators).”

“Most house owners whose house value puts them into paying IHT.”

“Managers, doctors, civil servants, bank oYcials.”

“Any family irrespective of wealth or status as properties here are by and large worth more than the
Nil Rate Band. All are therefore eVected!”

“Regular middle income earners.”

“A friend, an only child, has died recently leaving two young children. His mother is still alive and
will presumably be leaving her estate to her grandchildren. IHT will be paid in any event. Why should
the beneficiaries be further penalised if their grandmother does not want to leave her estate to them
absolutely?”

“A whole range of ‘ordinary’ people—people who have tried to work hard and save for their
children’s future.”

“Small family business owners, retired professionals, farmers.”

“In an area of high property prices, most families.”

“IHT is now a working class tax.”

“All middle income families.”

“Most homeowners in Bath could be aVected by the change in IHT rules governing will trusts for
minors who don’t attain a vested interest at 18.”

“”Due to value of house prices in this area almost all our clients will be adversely aVected”

“Teachers, business people, middle to higher management.”

“Majority of client’s creating trusts are pensioners.”

“Anyone who has more than the nil rate band to leave to their children! so anyone in this area who
owns a house!”

“Computer analysts, civil servants, teachers, doctors, shopkeepers, small local business persons.”
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Examination of Witnesses

Witnesses: Mr Mike Hardwick, Chairman of Tax Law Committee, and Mr Richard Williams, Member of
Tax Law Committee, Law Society England & Wales, and Mr Alan Barr, Partner at Brodies, Law Society

Scotland, examined.

Q185 Chairman: Good afternoon, welcome and changing Revenue views as to what the provisions
mean. They have been eVective in achieving theirthank you for sending us something to read

beforehand, which is always helpful and we aim, we think, in cutting down tax avoidance, but it
is now quite a complicated area.appreciate it. I am bidden to tell you that it is a good

idea to speak clearly so that we get an accurate note Mr Barr: With regard to “at an appropriate time”, in
some cases it may be that the “appropriate time” byof your answers. I am also tempted to say what Lord

Barnett said to me a minute ago, that over this whole the legislation is too early in terms of when people
actually get hold of assets on which they canquestion we are getting a lot of answers which are

extremely similar. You have expertise in particular reasonably pay cash and the convertibility into cash
is in some doubt in some cases where both employersareas and that is obviously the special contribution

you have to give to us, and you will also know some and employees have to pay tax on them.
of the things that everybody has been saying to us but
unless you think that what we have heard is all wrong Q187 Lord Barnett: In this tax representation
there is no point in going over it, although obviously document, of which I take it you have all got a
you should tell us exactly what you want. Would you copy, you basically say that you “understand the
like to introduce yourselves so that we can get it on Government’s policy to counter tax avoidance and
the record? accept that tax policy needs to strike a balance
Mr Hardwick: I am Mike Hardwick. I am the between raising revenue and encouraging inward
Chairman of the Law Society’s Tax Law Committee investment”. You seem to want to have it both ways.
and a partner in Linklaters. You seem to agree that the measures to deal with tax
Mr Williams: I am Richard Williams. I am the avoidance are okay provided you could balance them
Chairman of the Capital Taxes Sub-Committee of by, as it were, having more inward investment and
the Law Society’s Tax Law Committee, and I am a having a looser tax policy. Am I summing up your
sole practitioner. views reasonably?
Mr Barr: Alan Barr, member of the Law Society of Mr Hardwick: I do not think I have seen the
Scotland’s Capital Taxes Sub-Committee, a partner submission we have put in on that. The point is that
in Brodies, solicitors in Edinburgh, and also a teacher countering tax avoidance is a balance between
at the University of Edinburgh. eVectively shutting down the opportunity to exploit

loopholes and making things so complex that
investors are deterred from investing. Sometimes weQ186 Chairman: You are all extremely welcome. We
are concerned that in closing down loopholes theare very grateful to you for coming. If I may start, the
Government has gone a bit too far.first topic we want to deal with is the avoidance of

direct tax. I wonder whether you can tell us what your
Q188 Chairman: I gather from that answer that it isexperience generally is of the operation of the rules
not closing down the loopholes you are concerneddesigned to ensure that all the value received by way
about; it is making it so complicated for people thatof employment reward in connection with shares or
they cannot take advantage of what might beother securities is subject to income tax at an
considered reasonable tax incentive arrangements.appropriate time.
Mr Hardwick: Yes, that is right.Mr Hardwick: We have found that the rules have

been eVective in achieving their purpose in that they
stopped a lot of the tax avoidance in connection with Q189 Lord Sheldon: In dealing with the clauses that

contain the schemes that are targeted here, is thebonus planning but that that has come at some cost in
terms of compliance and complexity. What we have closing down of these schemes consistent with the

intention that was mentioned by the Paymasterfound is that the rules are very complicated to apply
and we have had to rely to quite a great extent on General and do the provisions deal properly with the

level of backdating to December 2004?guidance from the Revenue, partly memoranda of
understanding which the Revenue have reached with Mr Hardwick: We have not been aware of specific

serious tax avoidance schemes in this area and we arethe British Venture Capital Association and partly
frequently asked questions, and some diYculties not absolutely sure what schemes are being closed

down. We are concerned that we have retrospectivehave been caused by the need to obtain valuations for
securities in order to measure benefits and by legislation here which is not targeted narrowly on a
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Q192 Lord Vallance of Tummel: Moving on toparticular artificial avoidance scheme. Instead it
financial arrangements, would you like to bring ourretrospectively targets all options other than options
attention to any practical issues of implementationto acquire securities granted for commercial
that arise from among the 17 provisions thatpurposes. Some of our members have reported that
comprise Schedule 6, and in particular have youthey have found that the provision targets cases
identified any unintended consequences impactingwhere employees have been granted options to enable
on day-to-day market operations which couldthem to transfer their shares to somebody else at
impede normal commercial transactions?market value in order to improve the marketability of
Mr Hardwick: Of the provisions in Schedule 6 thetheir shares. That does not sound to me like a serious
only one which is causing us concern is paragraph 5.tax avoidance scheme that needs to be closed down
Previously, when you have been computing yourretrospectively. As a general proposition we are not
profits on loans and derivatives, the basic positionkeen on retrospective legislation. We accept that
has been that you take the profits given by yourtaxpayers were warned that there could be
accounts. Onto that is now grafted a second testretrospective legislation in this area but we would
under which you have to ask yourself whether whatexpect the retrospective legislation to be targeted
is shown in your accounts fairly reflects the profitsnarrowly on particular avoidance schemes and here
which you have made, and no guidance is given as towe have legislation that seems rather broader than it
what “profit” means if it does not mean what is in theneeds to be.
accounts. At one level that is going to cause some
uncertainty because you do not really know what the
test is. On another level you wonder quite what, ifQ190 Lord Sheldon: Are you not clear as to which
anything, the Government are going to get out of thisschemes are going to be shut down?
because if you have accounts that you have drawn upMr Hardwick: We understand what the legislation
properly in accordance with accounting standards,means but we were not aware of particular avoidance
they have been audited and the auditor has given aschemes which were being widely marketed in this
clean hill of health, it is actually quite diYcult toarea and so we question whether it was necessary to
demonstrate that those accounts do not fairlyclose down things retrospectively, and the notes on
measure your profits. Indeed, if commercial accountsthe clauses do not explain what it is that justifies the
do not fairly measure your profits I am not sure whatretrospection in this area. Maybe there is something
the test of profit really is going to be.being marketed widely that we are not aware of.

Q193 Lord Vallance of Tummel: What do you think
Q191 Chairman: If I may put it this way, the issue the purpose is? What do you think they had in mind?
which has been brought to our attention is this, that Mr Hardwick: There is, I gather, a scheme which
when the Minister gave the announcement in involves a company issuing redeemable preference
December that as from this date these schemes would shares and using the proceeds to subscribe for loans.
be stopped she also gave a warning that other Interest is received on the loans and dividends are
unspecified schemes which had not yet been paid out and the company argues that when the
announced (if they found any) were also going to be company draws up its accounts it nets oV the interest
made retrospective back to that date. What was it receives against the dividends it pays and claims
brought up to us in evidence the other day was that it has not made a profit. I think it is that sort of
that the European Court has held that type of scheme that they had in mind, albeit that scheme is
announcement with respect to VAT was not thought now countered by a more specific provision. The
to be a suYcient warning to justify the backdating of Government announced an amendment on Friday in
legislation, and the issue that we are exploring is order to introduce a provision that specifically

countered it but I think that sort of netting oVwhether or not you or your members have had any
arrangement is what they had in mind.experience or concern that the announcement that

was made in December 2004 was a suYcient warning
for what they have subsequently done. Q194 Lord Blackwell: Can we move on and ask for
Mr Hardwick: I do not think it was a suYcient your comments on the tax avoidance disclosure
warning. I would have taken from the December regime that was introduced in 2004, in the light of
2004 announcement that if you engaged in artificial your experience and of the outcome as illustrated by
tax planning to disguise what in reality was a salary clause 92 and the Schedule 6 measures, as to whether
as something else then you were playing with fire, you think it has been eVective and what impact it
that the rules might be changed against you, but this has had?
provision does not seem to be targeted narrowly at Mr Hardwick: We do think it has been eVective. Since
anything in particular that is artificial. It covers all it came in we have seen a number of anti-avoidance

provisions which I think are evidence of the fact thatoptions, whatever the reasons they were granted.
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warrants would also come under this in the same way.people have been disclosing the sorts of schemes
that the Government wants to counter. On the I do not know whether you object to that.
compliance side we have found that it does draw a Mr Hardwick: The warrants would be an option to
reasonable balance. We have not spent excessive acquire securities and we do not object to warrants
amounts of time worrying about disclosing things being within the rules for options to acquire
that are routine tax planning so it has proved to be securities. When I talked about an option to transfer
quite well targeted and proportionate. securities the sort of arrangement I had in mind was

what you sometimes see with private companiesMr Barr: One of the things that come out of it is how
important that upper end targeting is. A lot of the where there is no existing market in their shares.

Sometimes you will find that either a majordisclosure regime is directed at high value ticket
shareholder or possibly an employee benefit trust willtransactions in all the various ways it has come in—
grant to employee shareholders the right to transferVAT, stamp duty, land tax, and now into the more
their shares if they want to dispose of their shares asgeneral regime they are proposing, and I think
a way of enabling them to realise the value in theirkeeping it at that upper end is absolutely crucial lest
shares. The diVerence between a securities option andit strike at the kind of individual and small business
that sort of option is that with a securities optiontax planning which is still tax planning as opposed to
what you have is an option to acquire new shares.tax avoidance.
Here what you have is an option to sell the shares that
you already own and there the legislation works

Q195 Lord Lamont of Lerwick: At the end of April rather diVerently. As it is now drafted those sorts of
Revenue and Customs published draft regulations options are caught irrespective of whether they are
and a regulatory impact assessment which were granted for tax avoidance reasons, and so to the
meant to modify the regime. What is your reaction to extent that value derives from those options the
what is now proposed? employee will get taxed on it.
Mr Hardwick: Our initial reaction is that the
expansion of the disclosure rules is being done in a

Q197 Lord Powell of Bayswater: One of the earliersensible way. It is building on the experience of the
witnesses suggested to us that the reason whyexisting rules and expanding them in a way that
financial instruments, derivatives and relatedseems to us to be reasonable and to focus on areas of
securities are such a fertile area for tax planning ispotentially significant Revenue loss. There are some
that it is almost impossible to lay down in legislationissues of wording which are still being debated with
exactly how you want to tax everything, and everythe Revenue. The main area of concern at the
time you try to do this some genius comes up with amoment is the hallmark dealing with standardised
way of avoiding it. So cumulatively each year youtax products. That, we are told, is designed to cover
have to come up with something diVerent and evenwhat have been described as plug-and-play tax
more complicated legislation. Is there a better way ofschemes, wholly artificial schemes that you buy as a
dealing with it?package. Allegedly they save you some tax. There is
Mr Hardwick: I think there may be a better way ofa concern that the drafting goes wider than this and
dealing with it. Two things have happened over thecould cover cases where shareholders in companies
last few years that have added to the complexity ofare sent circulars for returns of capital which have
the rules. First, when tax avoidance schemes havebeen done in ways that have tax advantages. It seems
been found there has been an attempt to plug the taxto us that in order to focus on standardised tax
avoidance scheme by fairly narrow provisions. Theyproducts there needs to be some tightening up of the
have created boundaries between what is allowed andwording perhaps to refer to schemes whose main
what is not and people can play games with thosepurpose is to avoid tax, and guidance in the area may
boundaries, and sometimes provisions that arealso help to focus it down, but that is the main area
drafted to prevent avoidance can themselves bewhich I think at the moment is causing a bit of
exploited for avoidance reasons by someone whoseconcern.
circumstances are the opposite of the scheme that has
been countered. The other thing that has happened

Q196 Lord Lamont of Lerwick: Could I go back to which I think has added to the complexity is having a
your earlier reply to Lord Sheldon when you talked regime based on the commercial accounts. For many
about options other than options to acquire years that worked quite well, but once we moved into
securities? Could you give some more examples? I an era of international accounting standards we
was not quite sure that I understood your example of found that accounts did not always give an
an option to transfer the securities to someone else in appropriate measure of the profits that ought to be

taxed and that has meant that rules have had to beorder to improve the liquidity of them when surely
that would not be granted by the employer, if that is drafted to alleviate what would otherwise have been

the eVect of an accounts based regime. What I thinkliterally what it was, and, secondly, I assume
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might reduce the scale of the problem, although evenwould be possible would be to move away from
accounts and say that the return from loans and with retail supplies, of course, there is the possibility

that the person who charges VAT does not, forderivatives would be taxed on an accruals basis. You
would tax the profits that accrued and you would whatever reason, pay it.
then need what could be broader based anti-
avoidance provisions that said that if there was an Q199 Lord Paul: How would you account for the
attempt to dress up what was in reality an interest- vanishing individuals or vanishing paper trails?
like profit as something else then the Revenue were Mr Hardwick: On retail supplies I cannot see a way of
entitled to serve notice to counteract the tax doing that. It is possible for someone to set up,
advantage. I think one could take a more pretend that they have a VAT number, charge VAT
fundamental look at this area and it might be possible and then disappear and not account for it.
to produce something that was more straightforward
and taxed the return in a fair way and might be a bit

Q200 Chairman: It is implicit in the answer you havemore robust against avoidance.
just given that the 2003 Act is likely to be improvedMr Barr: Part of the problem, it seems to us, looking
by what is now proposed, and I suppose therefore theat it from Scotland comes in the complications of the
question is why did they not put that in at thedrafting. It is not aVecting only those engaged in tax
beginning if the scale of these frauds seemed to beavoidance; it is aVecting everybody, and while we
increasing, but there is another side to it on which Ihave not yet moved to rewrite style drafting
would like your views. There is some feeling we areeverywhere it simply gets more and more
getting that compliant taxpayers, people who havecomplicated. As perhaps we move to rewrite style
done nothing wrong at all, are finding this a burdendrafting with more purpose of drafting included, it
and they do not think is reasonable that they shoulddoes lead towards some of what Mike was saying, if
have the obligations they are likely to have under thenot absolute general anti-avoidance rules then more
law to deal with these issues. I do not know whethergeneral rules of that type that do not need the
you have any views on that.intricacies in the drafting, which frankly are not
Mr Hardwick: I think it is a balance and if we areunderstood by many of those against whom it is not
losing £1.5 billion a year to this sort of fraud then Iaimed and by some of those against whom it is aimed.
think we do have to accept that there will be more
compliance obligations. I think that this year’s

Q198 Lord Paul: Can we move now to missing provisions should not impose excessive burdens
trader intra-Community fraud? Reading the providing they are operated sensibly, and I have two
Guardian report, if you believe it, that despite things in mind there: first, the proposal to allow
HMRC’s best eVorts over the past three years the Customs, when they inspect goods, to mark them.
scale of MTIC fraud has got much worse since the Marking goods should not have any adverse impact
2003 Finance Act provisions were introduced and is on the owner of the goods providing it does not result
growing alarmingly, why do you think this is and in the goods having to be repackaged, and I hope that
what do you think is the solution? it would be possible to operate the power in such a
Mr Hardwick: I do not think we have got much way that generally there is no requirement to remove
experience of why the scale of the fraud has increased. existing packaging from goods. Secondly, I think it
It may be to some extent that the intelligence is now likely that where Customs find that they are marking
better as to what the scale of the problem is. In terms for the second time goods that they have already seen
of the answer, the clauses we have in this year’s that will raise a presumption in their mind that the
Finance Bill may well prove more eVective than some goods may have been involved in fraud. I think it is
of the legislation we had a couple of years ago. The important to recognise that there may be legitimate
opportunity for fraud seems to arise from having a reasons why goods have turned up a second time in
position where one person is liable to account for the supply chain. It may happen, for example,
VAT that someone else later in the supply chain can because the purchaser has gone bust or has not been
recover. By moving the obligation to account for able to pay for the goods. Yes, there will be some
VAT, as this year’s provisions do, so that the person impact on innocent taxpayers but, given the scale of
who receives the supply is the person responsible for the problem, I think we have to accept that some
accounting for VAT, that should mean that there is impact is necessary.
not a disparity between one person paying it and Mr Barr: We have a slightly less optimistic view of
another person reclaiming it. It should be the same the eVect on innocent taxpayers. It seems to us that
person and the opportunity for the fraud should unless there is suYcient publicity given to this it is
therefore be reduced. As to what else you could do, introducing something that will be unexpected for
you would have to look more radically generally at purchasing taxpayers in this chain, that they will have
exempting business to business supplies and simply to account for this VAT as well as reclaiming it and I

think the scope for making mistakes by such innocentcharging VAT on the ultimate retail supply. That
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is only going to arise where goods that have beentaxpayers will grow unless there is very good
publicity attached to this because it is so widespread. marked turn up again in the supply chain and if the

power were to be more limited it might in practiceIn other words, the purchasers are extremely
widespread and the suppliers are a relatively narrow prove to be rather less eVective.
class for the criminal or indeed in the normal course
of business. The purchasers are everybody really, and Q204 Lord Sheldon: It should be quite an eVective
unless the purchasers are aware of this regime from way of proceeding, should it not?
the outset the chances of them falling foul of it are Mr Hardwick: It ought to provide very valuable
high and the burden then shifts from the Exchequer evidence, yes.
as a whole to non-compliant but in these terms
relatively innocent purchasers of these goods and Q205 Lord Vallance of Tummel: Do you think that
services. the trader’s grounds of appeal against a direction in

clause 21(5) to the VAT and Duties Tribunal are
Q201 Lord Barnett: Given the very nature of the appropriate and, if not, how might they be modified?
criminal activity we understand is going on, and you Mr Hardwick: I do not see why a trader should not
obviously would not be aware of it, do you accept have a general right of appeal against a direction to
that there is, according to the report we have seen, up keep particular records. We have to bear in mind that
to a possible five billion pounds’ worth of loss of the direction may well be made against innocent
revenue from this carousel-type fraud? traders and may well involve a trader in significant
Mr Hardwick: I do not think we see enough of what expense. If he has got to prove that Customs did not
is happening in this area to be able to even guess at have reasonable grounds for making the direction it
the figures, I am afraid. puts quite a significant onus on him. I think he should
Mr Barr: We have no particular reason to doubt it, be entitled to go before the Commissioners and ask
certainly. We do not have any evidence against it. the Customs to justify why they have made the

direction that they have. They would presumably
have reasons which they should be able to produceQ202 Lord Barnett: Have you seen that the HMRC
before a court.are talking about having a system whereby there

would be a zero rate all the way through to the final
sale to a retailer? Would you accept that that would Q206 Lord Lamont of Lerwick: Before we move on
be a reasonable proposition? could I ask one further question on this? In your
Mr Hardwick: Yes, I think it would be a reasonable memorandum you stated, rightly, that these
proposition. It is very similar to one of the provisions, talking about the suppliers, are aimed at
suggestions I was mentioning earlier in dealing with high value goods, chips in computers, components
MTIC fraud. What it does is remove the risk that a that function on mobile telephones, but you were
business at the beginning of the supply chain fails to saying that the powers are too wide and you think
account for VAT while someone further down the they ought to be defined more closely on these types
supply chain is reclaiming it. It still leaves open the of equipment that have been used for this particular
possibility that when VAT is charged to the retail fraud. If you did that would you not just be leaving
customer the person who is charging it does not it open for people who are perpetrating this fraud to
account for it, but it should reduce the scale of the move on to another type of good later on?
problem so it does seem to be a reasonable Mr Hardwick: I take that point, that there is a danger
suggestion. of a cat and mouse game, that what happens is that

you specify mobile phones and it then moves on to
iPods and so you specify iPods and it moves on to theQ203 Lord Sheldon: There are the new obligations to
next thing. I think if it is going to be cut down it willdeal with what is called an ongoing mischief. As an
have to be cut down by reference to high value goodsexample, there is an extension of the rights to search
that could be readily traded between Member Statespremises to enable Revenue and Customs to mark or
and it would have to be cut down, if it is cut down atstamp goods and scan bar codes. The power is a very
all, in a relatively broad fashion.considerable one and Revenue and Customs say they

are only going to use it where the goods are thought
to be involved in what is highly suspect. Are you Q207 Lord Blackwell: Moving on to trusts and the

consultation process, there has been a lot of evidencecontent with that assurance?
Mr Hardwick: I think we are content with that to us and the Law Society has submitted a

memorandum making the case that there have beenassurance because it does not seem to us to be feasible
to write into the legislation that you can only mark a number of unintended consequences from this

action. What has your experience been of the level ofgoods where you suspect they may be involved in
MTIC fraud. It seems to me that in some situations consultation and was this category of proposal in the

Budget where it was not possible to consult becausethe suspicion that goods are involved in MTIC fraud
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Q209 Lord Paul: We are at a bit of a loss tothe risk of action in advance or were there ways of
understand why there are such vast diVerencesgetting round that?
between the Government’s thinking on how manyMr Williams: We have been rather discouraged and
trusts will be aVected and the concessions. Can youdisappointed by the fact that there has been
throw some light on that?consultation on the taxation of trusts, certainly for
Mr Williams: The big diVerence has been in relationincome tax and capital gains tax, going on for some
to the number of wills that are going to need to betime and yet it seems that the observations and
revised The wills that were made before Budget Daysuggestions made by ourselves and other professional
on one basis are now going to have to be changed tobodies have not been listened to. It seems that what
take account of the new and very diVerent rules.the Revenue were really planning to do was kept a bit
What I think the Government have failed to takeof a secret. There has been a major change in capital
account of is the way in which a will is drafted, thatgains tax in extending the meaning of a settlor
a solicitor taking instructions for a will, say, from ainterested settlement which is going to cause
husband who wishes to provide for his wife, mightdiYculties in a number of cases being extended to
have thought, “What can be simpler? I leaveinclude settlements from which the settlor’s minor
everything to my wife”, but then the solicitor has tochildren may benefit. That was not really flagged up
suggest that there are other possibilities to take intovery much at all and, of course, nothing at all was
account. Your wife might die before you, yourconsulted about in relation to inheritance tax. If I can
children might even die before you and perhaps leavego on to the forestalling issue, certainly where wills
grandchildren, and it is in what I might call thoseare concerned it is hard to see how forestalling could
fallback positions that you so often get trusts arising.be an issue because a will only takes eVect on death,
In relation to this, of course, we have two problems.so if you are consulting on something that is going to
First of all there are the life interest settlements. InaVect will trusts the only way that intending testators
many cases, particularly where there has been acan forestall is to die during the consultation period.
second marriage, a husband is providing for propertyAs regards other lifetime trusts, we are at a loss to
to be held in trust for what is his second wife for lifeknow what the problem was, what seemed to be the
and then to pass to the children of his first marriage.avoidance or whatever the problem was that needed
Those trusts may not necessarily comply with the newthis very substantial change in the rules to take place
rules for the immediate post death interest inso suddenly.
possession. The other diYculty is in relation to the

Mr Barr: We would agree. The consultation on this accumulation and maintenance settlements because
was non-existent and much of it we would have been up until 21 March we could advise our clients that
much better consulted upon. If there is a policy issue when they were leaving property to children or
behind it I think it would have been helpful to consult grandchildren in tax terms it would make no
on it. I think that if forestalling was necessary it could diVerence whether the children took outright at the
have been restricted to, for instance, transfers into age of 18 or at the age of 25. I think it is fair to say
lifetime trusts, but I agree with my colleague that that in almost every case, at least where the clients
planning there seemed to be extremely limited but were over the age of 25, they would tend to think it
that could have been forestalled and the question of was more sensible for the property to be held back
making it eVective for dates after Budget Day struck until the children or grandchildren had had that bit of
us as ridiculous, frankly. extra experience of life and achieved a bit more

maturity. This has now been a standard provision in
wills, that young beneficiaries, minors, will usually
take at the age of 25, with of course trustees havingQ208 Lord Lamont of Lerwick: Could I ask by what
power to pay it out earlier, rather than automaticallyprinciples you think trusts should be charged to IHT?
taking at the age of 18 and no later.Mr Williams: I think the principle should be that

those who are provided for through trusts should be
treated no worse than those who are provided for Q210 Lord Paul: Do I understand that what you are
through the outright ownership or inheritance of really saying is that the cost is just because every will
property. That plainly is not now the case because needs to be studied?
there is the system of potentially exempt transfers for Mr Williams: A very large number of wills will
lifetime gifts, outright gifts, and of course, in the case certainly need to be revised, even in the case of wills
of gifts to spouses and civil partners these are not drawn up for people who perhaps did not seem to be
even just potentially exempt transfers, they are fully anywhere near their inheritance tax threshold. Again
exempt transfers, and that just cannot be achieved this is another contingency that has to be allowed for:
now with lifetime settlements. We would certainly see the will will probably remain in force for quite a long
therefore that what had been accepted as a principle time. In a perfect world people will frequently review

and change their wills but in the real world thinkingfor a very long time has now been breached.
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purpose. The A&M trusts and the interest inabout what is going to happen when you die is a bit
disagreeable. I know I myself am probably less than possession trusts in practice do not. The ending of the

life interest certainly does have a number of taxpunctilious in this regard and, of course, if you are
seeing somebody who is relatively young starting out consequences.
in life, one of the possibilities is going to be that they
will prosper and come into the inheritance tax net. I Q213 Chairman: Would I be right in assuming that
know that there have been some very large figures when you use the word “flexibility” in relation to
suggested for the number of wills aVected and those discretionary trusts you are indicating that there are
are not at all improbable because one of the occasions tax advantages amongst those flexible trusts which
when solicitors will encourage clients to think about are not normally available in the case of A&M trusts
making wills is, of course, when they buy a house and and interest in possession trusts?
everyone knows what has happened to house prices. Mr Williams: Discretionary trusts up until Budget
That could be something that in the medium to long Day were subject to a completely diVerent regime,
term will take you over the inheritance tax threshold. which perhaps in some circumstances could be
Given the high level of owner occupation of housing, seen as oVering tax and certainly administrative
I think one would expect solicitors to have many advantages. I have in the past seen discretionary
millions of wills in their strong rooms and a very high trusts used to provide for elderly beneficiaries. In that
proportion of those will need to be reviewed. It may particular case it was a wealthy family and it was the
be that no changes will be needed until after that elderly employees and former employees of the
review has taken place, but we cannot say that until family. You certainly would not want to have
we have looked at the will and consulted the client. arrangements that led to the ending of interest in

possession every time an elderly ex-employee died, so
the modern form of discretionary trust chargingQ211 Lord Paul: What stops another government

after 10 years changing the law? Does it mean that regime was advantageous in that type of situation.
Mr Barr: It is also true to say, in relation to thethey have to do that all over again?

Mr Williams: Another government might well decide interest in possession trust created in lifetime,
wondering whether it should be treated in the sameto change the law and no doubt we will receive other

similar press reports appearing when that happens. way as a discretionary trust, that you can and do have
interest in possession trusts that have no flexibility in
them at all available to the trustees. It is very clear:Q212 Chairman: You have made your position
they are generally created for non-tax reasons, theypretty clear but we have these A&M and IIP trusts
are generally created without that flexibility with veryand you have given examples of what I might call the
clear aims of where they are to go and yet they aresocial advantages of them. Nevertheless, it certainly
now to be taxed as if they were discretionary.will be put to us that it is only proper that they should

be taxed in the same way as discretionary trusts.
What is so special about that? Q214 Lord Barnett: Could I come back briefly to the

huge diVerence between yourselves and theMr Williams: The diVerence between what would
normally be understood nowadays as discretionary Government? Presumably the Treasury did not pluck

the 20,000 figure, the numbers who are aVected bytrusts and the A&M and interest in possession trusts
is that with discretionary trusts you will usually have these measures, out of thin air. They presumably got

it from the HMRC. Have you done some research toa large and wide class of possible beneficiaries and the
trustees will have very wide powers and discretions. conclude that there are billions aVected? I am talking

about net assets of people likely to be aVected.In the case of an A&M trust you have a very limited
class of beneficiaries under the age of 25, and in so far Mr Williams: The people who are likely to be aVected

are basically those who have made wills. Some ofas you have any discretions or flexibilities they are
going to last for about seven years beyond the age them may be over the inheritance tax threshold,

others may not, but the thing is that the wills haveof 18 and really no longer than that. In the case of
interest in possession trusts, of course, the interests of been drawn up. They will have allowed for the

possibility that the client might not have beenthe beneficiaries are invariably laid down much more
rigidly and the trustees do have to act in a trustee-like prospectively, immediately at least, within the IHT

charge when the will was drawn up, but he might onemanner. Even if the trustees have, for example, the
power to end the life interest, which can be a useful day come within it, and so the will would still have

been an eVective and useful will to have even if thepower to have, not just for tax reasons by any means,
the trustees have to act in a trustee-like manner and client had prospered and his estate had gone over the

IHT threshold. We do not know which wills needconsider the eVect of the action they are taking upon
the beneficiaries. I would say the diVerence between changing and which do not until they have been

reviewed and we have consulted with the clients. Ithe two is that the discretionary trust gives a great
deal of flexibility. It is drawn up and intended for that suspect that the Government have got their figures
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done by means of a lifetime settlement rather than afrom assuming that the only people aVected are those
whose estates are over the IHT threshold. They have will which could be revoked during the husband’s
not allowed for those who are not certain whether lifetime. If you look at that you find not only that
their estates are over the IHT threshold and those such an interest in possession settlement is given no
whose estates will one day go over the IHT threshold. special privileges; it is actually treated far worse than
Of course, from the professional adviser’s point of an interest in possession settlement in favour of
view, if I have got a strong room full of wills and I do almost anyone else. I have mentioned the problems of
not know which of the clients are over the IHT the settlor interest in settlement for capital gains tax
threshold at the moment and which are not, I have to purposes. In particular that means that there is no
look at the lot and I would not like to have to explain capital gains tax hold-over relief when putting assets
to the family of a client whose will I had not suggested into a settlement in which the spouse enjoys a life
needed reviewing, “You were the unlucky one. You interest. If you look instead at the one asset where
were one of the 5 per cent. We took a chance and, I there is usually no capital gains tax problem, by
am sorry, you were the ones who lost”. example the husband’s principal private residence,

you will find he is making a gift with reservation of
benefit, assuming he wants to go on living in the

Q215 Lord Sheldon: There is already a definition of house. The reason for this is that because this type of
“disability” in the inheritance tax and capital gains settlement is no longer a spouse exempt transfer it is
tax provisions. Why should we have a diVerent no longer within the terms of section 102(5)(a) of the
definition in the Disability Discrimination Act for Finance Act 1986, the one that says that spouse
A&M trusts? exempt transfers are not subject to reservation of
Mr Williams: The big change with the inheritance tax benefit. In that situation the new rules have certainly
rules is that the disabled trusts are going to become created prospective diYculties, possibly beyond what
much more important. Previously people who was originally intended, and we shall certainly see if
needed to be provided for by means of trusts that anything happens there. Turning to some of the other
perhaps did not come within what is seen as a very conditions imposed, there is the requirement that on
stringent definition could be provided for through the death of the life tenant benefit should be taken
potentially exempt transfers. We are in discussions outright. Again, certainly with existing wills, there is
with the major mental health charities on this issue the problem that there will invariably be the
and perhaps we could write to you in due course condition that typically the children will take
when those discussions have borne some fruit. interests at the age of 25 and most clients would feel
Chairman: That would be very helpful as long as it is that that was a more appropriate age than the age of
not too long because we have to report in a hurry. We 18. Another possible diYculty there is with
would be most grateful to you for that. substitutional gifts, that, for example, a husband

leaves property on trust for his wife for life and then
to the children of the marriage, but that if any of theQ216 Lord Vallance of Tummel: In your written
children should die during the wife’s lifetime butmemorandum you say that it would be nigh on
leaving children of their own who would beimpossible for one spouse to leave their estate in trust
grandchildren of the testator, those grandchildrenfor the other on death and obtain the spouse
inherit instead. That is a very commonplaceexemption, the reason for that being the six
provision, so that is another place where trusts comeconditions that are in the new section 49A. I wonder
up. We have an even worse problem there becauseif you would like to tell us which, if any, of the
one of the let-outs, if I can call it that, in the Bill is thatconditions in that new section in your view need
you can leave the property on trust to which the newamending and why what would be.
section 71A of the IHT Act 1984 will apply, and thatMr Williams: Most of them ought to be amended.
is a will trust by a parent for the children, but, ofThe very first condition is that the trusts have to arise
course, the example I have been talking about is a willunder a will or intestacy so that the person making
trust that ends up being for the testator’sthe settlement for their spouse or civil partner has to
grandchildren, so there are a number of little nooksbe dead. We feel that the exemption should also apply
and crannies in those detailed provisions. Anto lifetime trusts, interest in possession trusts, for a
additional area of concern there is on the eVects of thespouse or civil partner. This could be particularly
statutory power of advancement under section 32 ofimportant in the case of a second marriage where the
the Trustee Act 1925, especially where, as is usuallyintention is that, shall we say, a husband wishes to
the case, it has been extended by the terms of the will.provide for his wife during her lifetime and then for
Case law confirms that the section 32 power can, ofthe children of his first marriage. It might be possible
course, be used to pay capital over to a beneficiaryto make a will under which there is an immediate post
early. It can also be used to create new and additionaldeath interest achieving that end, but might be felt for

the whole family that it was better that that should be trusts and so we are not quite certain what the
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Act 1958. It is not something you can necessarily takeimplications of that are going to be. Even the
condition that eVectively the life interest should only for granted. If one thinks of a simple example where

a husband dies and his estate is left on trust for hisbe able to be determined with the consent of the life
tenant could cause problems in some cases. It is wife for life with remainder to the children at the age

of 25 and the children are under the age of 18 so youcertainly possible to give the trustees the power to
determine the life interest. As I think I mentioned want to vary that to turn it into an immediate post

death interest trust so the children take at the age ofearlier, this could be useful if you have a situation
where the life tenant has lost the capacity to agree to 18, you might think that was obviously to the

advantage of the children, except that, of course, onesomething and it means you can rearrange the trusts
and the family capital perhaps without having to go of the children could say, “I have lost the chance to

get a bit more if one of my brothers or sisters diesto the Court of Protection to obtain the agreement of
the court. I must repeat that trustees are under a duty before reaching the age of 25. My share would have

gone up”, so you would have that sort of factor whichto act in a trustee-like manner and if they did not do
so that is when the Court of Protection would would force you to go to court. It would certainly be

very helpful if the new rules either did not apply tocertainly have something to say about it. In other
cases there might be good trustee reasons for ending a where wills were made before Budget Day or, of

course, we had longer than two years in which to varylife interest but there might be a diVerence of opinion
between the life tenant and the trustees as to what the the estate.
life tenant’s needs actually were, so even that
condition is one that can cause problems.

Q219 Lord Lamont of Lerwick: Your very
comprehensive reply to Lord Vallance did not
mention divorce. Can divorce settlements be adaptedQ217 Lord Vallance of Tummel: Thank you for that

very comprehensive answer. to meet the new rules or do you think clean break
settlements—not everybody can aVord them, ofMr Barr: Almost all of that would also be endorsed
course—can be used to mitigate the tax the taxby colleagues in Scotland. There are some diVerent
consequences?provisions there but the principles that apply in

Scotland are almost exactly the same as at least some Mr Williams: I am sure that if people can adopt clean
break settlements without going to the trouble andof that. I know we may return to some of the Scottish

provisions later but the conditions are very restrictive expense of having trusts they will do so, but normally
that can only be done in the wealthier families. Wherein what will be section 49A and we would wish them

to be made much looser, we think without any tax trusts are needed is where you have perhaps illiquid
assets or property, a house that has got to be retainedthreat.
for someone to live in but where the two spouses have
got to be provided for at some stage later on. The

Q218 Lord Blackwell: On this issue of spouse courts use trusts because that has been found to be
exemption, in your opinion is it possible that the use the mechanism that works, and in negotiating
of deeds of arrangement can find a way in which, in following a divorce it is diYcult enough in many cases
the case of deaths since Budget Day, the spouse just to get something, one might say anything that the
exemption can properly run? parties will agree to. One of the advantages of having
Mr Williams: Hopefully there will be many cases trusts is that the trustees can be neutral between two
where wills that were made before the Budget but people who may not be at all good at dealing or
where the testator dies after the Budget will be able to negotiating with each other.
be varied by agreement between the beneficiaries
within section 142 of the IHT Act 1984. There is

Q220 Lord Paul: Were trusts existing on Budget dayobviously a problem if you have an adult beneficiary
to be grandfathered, what would be your views on thewho simply is not prepared to agree, for whatever
proposals generally?reason, and a problem if you have an adult

beneficiary who is not immediately traceable, but the Mr Williams: First of all, even if the existing trusts,
up and running trusts, on Budget day weremajor diYculty is going to be in those cases where

you have to go to court to get the agreement grandfathered, there would still be the problem of the
wills which were made before Budget day which onlysanctioned. This might be because you have a

beneficiary who has lost mental capacity, so you have come into force after Budget day because that is when
the testator dies. There are still all these otherto go to the Court of Protection to agree on their

behalf, or it might be where you have minor circumstances where we see lifetime settlements
having an important social role to play, which seembeneficiaries and even unborn and possible

beneficiaries, in which case you have to get the now to be discouraged by the new rules and for
reasons which are not clear at all to anyone.agreement of the court under the Variation of Trusts
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Q222 Chairman: Thank you very much. We areMr Barr: If I could give a very short example of that:
nearly at the end but there is one question which wea gift now of a large sum of money or asset to a three
meant to ask you and did not and that is ayear-old could be made outright now, post-Budget
rather general question. Do you see the thrust ofday, with still pre-Budget day tax consequences. A
the Government’s proposals falling within theirgift to the same three year-old put in trust under the
simplification and modernisation policies andnew proposals would or could suVer serious
changing the accepted mechanisms, or do you seeinheritance tax consequences regardless of when the
these proposals really as to the closing of what theygiver died. I do not think it can be a good idea if assets
see to be loopholes? Have you a view on this? This isare put in the hands of the very young at a very
broader than just Scotland.young age.
Mr Barr: We see it as much broader than closing
loopholes. Any suggestion that they are anything to
do with simplification we see as a joke. They will

Q221 Chairman: Mr Barr, you have given us increase complication considerably and they will
answers relating to Scotland as we have gone through mean that wills that were flexible enough to cover a
but I wondered whether there was anything specific wide range of situations will now have to be much
to Scotland which you have not managed to more adapted to individual situations, depending on
mention? whether or not tax is an issue or is not an issue
Mr Barr: There are a very few points which I would depending on the ages of children. In terms of the
make. For instance, there are no trusts which arise on loopholes which are there, to be honest, we find it
intestacy in Scotland and there are provisions which very hard to see exactly what loopholes are being
may for English trusts arise on intestacy. We are not aimed at. This is in marked contrast to the earlier
clear whether the same trusts could be produced by provisions on which you were seeking evidence,
deed of variation in Scotland; we hope that may be where undoubtedly loopholes were thought to be
the case but that requires to be clarified. There are existing and people produced schemes with which to
also powers given under purely English statutes— exploit them, notably for example in relation to
the Trustee Act 1925 has been referred to, the interest in possession trusts created in a lifetime, but
Administration of Estates Act 1925 as well—which we do not see the loopholes are either there or
produce eVects in England and Wales which are exploited given that there are tax charges under the
simply unknown to Scots law and, to be honest, the pre-Budget regime. So, to be honest, we are slightly
references could be the Trustee Act of Uzbekistan for mystified by the reasons for at least some of this

legislation. It may indeed be a tax-raising measure inthe familiarity of Scots practitioners to the legislation
the long-term but actually it goes way beyond closingin question. So we think the legislation should be
existing loopholes.drawn in what might be described as jurisdiction-
Mr Williams: I would agree with what has been said.neutral terms at the very least, making it clear the
Certainly we do not see what the loopholes, if any,things they are reciting in statutes which only apply
actually were and what the objection to the previousin one part of the United Kingdom are possible to
system was. As regards simplification, I think ithave an eVect if recited ad laudatum as it were in the
would be almost impossible to explain the new rulesrest of the United Kingdom. The other main
to lay clients. I think probably lay people candiVerence which is perhaps worth mentioning is that
understand the idea that if you have a trust with a lifethe age of legal capacity in Scotland is 16 and not 18.
tenant who receives the income, or who lives in theThe eVects of this are probably in most drafted trusts
house held in the trust, then there is something to belikely to be no diVerent, but there is a greater danger
said for calculating tax as if that person actuallythat 16 year-olds can demand things in a way that
owned the investments or the house in question. Butthey only could at 18, where testators and drafters of
I dread having to explain to a lay client how thetrusts already consider that 25 may be far too young
periodic and exit charges, from at the momentbut that is what they have had up to now, so it could
discretionary trusts but in future from many otherhave an even greater eVect. There are diVerent
types of trusts, will be calculated.provisions slightly on divorce, including an

alimentary obligation when children are in education
up to the age of 25, which means that trusts under the
pre-Budget form were even more particularly
attractive for Scotland than was the case south of the
border, which may be prejudiced in some cases by the Q223 Lord Barnett: If HMRC do not accept your
new proposals. The final thing to mention is the advice and change the suggested rules on trusts, it
reference to the English statutory trusts which arise looks like you will have a huge amount of additional
not only on intestacy but in certain other situations work; millions of additional wills will have to be

changed. Could you cope with that?which again have no application north of the border.
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Mr Williams: Or more solicitors’ bills, I fear!Mr Williams: Well, I suppose, we would just have to
try and do our best. No doubt market forces will

Q225 Chairman: Thank you very much. You haveapply.
answered our questions in very fine form, thank you
very much, it has been very helpful to us in our
inquiry. Thank you very much.

Q224 Lord Barnett: Somehow more solicitors will Mr Williams: Thank you.
Mr Barr: Thank you.appear!
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Memorandum by the Chartered Institute of Taxation (CIOT)

The Chartered Institute of Taxation welcomes the opportunity to submit evidence on the current Finance Bill
to the Sub-Committee. We note that the Sub-Committee has highlighted four particular areas for
consideration, but would wish to start our short submission by commenting on two particular issues which
have resonances for all the areas selected.

Complexity

This was not a Budget that heralded major changes to the UK’s tax system, but it has led to a 475-page Finance
Bill, adding further complexity to our tax system. To a degree this is inevitable in today’s complex
environment, but we believe that there needs to be a serious commitment to simplification of the UK’s tax
system. Whilst the Tax Law Rewrite has a part to play, it does not represent real simplification of the system.
The Government’s moves on deregulation are welcome, but need to be carried through: over-complex tax rules
add to administrative burdens and do nothing for the UK’s international competitiveness.

Consultation

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.

It is noticeable that the three areas in the current Budget/Bill that have caused most concern among taxpayers
and advisers—trusts, computers at home and the Carter Report proposals—were not consulted on. Changes
such as REITs, film tax relief and leasing, all significant, have been properly consulted on, and we have a
reasonable package in the Bill—not perfect, but much improved from consultation.

Avoidance of Direct Tax

We would note under the Sub-Committee’s introductory heading that the Tax Avoidance Disclosure rules are
being revised and extended, through changes to Statutory Instruments and HMRC Guidance. There we are
seeing good consultation on and discussion of potentially complex rules, though this raises a separate concern
that it is likely to be necessary to use HMRC guidance to explain how legislation is to be interpreted.

We accept that it is not always possible to consult in advance on anti-avoidance legislation, but there seems
to be an assumption that anything that the Government does not like is tax avoidance. Changes of policy can
be spun as a decision to counteract tax avoidance.

Anti-avoidance is also often seen as a justification for complexity. Increasingly, however, avoidance is used as
a catch-all justification for hasty changes which aVect wholly innocent arrangements and, by the very
complexity they cause, create opportunities for future avoidance schemes. Rarely does it seem to prompt
reconsideration of whether the basic rule that taxpayers are planning around continues to make sense.

Employment-related Securities (Clause 92)

Our main concern with this clause relates to its use of retrospective taxation. The Chartered Institute of
Taxation is against retrospection in principle; if it is ever appropriate, it must be in tightly defined
circumstances about which taxpayers have been warned. The December 2004 statement, BN33 and the Budget
Explanatory Notes all talk in terms of “complex and contrived arrangements”, whereby taxpayers do not pay
the “proper amount of income tax and NICs on employment reward”. The very broad manner in which Clause
92 is drafted, whether by accident or design, means that all tax planning concerning reward—complex,
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contrived or otherwise—is now, apparently, susceptible to retrospective attack. This damages confidence in
the integrity of the UK tax system.

The impression given in December 2004 was that everyone knew what “the right amount of tax” is (and we
have some sympathy with that in relation to, for example, bonuses paid in exotic forms like platinum sponge).
However, the employment-related securities rules are on the very complex borderline (totally revamped
without prior consultation as recently as 2003) between employment income taxed through PAYE and subject
to NIC (eVectively at 53.8 per cent), and capital gains eligible for business asset taper relief (introduced by the
current Government to encourage serial entrepreneurs) and so eVectively taxed at only 10 per cent. At times,
it is not easy to know whether one is a serial entrepreneur or a serial tax avoider.

Financial Instruments (Clause 76 and Schedule 6)

Bearing in mind the piecemeal approach to amending the legislation aVecting relief for interest, to which we
have drawn attention in other papers, and the eVects of relief for interest on the international competitiveness
of the UK’s tax system, we think that there needs to be an in-depth review of the debt/equity distinction rather
than further attacks on such an important part of our tax system.

New section 85C is billed as an anti-avoidance measure, but it lacks a main purpose test or other get-out. We
think there needs to be protection for taxpayers from being inadvertently caught by such wide-ranging
measures. Whilst it is undoubtedly correct for the legislature to attack what it sees as unacceptable avoidance,
there is a need to make sure the tax system does not bear inappropriately on ordinary businesses.

Missing Trader Intra-Community Fraud (MTIC) (Clauses 19–21)

We fully recognise the serious problem that MTIC is causing to the UK and other EU member states, and
support the authorities in their eVorts to tackle it. We do not have concerns about the method proposed in
Clause 19, not least because it follows a route we suggested when what is now VATA 1994 section 77A was
under discussion in 2003. We felt the approach in section 77A was flawed, as has been demonstrated in recent
cases such as Optigen and Bond House. Indeed, we gave evidence to the Sub-Committee (among others) in
2003 which suggested the route now proposed in Clause 19.

We are concerned that the powers in clauses 20 and 21 are used proportionately and are not burdensome on
legitimate businesses. The onus should be on HMRC to show that there are reasonable grounds for making
a direction under Clause 21; there should be a fast track procedure for compensation where goods are
damaged under Clause 20 inspections; and there should be a general exclusion for small businesses.

A&M and IIP Trusts (Clause 157 and Schedule 20)

The CIOT and many other representative bodies have already jointly made a number of detailed
representations on the trusts tax changes. This substantial tranche of legislation has been introduced without
consultation, despite over two years of consultations on other areas of trusts changes, and is deeply flawed.
The non-attributed comments to the press by HM Treasury spokespersons to the eVect 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.

The proposed changes seem to proceed on the basis of a belief that all trusts are in place solely for tax
avoidance reasons, and are only used by the very wealthy. This shows fundamental and worrying
misunderstanding: trusts are essentially about managing everyday family wealth and are used by many
ordinary people, particularly in relation to divorce settlements and normal will planning.

We deplore the fact that there is no longer fiscal neutrality between trusts and outright ownership. A penalty
is now imposed if assets are held in a trust structure. No evidence of tax avoidance using trusts has been given
which is not already stopped by FA 1986 new section 102ZA. There has been no clear articulation of the
problems that the changes are intended to tackle.

The CIOT suggests that the following major matters of principle need urgent consideration:

— That the spouse/civil partner exemption is maintained in all situations. (The current proposals mean
that property left or gifted into trusts for a spouse will only maintain exemption when the spouse is
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able to eVectively wind up and dispose of the trust property—hardly appropriate in many divorce
situations.)

— Why the well-established and eVective Accumulation and Maintenance trust is to all intents and
purposes to be abolished, with existing A&Ms only escaping if they can convert to allow property
to be moved out of trust at age 18 rather than 25. (If there is concern about property remaining in
A&M trusts for too long, why not simply make it a requirement that trust property must pass
absolutely at age 25? And why require age 18 as the limit which, whilst the age of majority and the
time when the Child Trust Fund is accessed, is not an age when many people making their wills feel
that full maturity is established?)

— Whether the disabled are properly covered. (We think there are flaws in the new section 89(2A); in
addition, the ability to self-settle, often used when an individual is concerned about a progressive
disease such as Alzheimer’s, is now to be subject to this new trusts regime.)

— Proper rules need to be tabled to eVect the claimed nil impact on existing life policies.

We can supply fuller details of our concerns with the proposals if the Sub-Committee would find that helpful.

15 May 2006

Memorandum by the Association of Taxation Technicians (ATT) in respect of Accumulation and
Maintenance and Interest in Possession Trusts (Clause 157 and Schedule 20)

1. Introduction

It is apparent from discussions with senior members of HMRC that the proposals included within this clause
and schedule are based on the totally misconceived idea that the only reason for using a trust is one of “tax
avoidance”. What is meant by “tax avoidance” in this situation? In the view of Lord HoVman who spoke at
the Chartered Institute of Taxation Fellows Dinner in 2004, there is no such thing as “tax avoidance”. If the
eVect of a transaction is to bring it within a taxing statute, then it is taxable. If it is not within the taxing statute,
then it is not taxable. What is really meant by HMRC, in a very limited number of circumstances, usually
within sophisticated arrangements is “you are making use of the existing legislation in a manner for which it
was not intended.” What has been proposed changes legislation which has been with us since the introduction
of Capital Transfer Tax (CTT) in 1974 in such a way that everyone is worse oV, not just the few who have been
making use of the existing rules in ways not originally intended.

We must also remember that these proposals will usually aVect the provisions included within Wills, many of
which will already have been drawn up, and Wills which will be drawn up in the future. A Will is a very
important document, drawn up currently, but which may not be eVective for some considerable time, under
which the Testator sets out his wishes as to the devolution of his Estate upon his death. At the time of making
his Will, the Testator has no idea whether this will become eVective in six months, six years, or even later. If
he is married, he will need to include provisions which cover both the situation which will arise if he
predeceases his wife or if she predeceases him. If they have children who are minors at the time of making the
Will, this will also have to be taken into account.

Because of the uncertainty as to the time at which the Will will become eVective, the Testator needs to appoint
Executors/Trustees whom he can trust to apply the provisions of his Will in a sensitive way, taking account
of circumstances which may have changed since the Will was drawn up and in particular the situation of his
family at the time the Executors/Trustees are in oYce. If you take into account the possibility that his wife may
be his second wife and there may be children from previous marriages as well as children of the current, it is
not diYcult to understand that the main concern of the Testator will be to ensure that his assets ultimately
reach his preferred beneficiaries following his death, whilst leaving his Executors/Trustees the necessary
flexibility in the provisions of his Will to enable them to react to situations which arise subsequent to his death
and which he could not foresee at the time of preparing his Will.

2. The Situation under the Rules up to 22 March 2006

Under the rules which applied up to 22 March 2006 he may well have provided for his minor children by setting
aside a fund in an Accumulation and Maintenance (A&M) Trust. Under such a Trust the Trustees would have
been in a position to pay out income for the maintenance, education or benefit of the children, at their
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discretion, or provide advances of capital at their discretion on suitable occasions. Provided the children
acquired at least a right to income at age 25, this form of Trust did not suVer any additional Inheritance Tax
(IHT) during the duration of the Trust or on appointment of the capital to the beneficiaries, which may be at
age 25. In most instances, parents do not favour the passing of substantial sums of money to their children at
age 18, but are more content for Trustees whom they have appointed to manage the funds for their children
and consider the possibility of advances of capital in appropriate circumstances. This form of Trust provided
the ideal means of providing for children safe in the knowledge that IHT would not be charged on the funds
whilst in the Trust and on exit to the beneficiaries.

In many other circumstances where, for example, there are no minor children to be considered or in the second
marriage situation, it may be that the Testator would prefer to give his widow a life interest in his Estate, with
remainder to his children on her death, but giving the Trustees power to advance capital should the situation
arise where the Trustees considered this to be appropriate. This might be, for example, where the widow wishes
to acquire a new car and would like a capital sum to assist with the purchase or when a child is seeking to
acquire their first house and would like assistance with a capital sum for the deposit. Until 22 March 2006, the
bequest to an Interest In Possession Trust for the widow would have attracted the inter-spouse exemption and
the appointment of capital to the widow would not have attracted a charge to IHT as under the provisions of
Section 49 IHTA 1984, the value of assets supporting the life interest are deemed to be part of the life tenant’s
Estate for IHT purposes. The advance of capital to the children in the manner envisaged in the example would
have been treated as a Potentially Exempt Transfer (PET) by the widow and would only have aVected her
liability to IHT on her death if she failed to survive seven years from the date of the capital advance.

It is submitted that in the situations described above, the object of the Testator when drawing up his Will was
the making of adequate provision for the members of his family following his death, taking advantage of the
rules which have been on the statute book for some 30 years, not the avoidance of tax.

3. The situation under the proposed new rules

(a) The A&M Trust

This will now attract the 10 year periodic charge as for the Discretionary Trust regime. Currently this is 6 per
cent of the value of the Trust assets as a maximum. This is 30 per cent of the lifetime rate, currently 20 per
cent, so could change if the lifetime rate changes. There will also now be a charge when capital is passed out
of the Trust calculated as a proportion of the 6 per cent charge depending upon the length of time since the
last periodic charge. These calculations can be quite complicated and need to take into account various factors
to determine if the full rate of 6 per cent is due.

What is clear, however, is that this charge can only be avoided for A & M Trusts already in existence if the
terms of the Trust are amended before 6 April 2008 to give the beneficiary an absolute right to the capital at
age 18. This is unlikely to be popular with Trustees, if indeed it is possible to amend the terms of the Trust in
this way. For those people who have included an A & M Trust within the terms of their Will, they will need
to consider revising their Will to provide for the beneficiary to take the capital absolutely at the age of 18 if they
wish to avoid the periodic and exit charges as and when the Trust comes into existence following their death.

(b) The Interest in Possession Trust

Unless the life interest in favour of the widow is drawn in a very restricted way, without the flexibility which
would normally be included to provide for changes in circumstances which may arise many years in the future,
the bequest to the Trust will no longer attract the inter-spouse exemption which has been a feature of the CTT/
IHT rules for 30 years, but will be a chargeable transfer. This could give rise to a liability at 40 per cent. Wills
drafted in this way, which has become the standard form for many years, will have to be reviewed and rewritten
if the availability of the inter-spouse exemption is to be retained. There can be instances where it will not be
possible for an individual to revise his Will, even if appropriate, where, for example, they are no longer
competent to make a new Will. In these circumstances, the only possible solution would be a Deed of Variation
within two years of death, but such a Deed is only possible if all the beneficiaries agree. A Deed of Variation
will be diYcult if there are minor beneficiaries and not possible without the approval of the Court if the eVect
of the proposed Deed will reduce the potential interest of minor beneficiaries.
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The changes proposed in the Finance Bill will aVect all Wills drawn which include a flexible life interest for
the surviving spouse. These will have to be identified and revised, as appropriate, to ensure that an IHT liability
will not arise or be increased by reason of this change. This will be a very significant task to be undertaken if
this proposal is not amended before the Royal Assent. The vast majority of these Wills are drawn up in this
way to protect the family, not to avoid tax. The circumstances giving rise to tax avoidance could have been
legislated for in a specific way without aVecting all Wills which include a flexible life interest Trust.

4. Life-time transfers to trusts

The comments above have concentrated on the eVect of these proposals on situations which arise when a
person dies by reference to their Will. However, further changes are proposed which will aVect life-time
transfers to Trusts. For example, all transfers to A & M Trusts during the life of the Settlor will now be a
chargeable transfer instead of a PET. Also, a transfer to an Interest in Possession Trust for the Settlor’s spouse
will no longer be an exempt inter-spouse transfer, but will be an immediately chargeable transfer. Depending
upon the amount transferred to such Trusts, a liability to IHT at 20 per cent may now arise.

5. Conclusion

— The proposals within the Finance Bill are based on the misconception of HMRC that all Trusts are
used for tax avoidance purposes.

— The changes are out of all proportion to the mischief they seek to eliminate and will result in costs
to the average taxpayer out of proportion to the tax which it is believed the changes will collect.

Whilst certain of the old rules could be used in a way which permitted substantial reductions in IHT
liabilities on a subsequent death, these could have been specifically targeted by new legislation.

— The sweeping changes proposed will adversely aVect all people who use Trusts to provide a secure
means of managing their family assets. Their objective is to avoid the assets being dissipated by
family members who are either too young or immature to handle large sums of money as well as
securing the correct destination of their family assets in diYcult family situations.

— By applying the new rules to existing Trusts it is penalising actions taken in the past which were
unobjectionable at the time. There is, therefore, a retroactive eVect on existing Trusts.

Note

Throughout this paper there is reference to a surviving wife or widow. The comments apply equally in the case
of a surviving husband or widower or surviving Civil Partner.

Memorandum by Association of Taxation Technicians to the House of Lords Finance Bill 2006
Sub-Committee

Clauses 19 to 21: Finance Bill 2006

Background to MTIC

1. The clauses deal exclusively with measures to combat fraud and, in particular Missing Trader Intra-
Community Fraud (“MTIC”). There is more than one model for this fraud, but a basic explanatory model
was provided by HMRC earlier this year and is reproduced below.
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2. In brief, goods are brought in to the UK from another member state of the European Union, the VAT
registered person bringing the goods into the UK (“A” the defaulting trader, in the diagram) then sells them
on to someone else in the UK (“B” in the diagram) and charges UK VAT. The goods then typically move
through the hands of a number of businesses before they once again move oVshore (shown as “Company B
exports” above).

3. Because of the way in which VAT is accounted for on the movement of goods between member states of
the European Union, the person bringing the goods into the UK (“A”) is not charged VAT by the overseas
supplier. It is then required to charge itself UK VAT which it can then reclaim against the onward supply of
the goods—it contras itself out. The business bringing the goods into the UK (“A” above) then defaults on
its net tax payment to HMRC, being the VAT it charged to “B”—it becomes the missing trader.

The cost of MTIC

4. The fraud is costing every man woman and child in the UK at least £30 per annum. It is not a victimless
crime—we have 60 million victims in the UK and 350 million victims across the EU.

5. The cost of MTIC in the UK was estimated at between £1.1 and £1.9 billion in 2005. HMRC does not know
an exact figure and recent speculation, denied by HMRC, is that the fraud now stands at some £5 billion per
annum in the UK. Whilst it is concerning that HMRC does not have a more accurate grip on the size of the
fraud, it seems that the UK is one of only a few member states that have tried to estimate the size of the fraud
in their country, or, if they have, chosen to disclose what it is.

6. It is an EU wide phenomenon, although it is thought that the more mature member states, principally those
in the west, have born the brunt of the fraud. For example, the estimate of the cost to Germany stands at ƒ4
billion per annum. The French do not appear to have a grip on the size of this fraud, but I understand that
they suspect losses of between 0.9 per cent (the level of detected fraud) and 12.3 per cent of net VAT revenue.
The last published figure available to me for France for net VAT revenue is that for 1999—ƒ106 billion. This
would indicate that French VAT fraud losses could amount to as much as ƒ13 billion. Whilst it would be an
imperfect science to compare the UK VAT gap, the measure used to determine the diVerence between actual
VAT yield and expected VAT yield, with the French fraud estimates, if one considers that according to
information provided by HMRC approximately one third of the VAT Gap is lost as to errors and carelessness,
one third as to avoidance, and a further one third to fraud, and majority of the fraud losses appear to fall
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within MTIC, this would indicate MTIC losses in France of around ƒ4 billion, roughly the same as that of
Germany.

7. Across the EU, the minimum size of the fraud is estimated at some ƒ10 billion, which may well be on the
light size given the potential size of losses in the UK, Germany and France alone.

Origins of MTIC fraud

8. The fraud in one guise or another has been with us since 1993. That date is no coincidence as it was the
“completion” of the Single Market in 1992 which produced the opportunity for the fraud. 1 January 1993 was
the start of the transitional period during which member states were due to agree on a transition to the origin
system—ie if a UK company buys from a French supplier, the French supplier charges French VAT and the
UK company claims the French VAT back on its UK VAT return.

9. The transitional period was due to end in 1997 and, of course, it has not. The original system would,
however, have put paid to most of the economic benefit arising from MTIC fraud—going back to the model
at the head of this paper, defaulting company “A” would be charged French VAT, thus removing any financial
incentive to default—indeed with the French standard rate of VAT higher than the UK standard rate of VAT
at present, it is likely that company “A” would be seeking a net VAT refund under the origin system.

Involvement of organised crime

10. According to HMRC, the fraud is mainly perpetuated by organised criminals, yet management of the
fraud, as it is a fiscal fraud, is left with HMRC. Given the involvement of organised crime, it is the ATT’s view
that management of the fraud needs to be handed over to SOCA, given that they are better equipped to attack
organised cross border crime.

Powers already taken to frustrate the fraud

11. Taking into consideration the foregoing, there is little doubt that the man on the Clapham Omnibus would
wholeheartedly support HMRC being given all the powers they need to stop the fraud. And of course HMRC
has already taken some powers to stop the fraud, and some of these existing powers have run into quite serious
problems—denying input tax to businesses within the chain on the basis that they are not involved in economic
activities (Bondhouse, Optigen etc) and with further litigation on joint and several liability accruing to
businesses within the chain where someone else defaults on their liability to pay VAT—if you like, one business
has to pay for the sins of another.

12. In the case of Bondhouse and Optigen (not economic activities) the answer from the European Court was
that HMRC cannot claim that businesses are not involved in economic transactions, and thus deny claims to
input tax, unless the taxpayer had knowledge or the means of knowledge of the fraud. However, in a further
Belgian case before the European Court of Justice, the Advocate General has argued that means of knowledge
is not suYcient to deny that a taxable person is carrying out economic activities and thus provide a basis for
the denial of claims to input tax. It remains to be seen where the European Court of Justice falls on this matter.

13. In addition, we understand that the Treasury has put pressure on the major banks to refuse business bank
accounts to businesses entering the mobile phone or computer chip markets. HMRC is then refusing VAT
registration to these businesses on the basis that they do not have UK bank accounts—indeed it seeks to refuse
VAT registration per se to businesses in these sectors. This is in itself, in my view, contrary to EU VAT
legislation, but I would imagine that the average taxpayer/citizen of the UK would say “So what?”, as long as
it brings this fraud to an end.

Collateral damage

14. The problem is that the existing measures have not brought to the fraud to an end and, if anything, the
UK MTIC fraud losses are increasing. What’s worse, the measures have impacted on other businesses which
have nothing to do with MTIC fraud so that, for example, new businesses buying investment property are
being refused VAT registration if they have not got a bank account at the time they apply for registration. The
result of this can be that such businesses have to pay VAT on a property acquisition which may not have
otherwise been the case, adding to their funding costs, but also adding to their taxation costs because of SDLT
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payable on the top of the VAT that may not have otherwise been payable. For others, the control is delaying
the start of their business—hitting right at the heart of entrepreneurial Britain—which cannot be good.

15. Other taxpayers are impacted by HMRC’s use other existing powers and controls, such as verifying
movement of goods to other member states where the level of evidence being demanded by HMRC on
occasions can seem to be unreasonable and certainly without the existing UK and EU legislation.
Nevertheless, HMRC either deny claims to input tax, or assess for output tax on supplies made to other
member states, contrary to the basic scheme of the tax. These businesses may well get this resolved after much
time and cost, frequently having to resort to litigation, and may also be compensated by way of interest. But
to those businesses inadvertently caught up in HMRC’s fight against MTIC, it is diYcult to understand why
HMRC seems to be trying to halt their international trade or even put them out of business.

16. However, in perspective, the man on the Clapham Omnibus may consider this to be reasonable collateral
damage in the event that it helps significantly reduce or eradicate MTIC in the UK. To reiterate, however, the
problem is that the evidence seems to indicate that this has not been the case.

Measures within the Finance Bill—Clauses 20 and 21

17. And so we come to the new measures contained in the Finance Bill. The measures in clauses 20 and 21
have 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.

18. In relation to clause 20, evidence gathered already, so we were told by HMRC at an event they ran in
March 2006, shows goods being traded which have been stolen or not even released to market. At that event,
however, ATT heard no evidence, that those dealing in stolen goods had been brought to task under the
criminal legislation related to such activities. It may be that this has happened or will happen. It could be that
it has not happened because MTIC is a fiscal crime and HMRC has not co-operated with SOCA, or its
predecessor NCIS, which is empowered to investigate and prosecute such matters. If evidence of dealing in
stolen goods comes to light under these new powers, do we have an assurance that it will be used with a view
to bringing the persons handling those stolen goods to book?

19. The ATT’s point with this new legislation, is simple. We already have considerable potentially acceptable
collateral damage arising from the attempts to limit MTIC in the UK. To be clear, within the rest of the EU,
what HMRC is doing in the UK to tackle MTIC is seen to be taking the lead within the EU.

20. However, what happens if these more detailed record keeping requirements, along with rights to inspect
goods, scan the bar codes and perhaps mark the packaging, which could aVect the resale value of the goods
concerned, leak outside of potential MTIC transactions into more general transactions? There is nothing
within clause 20 which seeks to restrict the power to inspect and mark the goods or packaging to potentially
fraudulent MTIC activities.

21. Is this additional burden on business, this further collateral damage, acceptable? Or is it time to
acknowledge that HMRC need tools to help to frustrate the fraud, but in doing so appreciate that safeguards
should be put in place to ensure that any leakage of the existing powers used, along with the new ones, is dealt
with swiftly and eVectively, leaving such honest traders suVering from collateral damage to return quickly to
their normal trade. This does not necessarily mean access to the VAT and Duties Tribunal or even access to
judicial review, albeit that such access should be enhanced, because the VAT Tribunal process is far too long
a drawn out and that for judicial review very costly for a smaller business.

22. This does mean first HMRC taking real care as to when and to whom they apply their powers, with
internal checks and balances to prevent and, where they cannot be prevented, deal with “errors of judgement”
at the outset, as well as the grace to withdraw from their position in the face of an honest trader not involved
in MTIC at the earliest possible opportunity, something we do not see in practice.

23. We do, however, believe that Clause 20 needs amendment, given the potentially negative aVect on the
ability to resell those goods, and the price achievable for those goods, from the existence of an HMRC date
stamp or date stamps on the packaging or the goods themselves. 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 concerned are involved in MTIC fraud. As things stand, HMRC seems empowered to mark any goods,
whether or not involved in MTIC Fraud, without any reasonable suspicion that the goods are involved in
MTIC fraud and with no external review. For example, this power can be operated without the need for a
search warrant, and thus there is no form of judicial review to the application of the power. In brief, according
to the legislation and indeed the notes to the Finance Bill, whilst HMRC “plans” to use these powers to address
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MTIC, they have shown no safeguards to ensure that they will only be used in the case of fraud. Given the
potential impact on innocent businesses, including a financial impact if packaging is defaced, it is ATT’s view
that some safeguards should be introduced.

Clause 19

24. ATT welcomes the extension of the powers taken in the past, commonly referred to as the Gold Scheme,
to goods involved in MTIC. ATT also appreciates the problems which will arise from taking this new power,
specifically related to the identification and control of new forms of commodity used as a basis for the fraud.

25. The eVect of this measure is to stop Company “A” in the model at the head of this evidence, charging VAT
and thus removing the economic benefit from the fraud within company “A”. It is not believed, however, that
this measure will bring the fraud completely to a halt.

26. However, their Lordships will have noted that this is legislation subject to an appointed day order. This
is because the eVectiveness of the legislation relies on a derogation being received from the European
Commission because, in principle, it is contrary to the scheme of the tax. The ATT would hope that such
derogation would be forthcoming, but I understand that is far from being a foregone conclusion. It is worth
noting, however, that at least two member states have introduced a reverse charge already to seek to combat
MTIC fraud although I am not at all sure whether this was done under existing derogations for the member
states concerned.

Vienna Conference

27. On the horizon, later this year, we also have what has been described to me as a “High Level” conference
in Vienna on MTIC fraud under the Austrian presidency of the European Union. The ATT understands that
the purpose of the conference is to see what member states can do to try to reduce or eradicate this very costly
fraud. Given the UK’s perceived lead in such matters, we would expect that the UK will take a leading role
within this conference.

The origin system

28. There is a “simple” thing that could be done to stamp out the fraud, beyond the new powers sought in
respect of the extension of the Gold Scheme (or reverse charge)—complete the single market and move onto
the origin system.

29. In reality, I am told this is just not going to happen, mainly because each member state jealously guards
its taxation revenue and, taking my earlier example, the UK Government would not wish to refund VAT to
a UK taxpayer that had been handed over by the French supplier to the French Government.

30. In 1991–92 Lord Cockfield produced a fiscal model to address this issue. It involved what seemed to be
quite extended additional boxes to complete on a UK taxpayer’s VAT return. This in itself was considered
unacceptable at a time when the UK had been working to reduce the number of boxes that had to be completed
on a VAT return. However, with the European Commission’s One Stop Shop proposals, which were advanced
under the UK’s presidency, and would eVectively involve the possibility of a taxpayer in one member state
reporting tax liabilities to his own tax authority for business activities in another member state, surely we are
close to agreeing to such a mechanism in any event?

31. More fundamentally, however, I understand that it was argued that the Cockfield model was flawed in
that some of the tax just fell into a “black hole”. I would imagine that the size of that black hole would now
seem quite minute to most member states in view of the size of MTIC losses across the EU. However, I
understand that because of the sovereignty issues the chance of the market ever being formally completed and
for the EU to move onto the origin system is negligible. As long as member states, including the UK, recognise
that this element of sovereignty is costing £billions each year, and such a cost in the absence of any really
eVective fight against MTIC is considered acceptable, then I suppose it is reasonable for the origin system to
remain a Brussels pipe dream.
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Summary

32. To summarise, the basis of the ATT’s evidence on these clauses is that HMRC should be given these
additional powers, but consideration should be given to shifting the fight against organised crime operating
MTIC away from HMRC, and at the same time checks and balances should be introduced to ensure against
HMRC’s abuse of these new powers as well as existing powers.

33. However, after 13 years of accumulated losses (for example, the estimate for 2004–05 alone is about twice
the accumulated deficit of the NHS) is it not time to start thinking outside the box and do more than just seek
to frustrate the fraud?

34. In the case of collateral damage, for those who have not dealt with problems arising from MTIC controls
amongst the non-MTIC trader population, you may well think this is nothing more than a storm in a teacup.
I can assure their Lordships that for the UK businessman facing collapse of his or her business, or even failure
to get the business oV the ground, it is far more than that.

May 2006

Examination of Witnesses

Witnesses: Mr John Cullinane and Mr John Whiting, Chartered Institute of Taxation; Mr John Kimmer,
and Mr Steve Botham, Association of Tax Technicians, examined.

Q226 Chairman: Good afternoon. I see some employment reward in connection with shares or
other securities is subject to income tax at anfamiliar faces and some fresh faces that I do not think

I have seen before, but you are all extremely welcome. appropriate time.
I am grateful for you coming. We are going to be Mr Whiting: I think we have felt the rules are
asking some questions, which I think are pretty reasonable, and we can certainly see the objective of
familiar to us by now, and we have got a pretty them. Inevitably, certain things are to be caught by
shrewd idea of the answers you are going to give us 40 per cent income tax and 13.8 per cent, in eVect,
on some of them. What we are particularly interested national insurance, but the fact that on the opposing
in, obviously, with your expertise, is any additional side might be 10 per cent capital gains tax, needless to
bits of information other than the obvious things that say, makes it a very emotive boundary, and there are
we all know and realise. We will go round the room some boundary issues as to when has something
asking the questions. Whoever wants to answer or really come as a result of your employment verses
how many of you want to answer is a matter for you. actually an investment opportunity. It usually
Would you like to introduce yourselves for the revolves around new ideas and somebody is given the
record? chance to invest in them, and questions have arisen in
Mr Kimmer: Good afternoon, my Lords. My name is practice as to whether it was an investment
John Kimmer and I am here representing the opportunity as a result of your employment, or a
Association of Taxation Technicians. genuine investment opportunity. There have been a
Mr Botham: Good afternoon. My name is Steve number of issues coming up with management buy-
Botham. I am here also representing the Association outs and similar things in that area. The Revenue
of Taxation Technicians. have put out a fairly extensive list of guidance in
Mr Whiting: Good afternoon. John Whiting, terms of Frequently Asked Questions, which I think
Chairman of Tax Policy at the Chartered Institute of in itself is very telling in terms of the number of
Taxation. problems there have been. What I would say is that

we are getting through the problems, but it is, and itMr Cullinane: John Cullinane, President of the
Chartered Institute of Taxation. remains, an area where there will be continuing

arguments as to where this boundary actually lies.Mr Whiting: You will appreciate, my Lords, that we
have brought one token non-John for you!

Q228 Chairman: Will the arguments be conducted in
terms of dialogue with the HMRC?Q227 Chairman: Absolutely. We have got three

topics: the avoidance of direct tax and the causes in Mr Whiting: Yes, they will, and I think in terms of
specific cases in practice, sometimes causing genuinerelation to that; the VAT issues; and then, of course,

wills and trusts, and so on. Can I start with the diYculties. Naturally, it may well be that a
transaction, an opportunity, arises and some adviceavoidance of direct tax. I wonder if you could tell us

what has been your experience generally of the is sought and opinions are given, and it is some time
later that the issue is raised by HMRC. It perhapsoperation of the rules that have been designed to

ensure that all the value received by way of points out the need for something we do not have a
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reasons”? We do see some practical diYculties, and itlot of in our tax culture, which is clearances and the
is, as defined, quite a wide-ranging provision.opportunity to go and get some sort of binding

ruling . . . The Revenue have been quite reasonable
within the early days of these rules, but, as we are now Q230 Lord Sheldon: Is it something you feel you are
two, three years down the track with these rules, able to deal with?
naturally they are expecting them to be well baked in, Mr Whiting: I think there is an element of, “Well, we
and, as I say, they are not quite wholly there yet. will have to work our a way through”, but I can see
Mr Cullinane: Could I add one specific example. If that there will be some arguments, some discussion
you look at the asset management industry, and that and some need for clarificatory statements as to what
is one of the industries where quite often there are exactly is caught by this. We have put some detailed
individuals or teams who are very well known in the points to HMRC in our Finance Bill representations
market and command a great deal of market asking for what their view is: is it actually caught by
reputation; they often have their own companies and this term. Hopefully, we will get some further
they will hitch up with a bank or a big financial guidance from them.
institution and then maybe become minority
shareholders in their companies and the bank will Q231 Lord Paul: Are there any practical issues of
take the majority share, and they will then go and do implementations that arise from the 17 provisions
their business. Minority shareholding of companies which together comprise Schedule 6? In particular,
you are also employed by when you set it up is one of do you foresee any unintended eVect impacting on
these borderline situations. Inevitably, these people day to day market operations?
are often fairly taken up with the idea of only being Mr Cullinane: As you say, there is a large number of
taxed at 10 per cent when ultimately they have built these provisions, and I think people generally are still
the business and sold out their shares to the bank. working through them. A lot of the attention has
From the bank’s point of view, they are not going to focused so far on one in particular, which is the new
get a tax deduction, which they would for paying section 85C. This is, frankly, attacking an avoidance
them a bonus when they ultimately buy their shares, scheme, and it was an avoidance scheme where you
so it is not all black and white in terms of tax take and had a financial institution or somebody might have
the interests are not on the same side. The individuals an asset which is taxed in one way and a liability
would like the 10 per cent, the bank would like to which is under a diVerent regime and, because the
avoid the liability of PAYE, and so what you can get accounting was eVectively to net the two oV, the
is a prolonged discussion as to how the thing is going income got spirited away. So I can quite understand
to be structured. Then, almost every year, the tax why the Government would want to remove that
legislation is changed to tweak the borderline, or the opportunity. The way in which they have done it is to
commercial situation changes, and the way they have say, “We are going to have some special form of tax
worked out their exit formulas will change. And so accounting here and look at each thing in isolation
there is a lot of time wasted in continual dialogue, and not take into account anything else in the whole
even before HMRC ever get to see it, between the world”; and, while that does counteract the scheme,
parties to the arrangement, and as advisers we you can see, from the general terms in which it is cast,
probably should not complain because I cannot see that is has a lot of eVect on a wide range of

arrangements. Firstly, where banks have sub-anybody else worrying about it other than advisers,
participating loans, where they are, for non-taxbut there is less business being done as a result of all
reasons, in that sort of situation having closelythe attention given to this issue.
matched assets and liabilities, there are all sorts of
anomalies that can arise, but, basically, if there is a

Q229 Lord Sheldon: How do you see the problems in diVerent category of treatment for one side or the
operating the purpose test in the definition of other, which happens a lot in our tax system because
“securities options”? our tax system does tend to divide things up and have
Mr Whiting: We have got some concerns that it is a diVerent rules for each, and that is the subject of a lot
very wide definition. It is all very well saying of discussion between HMRC and the British
“purpose”. How do you discern that? We would Bankers’ Association and others, which is quite fast-
certainly like it to be clear that this is going to be moving and they are coming out with new
applied if there is an avoidance motive, if that was the interpretations all the time, it does seem there will be
main objective. That might make it clearer and, in problems. Clearly, also I would have to say, there will
turn, easier to apply because you would then be really be future avoidance opportunities out of this,
looking and really standing back and saying, “Is this because when you fundamentally deem something
a commercial deal?”—the sort of arrangement John diVerent from the actual facts to be the case and say
has described—or is it really, “I have set this up in that is going to be your basis of taxation, it may be a

neat way of counteracting a scheme that theresuch a way that it is clear that it is for avoidance
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quite rightly, from the premise that one should not doalready is, but it will create opportunities for other
people to exploit, and that is very clear looking at retrospective taxation.
that section. I think this approach of coming up with
ever more detail and ever more complicated

Q235 Lord Lamont of Lerwick: In the light of Clauseprovisions in this area is proving a bit self-defeating.
92 and Schedule 6, which is what we are discussing,
do you have a view on the general avoidance

Q232 Lord Blackwell: Can I go back to Clause 92, provisions that were introduced in the Finance Act
etcetera, and the schemes that have been closed 2004? What is your view about that? Have you any
down. Given your experience of the way options and observations on the compliance costs of that?
securities were used, do you think the action to close Mr Cullinane: These are the provisions where,
down the schemes was appropriate? and do you think basically, certain pieces of planning had to be
it was consistent with the Paymaster General’s earlier disclosed to HMRC, typically within five days of
statement of intention? In particular, do you think at being made available to a client or certain other
the technical level the provisions deal adequately trigger events. In general, we do understand why the
with back-dating to December 2004? Government introduced that, because there are some
Mr Whiting: I think, as a matter of principle, we have areas, like derivatives and so on, and also in the
considerable concerns and reservations about employment rated area where, if a piece of planning
retrospection, so I think that has to be put on the is repeated many times but sometimes even if it is so
table. As a matter of principle, we would oppose large in the first place, it can have a serious eVect on
retrospective taxation and, indeed, hope that most the Revenue. So we can entirely understand why the
people would. That said, this was an area that we Government would want to be aware of these things
were, if you like, warned about. The Paymaster at a much earlier stage than they had been previously
General’s statement in December 2004 was to put themselves in a position to act. We believe
something we discussed with the tax authorities to try there has been a considerable compliance cost.
and bottom out what the range was. We understood Almost all professional firms have to set up elaborate
what the aim and objective was, so having considered provisions for working out, whenever any advice is
it one can say, as this is a fairly restrictive point, given, whether it is reportable or not. HMRC, at that
as this is a fairly defined area, one can accept time the Revenue, made it very clear that they did not
retrospection on this tightly defined regime. The want to be drowned in paper, that they wanted a
concern, and it harks back a little to the earlier manageable number of disclosures which enabled
question, is just how tightly defined is this piece of them to target what they wanted. It falls principally
retrospection, and, given that retrospection is to advisers but also to in-house people to come and
inherently unfair because people proceeded on the filter it down. Some of the existing filters are very
basis of the law as it was laid down, not only to fit judgmental. You have to apply such tests, not did I
with fairness but also with human rights, it has to be get a premium fee, but would anybody have been
very tightly defined and very clear in terms of, capable of getting a premium fee from this type of
frankly, what we were warned about. This just about situation, and so you have to ask hypothetical
fits it, although harking back to Lord Sheldon’s questions. Therefore, there is a kind of ongoing
question, it is a question of whether it really is tightly compliance cost, which in the first place is the
defined on certain specific areas. advisers but probably, generally speaking, gets

passed on to the clients, clearly, just from operating
the thing. I think we also have a concern as to how theQ233 Lord Blackwell: You think that is on the
scope of that disclosure regime is to be increased. Iborderline?
think from the Government’s side there was quite aMr Whiting: It is on the borderline.
lot of evidence that certain types of planning were
becoming less common and that they were achieving
their objective, but I think they took it that, when theQ234 Chairman: We were given evidence in an
number of disclosures fell oV, they were not trustful:earlier session that in the European Court in a VAT
“Oh, we have kind of won; that is it.” They werecase the claimant argued successfully that the
mistrustful that there was more out there than theywarning that was given was not specific to what they
were getting to hear, so they are coming back now, asdid subsequently, and that is the analogy that, I
you know, to extend the scope of it. And, while wethink, some people have sought to make. Do you
would applaud the extent of discussion they havethink, by and large, they have kept within the limits
with us, both on that and the first time round, one ofof the restrictions they announced?
the concerns is that more of these tests are going toMr Whiting: I think so, by and large, although I
have to be applied; so in most cases at the end of thewould never wish to say this is absolutely clear and
day people are going to conclude they do not have touncontroversial, and I know colleagues feel that this

has gone too far because they start, in many ways disclose some tax advice they have given but they are
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Q237 Lord Vallance of Tummel: You have alreadygoing to have to have gone through an awful lot more
touched on the question that I was going to ask, andhoops to get to that conclusion.
that was on 28 April, of course, these new draftMr Whiting: I think there is some concern over the
regulations came in together with a partial regulatorynew regime that is coming in. Yes, there have been
impact assessment. Is there anything more you wouldquite extensive discussions, and they continue, but
like to say about those? You have not touched on thefor a regime that is due to come in with quite
regulatory impact assessment, for example. Doessubstantial changes on 1 July, we have only just had
that make sense to you?the draft rules some five months after it was
Mr Whiting: The partial regulatory impactannounced that there were to be changes. This, in
assessment did not go very far, I think it is fair to say,turn, adds considerably to the compliance burden
because there is an element of “they did not knowthat advisers and in-house teams, who are now much
how much it was all costing”, partly because we andmore involved, will have to shoulder. There is,
in-house teams had not supplied them with data,therefore, I think, a need to look carefully at the
because we had not necessarily been asked to supplyadministrative burden here. One does wonder
them with data. I think there could have been moreunderneath this if the concerns that HMRC have, as
eVort to try and get at the real regulatory cost in this,to how eVective these rules are, are not so much
although at the end of the day—I hark back to Lordwhether the definitions are correct but whether there
Lamont’s question—you understand that they areare people who have just decided to opt out of the
validly targeting certain areas, such as therules and so whether they have more of an
employment products. You understand that theyenforcement problem. They are tackling that perhaps
want to get at these pre-packaged areas, but ourby changing the rules which those who are
concern is the much wider range of things that havefundamentally compliant will work very hard to
to be considered for disclosure because they do notcomply with rather than perhaps pursuing those who
just target pre-packaged, mass-marketed schemes.are not complying.

Q238 Lord Vallance of Tummel: Have you got any
Q236 Lord Lamont of Lerwick: Going back to this feeling for what the costs might be?
year’s provisions, would you not concede that there Mr Whiting: We have not tried to add it up. I can
has been, over the years, a problem with people speak of my own firm, where I think it is probably
avoiding national insurance using all sorts of devices, going to take us about two man years to prepare the
and employment related securities is one in a long guidance centrally, and then there is training to be
line? When you look at these small (in relation to done by everybody in the field looking through what
total reward) salaries that people are actually paid, we do; so we are putting quite a lot of eVort in—and
the attempt to get at the employment related security that is two man years in a couple of months.
surely has some justice?
Mr Cullinane: What is happening this time is the Q239 Lord Vallance of Tummel: If you multiply that
extension from those areas of financial arrangements up with your membership it is significant?
and employment related areas where clearly there Mr Whiting: It would be significant. It would be
were marketed schemes that went on either an entire diYcult to say we could put a figure on it.
bonus round in the case of the employment related
area or, because they used things like derivatives, Q240 Lord Powell of Bayswater: Perhaps a last
were able to shift very large sums of money. I entirely question in this particular field. We got the
understand the policy behind the original proposal, impression from earlier witnesses that there was a
but with the original proposals you have the problem never ending game being played here, that because
of subjective filters and a lot more compliance burden financial securities and derivatives, and so on, is a
than ever relative to what you end up disclosing, and complex area and a very fertile area for tax planning,
with the new rules we have changed to hallmarks, but the Government cannot easily define how it wants to
there are more tests, basically, to consider and we are tax everything. Some wizard in your profession
moving out of these areas of financial employment comes up with a scheme for getting round whatever
arrangements, but there has not really been any legislation the Government introduces, the
evidence produced as to what the Government Government then legislates again and the next year
believe they are missing out on. There is no evidence the wizard comes up with yet another answer. Do you
of schemes that they have discovered but are too late see any sign of the need for legislation slowing down?
to counteract eVectively; there has just been a or is there some better or alternative method of
concern that the number of disclosures has gone dealing with the problem?
down, as it would if the original mechanism was Mr Cullinane: I think there are some better
eVective, and, on that basis, we are going to go for approaches. To some extent at times they have

followed the better approach. Since the early ninetiesmore.
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advising how you can avoid amending previousthere has been a broad tendency in this area to move
away from special tax rules more towards following Finance Bills in new Finance Bills, I am sure any

minister in any government would be delighted tothe accounts but, rather than do that as a general
proposition, they have segmented out areas and said, hear from you. I just have one brief question on the

question of retrospection. You have mentioned in“Let us take one area at a time.” They then took
foreign exchange, and then they took certain your paper that you, of course, are opposed to

retrospection, and I appreciate that, but you go on tonarrowly defined derivatives, and then loans more
generally, and so on and so forth. Most of the say in your paper that you have some sympathy and,

indeed, you have it reiterated today, with what youproblems have come from two things. First, from
having borderlines between these regimes, so the describe as “exotic forms of avoidance”. You

mentioned a platinum sponge. I have never heard ofgovernment get very upset when people find a way of
getting a return that is like interest, economically, a that yet. Could you tell me where I can find a

platinum sponge? I would be very glad to see it. Whatreturn on deposits. It does not fall within the legal
definition of loans, but then they decided to have a you did say today was that you can accept

retrospection, I thought I understood you to say, if itlegalistic definition of loans and put a fence round
that; so the fewer regimes that are all trying to do was tightly defined. If you have a formal amendment

that you think would fit that bill, I am sure theessentially the same thing the better. In fact, there has
been some tendency to consolidate in this area but Committee would be glad to see it, but do you have

any such definition or have you put one to thenot totally. The other thing is that, although the
broad objective is to align with the accounts, there is HMRC?

Mr Cullinane: I am not sure it would be somethingalways some tendency not to trust them and to say,
“We are going to put into statute what we think the that would go in the Bill. It is more whether it comes

within the ambit of the warning statement that oneaccounting rules are”, and invariably it does not quite
tie in, and I think it is quite demonstrable if you look has had. When one had the warning statement the

impression you had—and I think this was confirmedat the diVerent regimes, the more they have done this,
the more avoidance there has been. When avoidance in our minds with the discussions that we had in detail

with the HMRC and Treasury at the time—if youarises, the tendency is to say, “Here are the latest 20
schemes, let us have one set of rules around each”, have a City bonus situation, people clearly are

employees, everyone knows they are employees,and, of course, no-one seems to look at the
interrelationships between them or the eVects on everyone knows what is happening is they are going

to be paid a bonus; they are paid a bonus, but,people who are not thinking of tax at all, and so on.
What there might be is a stepping back and thinking, because you find some exotic way of doing it, it is not

taxed, and you half think, “It is a pity they cannot“This is an area where things are going wrong.
Maybe we could tackle it by simplifying further and find a way of putting into legislation what they want

to tax in the first place”, but, nevertheless, we do sortaligning it further, having fewer tax-only rules and
of know what they are getting at. Then you get, stillfewer sub-compartmentalisations.” I think there are
in the employment area, this jagged borderline thatthose approaches, which have been half tried on
both John and I were talking about before, betweenoccasions and have actually worked for them, but
the 10 per cent when the taper relief was introducedwith this type of thing, with the large numbers of
by the current Government for deliberate policymore detailed provisions, there is a sort of moving
reasons—what people are getting with one hat on,back, which I think is unfortunate.
their hat as serial entrepreneurs, and the tax that
would apply to them as employees—and that is aQ241 Lord Powell of Bayswater: Do you have any
very, very complicated borderline between two quiteevidence to expect them to change and go for a
diVerent tax regimes. In that area it does seem a littlesimpler system?
more diYcult for me to say you would know whatMr Cullinane: I have no evidence that they are
was going to happen to you, because there were twothinking about it at all. I think when they were doing.
quite clearly intended regimes, it is just that one wasThat, they were consulting more about it, and I think
more favourable from a tax point of view than thethat was a good move. Some of the big avoidance
other. I do not think that is such fair game as aaround derivatives, which was costing them a lot of
situation where everybody really knows what wasmoney, did dry up as a result of the last move to a intended to happen.

kind of more unified derivatives regime. I think it is Mr Whiting: If I can just add, a platinum sponge is a
to be regretted that they are not following that now. form of catalyst used in exhaust systems.
I think it is too knee-jerk now. Mr Kimmer: A catalytic converter.

Q242 Lord Barnett: Unlike Lord Powell, I have to Q243 Chairman: Maybe we had better move on to
plead guilty to having put a fair number of Finance the VAT issues. If press reports are to be believed, in

spite of what was done in the 2003 Finance Act, theBills in the statute books! If you have a way of
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would not support it whole-heartedly, because tax issituation is actually getting worse, not better, and it
going astray across the European Union, at least 10is growing alarmingly. I wondered whether you could
billion euros a year across the European Union, orgive us your views as to why you think this is and
even more.what you think is the solution.

Mr Botham: First of all, I understand The Guardian’s
estimate was about five billion pounds as opposed to Q244 Chairman: We do not want to talk about the
the Government’s of 1.1 to 1.9 billion for 2004–05. I figures that you read in the newspapers, or whatever
am very pleased they have got access to accurate it is. But it is quite clear, at least it seems to be quite
statistics, because from what I can work out no clear to us, that whatever was done in 2003 has not
government in the European Union has. The been working very eVectively. However, you think
estimate is really coming from the VAT gap and that the solution that is now on the table, assuming it
partly from what has been detected as we have gone can get through the all the hoops, is a better way of
along. I do not know whether it has increased to five dealing with it? Is not that what they should have
billion or not. I do not think anybody knows. What done in 2003?
I do understand from talking to people in HM Mr Whiting: As I remember, three years ago, before
Revenue and Customs is that there were one or two this Committee, asked whether the proposed route
problems with the measures introduced in 2003. was the correct one, and it was suggested that it was
None of them were aimed at stopping the fraud; they not and that a reverse charge mechanism would be
were all aimed at making it more diYcult to better. Back in 2003, both to this Committee and,
perpetuate the fraud and also to pass the liability to indeed, to the Committee in the other place, we did
other people who were dealing with fraudulent suggest that the method proposed was not
traders. If you like, somebody else had to pay for the appropriate. We suggested an alternative route—I
sins of another. Within that there has been litigation, still have the paper that I submitted to this

Committee suggesting what is now going forward—which has gone to the European Court of Justice
and so I am afraid there is an element of “We told you(Federation Technology Industries), and the decision
so”, that the route then followed was not going tofrom the European Court of Justice was handed
work and that there was a better route.down this week to say that the Government, in fact,
Chairman: We are not unaware of that, but thank youwas able to take such a measure to create joint and
for saying it in that way.several liability, but, once again, in common with the

Bond House case, to become jointly and severally
liable one had to have knowledge or the means of Q245 Lord Paul: Do you support the introduction of
knowledge of the fraud. Quite what “means of the new measures in Clauses 19-21. How eVective do
knowledge” means I certainly do not know, and I you think they will be? In particular, are the new
understand that HM Revenue and Customs are obligations imposed on traders a proportionate
taking advice on that, probably as we speak. We had response to the ongoing mischief? Clause 20 explicitly
the major measure of joint and several liability extends the power of entry and search of premises
challenged within the courts and the decision handed and persons to enable HMRC oYcers to mark goods
down quite recently, but there was nothing there to or their packaging and to scan bar codes. The power
stop the fraudsters, because the fraudsters were not is a general one, but the explanatory note says that
the other people in the chain. Is there a solution? I HMRC plan to use it only where goods are thought
have suggested within the written evidence that the to be involved in the MTIC-suspect supply chain. Are
only real solution is one that is not going to happen, you content with this reassurance?
and that is the completion of the single market and Mr Botham: I am going to have to take that step by
moving onto the origin system. Therefore, the next step.
solution is to try, first of all, to remove VAT from the
chain, which is I think what we have got in Clause 19, Q246 Chairman: It was a very good Lord Paul
and perhaps (something we have not seen here) question, if I may say, so broad but to the point!
introduce some penalties which are proportionate to Mr Botham: Can I start with brief points on each of
the crime. Where else in the United Kingdom could the clauses. Clause 19 I have already talked to, which
you steal several million pounds but only be at risk of is eVectively the extension of the Gold Scheme (which
a maximum of seven years imprisonment? They are worked very well with gold) to these other goods. We
stealing. I think we have got a measure which will are fully in support of that. Clause 20 I have grave
help in the reverse charge which is proposed to be misgivings about. I actually do not read in the
introduced, but, of course, we have got an issue with explanatory notes an explicit statement from HM
it. It is contrary to the scheme of the tax. There is a Revenue and Customs that they will not impose this
question whether the European Commission would outside MTIC. There is a more explicit statement to
support it or not. I have some diYculties in that in the regulatory impact assessment. I think that

leaves a problem for businesses who Customs decideunderstanding why the European Commission
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perhaps, that there was a case here that they shouldshould have their packaging et cetera marked up who
are outside the potential MTIC chain, in that they be given the power.
would then have to try and challenge this through the Mr Botham: I think we probably would not need to
courts. I do not think it would even be a matter for bother the Tribunal as such, because tribunal time is
the VAT Tribunal as such. I am also a little bit very precious. But, if you look in the same part of the
concerned that what is written in the regulatory main legislation, you have got “inspection” there but
impact assessment or in the explanatory note to the you have also got “search”, and search is not possible
Bill does not really explain the intention of without a warrant and warrants are granted by
Parliament. The taxpayer would be, I believe, left to a magistrate. It would be equally easy, if the
go to judicial review to show that the Commissioners Commissioners think it reasonable, for them to go to
are behaving reasonably, an expensive procedure for a magistrate, which is far more accessible than a
a smaller taxpayer. When it comes to marking up tribunal, and say, “In the equivalent to our powers to
boxes, if I refer back to the regulatory impact search we would like the powers to mark in these
assessment, the Commissioners have gone back to instances”, and the magistrate would have to be
the manufacturers and asked their view whether it is satisfied. I do not think that anybody could complain
likely to aVect the re-saleability of the goods about that. I think it is a reasonable check, and
involved. With respect, the manufacturers have balance.
already sold the goods to people who are selling the
goods to the public, who are at the end of the chain,

Q248 Chairman: In your written evidence you havewho are the ones who would be aVected. To give an
put a couple of intriguing sentences which I wouldexample, a very simple one, my Lords, if you catch
like to draw you out on. You talk about internalthe train you will find buckets of free newspapers as
checks at Paragraph 22 and safeguards in Paragraphyou go in, Metro or whatever. Have you ever watched
23. I do not know whether you could give us a bitpeople picking these up? If there is a rather scruVy
more of your thinking on that?one on the top of the pile, they do not pick it up; they
Mr Botham: Perhaps the easiest is to give a couplego down and get a nice fresh, clean one from
of examples of things that we see as taxationunderneath, and the same goes for retail packaging
practitioners. Part of the controls that are being usedand the packaging of goods. If it is marked or it is
to stop MTIC fraud are to look very carefully atdamaged, the public do not want to buy it, they want
documentation related to exports, the movement ofclean packaging, so on that sort of thing I have some
goods through the Member States. I think we can alldoubts. If it is going to be used purely to control
agree that, where MTIC fraud is involved, beingfraud, I cannot deny that we need to do something,
extremely picky over the quality of the evidence beingbut I do not believe that it should be an unfettered
provided is probably reasonable. But, when thosepower.
same oYcers are using very similar tools with theMr Whiting: I echo that. I completely agree on Clause
average taxpayer trying to do a bit of trade with the19 And Clause 20, yes, again, we have concerns that
rest of Europe, then it is a little bit out of control, andin many ways there should be an obligation on HM
trying to drag them back onto to the normal courseRevenue and Customs to show that there is a good
of events is a diYcult job. Similarly, we have issues onreason for them to take the action, not just what
VAT registrations, where pressure seems to haveseems in the Bill to be an unfettered power to do and
been put onto the banks to refuse bank accounts toso, and that certainly any restriction, any statement,
people in these types of trade: and then, if peoplein principle should be in the law so it is clear from the
apply for a VAT registration number and they havelaw. But, if it cannot be in the law, it needs to be a
not got bank details, that bank registration is beingformal statement, not just a throw-away comment in
refused. But a lot of new businesses or peoplethe explanatory notes that will be thrown away in
involved in a property transaction for the first timedue course.
may not have a business bank account at the time
they want to be VAT registered, and these people are

Q247 Lord Paul: Do you have an alternative also having terrible trouble getting VAT registered,
solution to this? and trying to get this broken down past, “It is a big

MTIC control. We have got to do it this way”, is veryMr Whiting: The initial suggestion would be that it
would be for HMRC to show a need to go to Retailer diYcult. There are appeal processes to the Tribunal,

but it can take many months to get into the Tribunal.X to do this. We have many cases in direct tax where
there are some extensive powers of entry and search There is a complaints procedure with HM Revenue

and Customs and, quite frankly, it is not veryand they have to get the equivalent of a warrant from
the Commissioners. One wonders if there was an satisfactory. I think more positive controls need to be

taken within HM Revenue and Customs to ensureargument here, that they should first have to
convince the VAT Tribunal, sitting in private that the actions are being authorised at an
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not have taken into consideration? The problem withappropriate level and not that some particular oYcer
has decided to go down that track on his own. that test is that it is down to the taxpayer to get that

information out of HM Revenue and Customs and,
on almost all occasions within the tribunals, they areQ249 Lord Blackwell: Can I come back to the need
unable to do that because it is not information whichfor these new powers. If you go back to the way the
is readily available. I think, if anything, it should be2003 powers operated, what are the issues around the
reversed, so that the Commissioners will ensure thatway those operated, particularly from the point of
they have acted reasonably rather than the otherview of a would-be compliant taxpayer who was
way around.caught up in a potentially suspect supply chain? Is
Chairman: That is very helpful. May we now move onthere a case there that these new powers needed to
to trusts.deal with it?

Mr Botham: I think I will answer that by saying that,
with a fraud as major as this—and it is extremely big, Q251 Lord Lamont of Lerwick: A fair amount of
I do not think we have anything like this in the UK or time in our sessions has been taken up with this
elsewhere—any bundle of powers, to a certain extent, question of the disparity of numbers between what
could be argued to be reasonable. It is when those the professions think and what the Government
powers create collateral damage that there is a thinks, and no doubt you have got views on that and
problem. The powers from 2003 in the main were views as to why that might be. One of the points put
with joint and several liability. We have a European against the Government is the assertion that a huge
law problem. Hopefully that is going to be resolved amount of wills will have to be re-examined. I
by the decision of the European Court of Justice this appreciate that houses appreciate against the
week. The invoicing issues: “Have your invoices got inheritance tax threshold, but you do have to have a
all the details on them they require?” OK, it is not trust within a will to fall, surely, within this? It seemed
stopping the fraud. The fraud may well have already to me to be overstating it to say, “All wills will have
happened if the VAT has been passed over to the to be re-examined”?
fraudulent trader, who is well away with it and not Mr Kimmer: Perhaps I can come in here, Lord
passing it over to the Government. You need to look Lamont. I think one of the problems with the
at these controls in two aspects: those aimed at diVerence between what the professions are saying
stopping and preventing the fraud, and the others and what the Government is saying is that we have no
which are there to interfere with the fraud but not calculations on the Government side as to how they
stop it. Within these new measures we have got have got to their figure; whereas the professions seem
Clause 19, a measure aimed at certainly cutting it to be fairly unanimous in the fact that there will be a
down immensely, which is good news. Clauses 20 and very large number of wills that have been written
21 are partly about information—gathering and taking into account provisions which are the norm in
partly about frustrating the trade through which this wills today, which will be aVected by these changes;
fraud is operated. and, therefore, all those wills will have to be re-

examined and considered in the light of these
proposals and redone, if that is what the testatorQ250 Chairman: There is one question left that we
wants to do. I am not a lawyer, I, therefore, do notthought we would like your views on. It is the
write wills. But I do know that in the cases I amquestion of the trader’s grounds for appeal against a
involved in where we are considering wills a trust ofdirection. Are you satisfied that the grounds for
some description is very, very common. I am aappeal are appropriate? and how would you modify
relatively small practitioner compared to the twothem?
Johns from the CIOT, who are both with very largeMr Botham: No, I am not satisfied they are
firms. But I do hear from other practitioners that theyappropriate, for two reasons. If you look at the
have got a large stock of wills which are potentiallysecond part of the clause, it says, “Pending the appeal
aVected. How one can actually find the diVerencebeing heard, you have got to put new record-keeping
between the two sets of figures I am not sure, becauserequirements in place.” That means the taxpayer is
I do not think we have had any guidance fromappealing against the instruction and is still going to
HMRC as to how they have arrived at their figures.go to the expense, time and eVort of putting those in

place pending the appeal being heard in three, six, Mr Whiting: In many ways, this whole thing seems to
be proceeding from a fundamental misunderstandingnine months’ time. The problem with the first part of

the conditions for appeal is that it is down to the about why trusts are used. Trusts, of course, are a
very ancient device and are used for, essentially,taxpayer to show that HM Revenue and Customs

behaved reasonably, eVectively the Wednesbury family management, aVairs management, asset
management, asset protection, not tax avoidance inTest. Have they taken into consideration everything

they should have taken into consideration and have this day and age. The reason many, many wills will
mention trusts is to protect against the unexpected.they taken into consideration something they should
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how do the new proposals stand up against thisWe are talking about people in their thirties and
forties, probably young, married with children, or principle?
certainly with dependents, who are guarding against Mr Kimmer: In the interest in possession type of trust
unexpected early death, accidental or otherwise. In the property that was held by the trustees was deemed
that circumstance a trust can be a very practical way to belong, for inheritance tax purposes, to the life
of saying, “This is how I want my money to go to my tenant and ultimately would be liable to inheritance
surviving spouse and then to my children, because, of tax based on that person’s free estate and the value of
course, I accept that my surviving spouse might re- the interest in possession; so at that point it would be
marry, could even have further children. Why would liable to inheritance tax. If it was in a discretionary
I want my wealth to go to his or her new family?” Of trust with no clear-cut single beneficiary, the periodic
course, many of those wills, the vast majority, will charge, to which we have already referred, comes in
never come to pass in that form because they will be every 10 years and, over a generation of say 30 years,
reviewed in 10, 20, 30 years time; and, frankly, very a slice of tax would be collected on the property
few people die accidentally in their thirties and within that discretionary trust. The accumulation
forties. But it is that great bulk of wills of people who and maintenance settlements, which is the third
have trusts in them to govern where and how they category, had a slightly beneficial regime for the
think their assets should pass in certain normal benefit of minor children, and they would take either
family circumstances. Those are the great numbers an interest in or the property absolutely at 25, and
that need to be reviewed, hopefully wills that will not then it would be part of their estate for inheritance
ever be executed in that form, but, of course, this is tax and obviously bear tax in due course. The
prudent management. And in a sense this is an attack changes do away with the benefit of inter-spouse
on prudent family management, people who are transfers inter-trust, the exemption will only apply
being careful in writing their wills. absolutely, so there is an additional charge there

which will not exist and did not exist before with the
accumulation and maintenance trust. Unless they areQ252 Lord Lamont of Lerwick: While accepting
brought within the very much restricted regime, theythat, many discretionary trusts have had a tax
will be taxable both when assets are passed into them,advantage in the past. That is why Lord Barnett
when assets come out of them, and they would suVerintroduced the periodic charge many years ago.
the periodic charge as well. And so there is aMany of them do have tax advantages?
considerable increase in the impact of IHT on theseMr Whiting: Again, in terms of how trusts should
trusts under these proposals.operate, the regime that came in, and I think it was
Mr Whiting: One of the principles, we are told, of thisvery well crafted, in the 1970s took as a basic premise
reform, the whole modernisation of trusts, is to putthat trust property should be swept into inheritance
trusts on a par with property held absolutely. Whattax, or what became inheritance tax, and the basic
we are seeing is a regime that actually now militatesdivide was that certain types would be attached to the
against trusts. John alluded to spouse exemptions.beneficiary, the interest in possession. If there was not
There is now the position where, if I leave or gifta beneficiary, there would be a deemed beneficiary,
property during life to my spouse, there is, of course,hence the discretionary trust regime, so I think this is
no inheritance tax (a cardinal cornerstone of the tax),quite a neat way of solving it. Within the middle, if
but by putting it into trust to benefit my wife duringyou categorise them and classify your trust in a
life, we can end up with it suddenly being caught bycertain way, the accumulation and maintenance
this discretionary trust regime and we can constructfairly tightly defined, you can get into this halfway
a situation, either on life or death, where suddenly thehouse. I think you have a quite well-defined regime.
spouse does not get the spouse exemption, and this isIt is not that stuV has fallen between the inheritance
one of our great concerns. Whether deliberately ortax net and is falling out of the inheritance net
accidentally, they might have been trying to level upcompletely, it is something well designed and that
the whole playing field, but it has now been tipped, itwas working, in our view, pretty well—people knew
seems, against trusts, and one of our great concerns iswhere they were—and, of course, many, many people

had gone into arrangements on the basis that this was that we do not think there has ever really been a clear
a defined regime. I think that is another of our articulation of what these changes are really trying
objections, that suddenly long-term arrangements to tackle.
that have been gone into in terms of a regime are now
being attacked.

Q254 Lord Vallance of Tummel: That is really what
I was getting at, because in a sense what people say isQ253 Lord Vallance of Tummel: Is it possible to state
that this is just a new regime following from aclearly what the principles were behind that defined

regime as distinct from a regime in vacuo? and, if it is, previous regime, there is no rationale or reason. But
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wondered whether you were in a position to give usthe real nubs of the issue—is—are there any
some guidance.underlying principles that should be followed for any
Mr Kimmer: We are not exactly certain what mischiefregime? and I think you are driving at that?
the Government were trying to address. We have aMr Whiting: There are various principles. One is that,
number of ideas where we think we could haveif you have a regime that works, why not stick with
suggested alternative solutions rather than theit? Another is, if there are to be changes, you consult;
scattergun approach we have got. For example, onand there was no consultation on this whatsoever,
the accumulation and maintenance settlements, ifnot on the trusts and inheritance tax. We have had a
there was a concern that assets were remaining withinconsultation going for two years on general trusts
the trust from age 25 onwards, eVectively giving themodernisation. It did not mention inheritance tax.
beneficiary a life interest, we would have had lessThese came out of the blue. I go along with the
objection to the regime remaining in place with just aprinciple of a level playing field between property
change that the assets had to come out at 25. I am justabsolutely and property in trust. It can never work
trying to remember the rest.absolutely, because they are diVerent devices, but as
Mr Whiting: The general one should be that it shouldfar as possible one should end up with a level
only apply to new trusts created on or after Budgetplaying field.
Day. If one of the concerns is that the spouse interestMr Kimmer: Absolutely.
is being used flexibly, there is some thought that one
particular thing is, if the spouse is left a life interestQ255 Lord Powell of Bayswater: Following up that but is able to disclaim it so it goes down to the

point, the Government have been clear in what they children without inheritance tax applying, then in
say in the House of Commons that their target is that situation when the spouse does disclaim, perhaps
people who use these trusts for tax avoidance. You within a relatively short period of a death, let
are saying that they may have been aiming at that but inheritance tax apply at that point. Another one
they have missed, they have scattered grapeshot all might be we understand the Revenue is concerned
over the place and are wounding all sorts of innocent about control issues. In other words, if I were to settle
bystanders. Could you suggest a way in which the some property into a trust, I can become one of the
provision could simply be redrafted in a way which trustees, so in eVect I still control this property even
caught only those whom the Government apparently though I have given it away, in a sense. Surely it must
want to catch and save those whom we all want to be possible to bring in a provision that says in that
save? If you could, perhaps you might let me have it? circumstance, if I have actual or de facto control, then
Mr Whiting: I was in a meeting this morning when we the exemption does not apply to putting it into
were considering how we might draft some suitable whatever sort of trust it is. It does come back to not
amendments, although we are stumbling slightly on understanding what the real mischiefs are and that is
not knowing exactly what the targets are. To give why I think these provisions have caused so much
some examples, we understand that one of the concern. We do not understand and there was not a
things that the Revenue are concerned about is consultation on them. I do not think there is any
accumulation and maintenance trusts in operation excuse in terms of claiming that this is all about anti-
and, rather than the property coming out absolutely avoidance, so they could not consult because they
at age 25, there is a life interest. If they are worried were worried about forestalling. With respect, the
about that, why not restrict it to property coming estimate is that these provisions will raise £15 million
out. a year and that does not seem to be so much money
Chairman: I think this is a convenient moment. We that is at stake to prevent sensible discussion, which
have to go oV and vote and we will be back as soon might actually save considerably more than that in

terms of re-writing wills. The whole thing has beenas we can. Maybe the first question we will put to you
very badly handled and we still think fundamentallyin the second part is what you would advise us to put
that there is a duty on HMRC to articulate what theyto the Chancellor in our report as to how he can get
are concerned about. We would be in a much betterhimself out of the situation that he is in now. We are
position then to engage in dialogue to solve them. Inwhere we are, we have got a Finance Bill and we have
the meantime we are proceeding with drafting somegot to try and propose some amendments that we
amendments to tackle what we think are the concernsthink are reasonable, and we wondered what your
of HMRC.suggestions might be. You have got a minute or two
Mr Cullinane: The problem with the process that wethink about that.
and the other professional bodies are now engaged in
is that we in turn are throwing stones at the window

The Committee suspended from 4.59 pm to 5.07 pm for because we have to guess what they are after to try
a division in the House and articulate proposals to deal with those.

Q256 Chairman: Thank you very much for waiting Q257 Chairman: The question I might have asked
you, whether or not you see these proposals as part offor us. If I recall, I asked you a question on which I
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Q261 Lord Barnett: I would have thought youtheir modernisation of the tax system or to get over
would be delighted with this legislation.some anomalies, is one that you would not feel
Mr Whiting: Indeed. There is an estimate that morecapable of answering because you do not know
will be raised in VAT on our fees rather than theexactly what they are saying?
actual direct inheritance tax.Mr Cullinane: If it was to change the principles on

which this tax operates, then clearly governments
have a perfect right to do that, and they do that from Q262 Lord Barnett: Or income tax from lawyers
time to time. But then you would normally expect preparing these huge numbers of new wills?
them to consult. The reason given for not consulting Mr Whiting: You will have to ask the Law Society as
is that they are worried about forestalling and to whether they would like it, but we do not think it
avoidance, which suggests it should be much is particularly welcome work.
narrower than it actually is. And also they should say
what type of avoidance they are concerned about so Q263 Lord Barnett: Have you put these suggested
that people can rationally discuss what type of amendments to just narrow it down to where there
provision would counter it. clearly is tax avoidance?
Mr Whiting: This is not modernisation when, sadly, Mr Whiting: We are in the throes of doing that. We
in our day and age divorce is more prevalent. Yet have had a certain amount of initial discussion with
within those rules there are provisions that will HMRC.
unfortunately aVect divorce because they make it less
possible to put in a trust on divorce, which is a very Q264 Chairman: The truth of the matter is that,
common situation and not just for very wealthy perfectly legitimately, the major avoidance of
people. To have a response that it is possible to do a inheritance tax, perfectly legally, is; one, the seven
divorce without a trust because you should be aiming year gift; and, secondly, the spouse exemption. That
for a clean break is pious, perhaps, but I think ignores is what we all accept and we are not supposed to be
reality that very often, particularly if there is any sort breaking those limits. What this is doing is rowing
of dispute involved within a divorce, you are at the back on some of those provisions in eVect. The
Court’s mercy and very often the Court will impose a answer that will be put to us is that there is tax
trust. It does seem that the provisions are almost avoidance, first of all, with accumulation and
going backwards rather than modernising. maintenance trusts and interest in possession; and

your argument, perfectly legitimately, and that of
others before us, is “Ah, but there are lots of otherQ258 Lord Barnett: The diVerence between you and
perfectly good social reasons why these trusts shouldthe HMRC—because it is not the Chancellor—
be set up”. But the question comes back to—to whatMr Whiting: I am glad you said that. I could not
extent are they used for tax avoidance? and to whatpossibly comment!
extent ought that to be stopped?
Mr Whiting: We do not think that the vast majority

Q259 Lord Barnett: You ask what the real mischief of trusts these days are used for tax avoidance
reasons; they are there for social purposes. It doesis. One assumes the HMRC—they are not stupid—
come back to particular situations, such as the wifeare out to deal with what they conceive as being
getting a flexible interest which she can disclaim andmajor tax avoidance schemes. I know you believe it is
the property then goes down to the children withoutfor purely major social purposes that the Courts, as
inheritance tax. If that is something that is causingyou say, have imposed this, and many of them are for
concern—and it is a known device, becausepurely social purposes. But inadvertently there is tax
obviously, if I leave it direct to my children, there isavoidance as well, sometimes deliberately, sometimes
inheritance tax—let us block that rather than let itnot. I do not think you would doubt that. You
mean that I cannot sensibly leave a life interest to mymentioned a figure of £15 million. Obviously that is
wife, no inheritance tax, and then to the children.on the assumption HMRC has made that there are
You ask again in terms of what mischief these areonly about 20,000 involved, whereas you think
tackling and, I hate to say it again, we do not know.millions are involved. If you are right, it will be much
To give another example of our concerns. In the earlymore than £15 million of tax, if there are millions
discussions we had with the Revenue we raised theinvolved. Am I right?
subject of a self-settlement. In other words, anMr Whiting: Millions of wills to be reviewed.
individual puts money into a trust for themselves . . .
Why might they do that? One of the reasons, sadly, is

Q260 Lord Barnett: That gives you an enormous progressive illness, degenerative illness, and they
amount of work which you can cope with? want to say that this is how they want the property
Mr Whiting: Which, curiously enough, we are keen managed, and it gives the opportunity for making

sure nothing is going to go wrong with the property.we do not have to do.
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Q267 Lord Vallance of Tummel: I think we haveThe response from the Revenue was, “Oh, we did not
know people did that. We were not aware of that. Do come across instances of the way in which these trusts

have been used when we talked to earlier witnesses.people really do that?” It does seem that they have
not necessarily done all their homework in terms of There was one other question I was going to ask and

that was: if the trusts existing on Budget Day were towhy trusts are used. It does seem that they are
proceeding, as I was trying to say earlier, on this basis be grandfathered, what would your views be on the

proposals generally? In other words, if you forgotthat trusts are inherently avoidance devices and we,
on this side of the table, see them as inherently about retrospection, what would your views be?

Unchanged?practical management devices.
Mr Kimmer: To a certain extent unchanged. If the
existing trusts are grandfathered in, as you say thatQ265 Lord Blackwell: Can I pick up on one specific
removes the retrospectivity of the legislation as far aspoint, the definition of disability. There is already
that is concerned. But it does not alter the situationa definition of disability in the inheritance tax
with regard to existing wills that have been drawn upand capital gains tax systems, so what is the
taking into account the provisions that apply at thecase for adopting a definition in the Disability
moment, unless the grandfathering applied toDiscrimination Act?
existing trusts or trusts set up in wills drawn up beforeMr Kimmer: This was one of the points in relation to
Budget Day. Obviously that would broaden thethe self-settlements that John has just been talking
scope quite considerably and would ease ourabout. The Disability Discrimination Act seems to
concerns. We are still uneasy about certain aspects ofprovide a better definition for that type of situation
it but the retrospectivity, if it could go that far, wouldcompared to the existing definitions for IHT and
certainly be removed.CGT. It was felt that would be a better definition
Mr Whiting: In an ideal world we would grandfatheroverall.
existing trusts and then we would sit down and haveMr Whiting: If you like, it is a more modern definition
a proper consultation about how to reform a set ofand more progressive. Our Low Income Tax Reform
rules that have worked pretty well for 30 years. PleaseGroup is preparing a note on this and we would be
do not get me wrong. Life moves on and life changes,very happy to make that available to the Committee.
so it is sensible to review things. But let us try andLord Blackwell: Thank you.
change them in a proper way rather than justLord Vallance of Tummel: My Lord Chairman, I
precipitately.think we have probably dealt en passant with issues of

spouse, divorce and children.

Q268 Chairman: There are the two years that have
been given to sort these things out. But what aboutQ266 Chairman: I think we have.
people who have died since Budget Day?Mr Kimmer: Perhaps there is one point to make on
Mr Whiting: Sadly, there will be people who havethat. When a couple are divorced and they have
died into the new regime, as it were. As you say therechildren and perhaps both re-marry, at the point they
is a two-year transition for existing accumulation andare making their new wills they will probably wish to
maintenance trusts, and it is something I haveleave a life interest to the current spouse but they will
discussed with the Treasury, who are convinced thatwant the property to pass to their own children rather
is absolutely fair and reasonable. But one of thethan children of the other party. But at that same
problems is that many trusts will not have the powertime they will want a degree of flexibility in there to
in the deed to actually advance capital at age 18 and,cope with the future situation which may change with
therefore, the only way you can get the power is to gotime as things develop. That would not work in the
to the Courts. I believe this is a particular issue invery restricted situation imposed in these new
Scotland where, as you may have heard from therules rather than the broader and more flexible
Scottish bodies, they can see a vast volume of trustsarrangements which have existed up to date. It is not
queuing up and clogging up the Scottish legal systemtax avoidance, it is managing the assets for the family
to try to get power to vary, if this is the only wayin the particular situation with which they have got
forward.to deal.

Mr Whiting: The new Section 49A puts some very Mr Cullinane: There are many, many cases with
many of the taxes where a press release comes outrestrictive rules on when such situations can be dealt

with which does not seem to recognise the fact that a when the Government says, “We have found out
about the scheme, we do not like it, there will bere-marriage can last for many, many years and

situations can change. If that Section 49A must come legislation to stop it and it will be backdated to
today” and you do not see the legislation until thein, it is thought that one of the conditions, Condition

Four I think it is, might go to just keep a balance next opportunity comes along. In our view there is no
reason why that window cannot be used to consult—between the flexibility and what is seen as not

opening the doors to avoidance. they have stopped the forestalling because they have
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guaranteed in statute for perpetuity, that is fine. Butsaid what it is they are trying to stop—to make sure
the legislation catches what they are after and does there has always been a concern that the deed of

variation possibility might be removed or severelynot have all of this collateral damage. If there are
specific avoidance concerns, there is no reason why curtailed. I do not know that it is appropriate to keep

referring to it as a way to mitigate the impact of thesethat approach could not have been taken on this issue
and that would have saved a lot of this bother. provisions.

Q270 Chairman: That is a good note on which toQ269 Chairman: Have my colleagues got any more
questions? We have rather gone around the agenda in end.

Mr Kimmer: There are two other points to make ona diVerent way than we originally intended, but I
think we have covered all the ground. Is there that, if I can. One is that you cannot do a deed of

variation unless all the beneficiaries agree. So, if youanything you want to say?
Mr Whiting: Can I just add one more point, and that have got an awkward beneficiary, you cannot do it.

Also, it is extremely diYcult if you have minoris on the deed of variation which, of course, is the
power that within two years of death the beneficiaries children involved as beneficiaries.

Mr Whiting: It is not a panacea.can get together and re-write the will. It is a widely
used power and it is perhaps surprising to find that Mr Kimmer: It is not a panacea. It may be a way out

in some situations, but not all.the Government is talking in terms of this as the
remedy in many situations such as you alluded to, Chairman: Can I say thank you very much. In spite of

us trying to confuse you a bit, you answered ourpeople who have died recently or, indeed, died
without having their will re-done, the route is to use questions extremely well and made a number of very

important points, which I think have very muchthe deed of variation. That is slightly odd in that there
you have the Government suggesting tax planning added to our understanding of the issues. We are

extremely grateful to you for that. Thank you veryroutes. It is also of slight concern that, if what they
are saying is that the deed of variation route is much for coming.
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Present Barnett, L Sheldon, L
Blackwell, L Vallance of Tummel, L
Lamont of Lerwick, L Wakeham, L (Chairman)
Paul, L

Examination of Witnesses

Witnesses: Mr Peter Curwen, Director, Budget and Tax Policy, HMT, Mr Dave Hartnett, CB, Director
General, Compliance Strategy and Business, HMRC, and Mr Mike Eland, CB, Director General, Enforcement

and Compliance Operations, HMRC, examined.

Q271 Chairman: Good afternoon. I see some Q272 Chairman: Thank you very much. As you
know, we have got three topics that we are interestedfamiliar faces and some other faces I am not sure I

have seen before, but you are all extremely welcome in. If we can start with the issues to do with the
avoidance of direct tax, I wonder if I could start andand we are most grateful to you for coming along and

helping us with our Inquiry. You know what we are then I will ask Lord Barnett if he might like to carry
on with that. The Explanatory Notes to both Clauseinquiring into. But I wonder if I could just say this

before we start. As you know, this sub-committee of 92 and Schedule 6 present these provisions as
countering avoidance schemes of which the HMRCthe Economic AVairs Committee was set up four

years ago to review selected aspects of each year’s became aware through the operation of the
disclosure rules introduced in the Finance Act 2004.Finance Bill, with its focus being on simplification,

clarification or administration of tax proposals Witnesses spoke positively to us about their
experience in the operation of the disclosure rulesrather than on the proposed incidence or rates of tax.

We believe we have certainly kept within our terms of in practice. Noting that they have currently been
revised and extended through changes to statutoryreference during the past three years, and we fully

intend to do the same this year. However, as I am sure instruments and HMRC guidance, one witness
commented: “There we are seeing good consultationyou will appreciate, it is sometimes necessary to

explore the thinking behind particular proposals if on and discussion of potentially complex rules.” By
way of context to the topic for this year’s inquiry Iwe are able to get a feel of what the Government is
wonder if you would comment generally on yourtrying to achieve. It can often help us to understand
experience of administering the tax disclosurewhy a particular method of implementation has been
regime.chosen in preference to another which, for example,
Mr Curwen: My Lord Chairman, thank you. Andthe professional institutions have advocated to us.
thank you for your opening comments. We will try toWe feel there may be some instances in the areas that
be as helpful as we can within the boundaries that arewe are exploring today. Of course, if you feel you
laid out. I thought I would just make a few framingcannot with propriety answer a particular question
comments about this general topic and then I willyou must say so, but I would urge you to try and help
hand over to Dave for some of the more detailedus to get an understanding of the measures into which
examples. I know this committee is very familiar withwe are inquiring, and I would ask members of the
the operation of the disclosure rules; you coveredsub-committee to be sensitive to your position in the
them last year and the year before that, and thereway in which they put questions to you. In any event,
were memoranda from the Treasury last year. Weyou have our assurance that we shall not use what
believe it to be an important and very eVectiveyou tell us in order to criticise or otherwise comment
method of tackling avoidance and protectingon matters outside our remit. I thought it was
revenues since their introduction in the Budget 2004.important to say that right at the beginning. I wonder
I want to put this in a wider context because it is partif you would like to introduce yourselves so we have
of the wider strategy we have, with the Treasury andit for the record, then we will start the questioning.
HMRC, to close the tax gap, both on indirect andMr Curwen: I am Peter Curwen, I am the Director of
direct tax. That gap is a combination of fraud,Budget and Taxation in the Treasury.
evasion, error and avoidance. Today’s hearing,

Mr Eland: I am Mike Eland, I am Director General across the topics you have identified, is in part
in HMRC with responsibility for compliance and concerned with a series of measures which in their
enforcement. diVerent ways are aiming to reduce the tax gap that

we have. That is by way of just general background,Mr Hartnett: I am Dave Hartnett, Director General
in HMRC with responsibility for compliance but I thought it might be helpful in setting this topic

to give a few figures—not too many—to put this instrategy and for all our dealings with business.
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straightforward. If I may just give you one othercontext. Since the introduction of the disclosure
illustration, it is this. Just this morning, by chance,regime and to the end of the first quarter of this year
our analysts were looking at a scheme of taxthere have been 625 disclosures on employment and
avoidance and found 35 personal tax returns eachfinancial product schemes, 812 VAT disclosures
showing a loss of £90,049—35 showing a loss ofand 484 Stamp Duty Land Tax disclosures. The
£90,049. Eleven of those tax returns carried theanticipated revenue yield from anti-avoidance
reference number for a particular scheme, 24 did notmeasures alone from all the disclosures made since
include the reference number but included the loss.2004 will be over £1.5 billion in this financial year and
What interests us is that the partnership here has 440we expect over £2 billion in the next financial year. I
members, so we need to find out what the others haveshould say that is only anti-avoidance. One of the
been up to. I think it is a very graphic illustration ofimportant parts of the disclosure rules is revenue
how important these disclosure rules have become inprotection, and Dave will give a few examples of that
ensuring compliance.in particular. So this is a very important set of

measures. That was very much by way of opening,
and I know Dave would like to say a bit more on the

Q273 Lord Barnett: I do not know whether you are
experience of HMRC in administering the scheme. prepared to give us the names of these tax advisers;
Mr Hartnett: My Lord Chairman, maybe I can oVer they sound as though they could be very good!
two or three examples of where these rules have been Leaving that aside, my Lord Chairman, could I turn
particularly eVective. The committee may have seen to the issue of retrospection, which some of our
in the financial press reference to something called witnesses have expressed concern about, which I
“dividend strips”. Broadly, dividend strips seek a know you understand. We were told, for example,
deduction in computing corporation tax liability that generally the various institutes have a great deal
where rights over shares are acquired without any tax of sympathy for doing away with what they call
receipt arising on the disposal of shares. This exotic tax avoidance schemes. They mentioned one
exploited provisions in the taxing statutes, and the which you did not refer to in your examples which I
risk to the Exchequer was put by the media at up to have never heard of—platinum sponge was the
£4 billion and would have wiped out, substantially, phrase used. Maybe you could tell us what it is, and
the tax liability of banks and other financial if you have not eliminated it we can all think about it.
institutions using it. The disclosure rules exposed More seriously, never having involved myself in any
this, and we were able to advise Treasury Ministers, way in this kind of exotic operation, the concern
who shut it down pretty quickly. I wonder if I may expressed was in relation to the clarity there should
just tell you quickly about a conversation with a be if you are going to have a Minister get up years
leading banker (for obvious reasons I am not going before—or 18 months, in this case, in December
to name him) immediately after this. He said: “You 2004—and say that from that date retrospectively all
have wrong-footed my bank. We were preparing to legal (at that time) avoidance schemes would be
use this scheme to wipe out our tax liability for the eliminated and, therefore, no longer allowable as a
present year. This is the third time you have wrong- deduction. The concern expressed was that, while
footed my bank through the disclosure rules. Our they understand and agree with the idea of
board are now considering a reappraisal of our tax eliminating exotic schemes, which would no doubt
strategy and are likely to decide not to get involved in include some of the ones you have described of a large
aggressive tax avoidance any more.” So we thought number of taxpayers all having identical losses, the
that was a good product from the rules. Other problem they have with it was the complexity and
examples include schemes to allow executives to lack of clarity in the statement made in December
receive bonuses tax free by awarding shares with 2004. Would you care to comment?
restrictions on the shares rather than cash. That has Mr Hartnett: Yes, my Lord. Can I quickly explain
been pretty common and we have seen more than 100 platinum sponge first? Platinum sponge is platinum
schemes like that disclosed under the rules. The final in suspension. It is normally fairly volatile, and an
one I want to mention is that the committee may have award of remuneration in the form of platinum
seen something of a decision of the House of Lords in sponge is not something you put on your mantelshelf
the case of Dextra, which stopped the corporation tax in place of a retirement clock—it would not be a
deduction in respect of certain schemes of avoidance clever thing to do. What the tax planners were trying
for employment income, unless these were carried to do with platinum sponge is identify an asset that
through in the way originally intended. There we saw could be awarded to an employee instead of cash, and
the first scheme to get round that decision of the the tax rules introduced, I think, in 1995 taxed assets
courts within days of the House of Lords decision in awarded in place of cash where those assets were
the case and were able to advise our Ministers how tradeable. The use of platinum sponge was an
to stop that. I think I may use one or two more attempt to produce something that was not normally

tradeable. Platinum sponge gave rise to a few issues.numbers than Peter but I think the numbers are
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to work in the case of options acquired before 2A lot of it is held in bank vaults in Jersey for this
purpose, and otherwise huge amounts are held at December 2004 ‘where something is done on or after

that date as part of the arrangements under which itSchipol Airport, and it is used in the production of
catalytic converters for cars. So you might feel it is a was made available’.” I wonder if you could

comment.little odd to remunerate people in that form.
However, platinum sponge is only part of the story Mr Hartnett: As someone who is not a lawyer, I
that started in 1989 with increasingly exotic forms of address the first of those with a little trepidation, but
remuneration—a story of successive governments I think it is simply this: not all options are warrants,
trying to counteract this practice intended to defer and we have sought to produce in the legislation
payment of Pay-As-You-Earn and relieve employers precision so that people holding options or warrants
of the obligation to account for National Insurance know exactly where they stand. Our very firm legal
contributions. I think it would probably be fair to say advice is that we could not merge the two words into
that around the time of the Pre-Budget Report in some other word—pick one and it would mean the
2004 (I hope my Ministers will not mind me putting other—which is why we have gone in the direction we
it in these terms) they reached a level of exasperation have. On the second, I am tempted to say: “Well,
with these schemes and something very significant planners might say that, mightn’t they?” Some of the
had to change. The statement by the Paymaster schemes, my Lord, that we have seen do, as the Law
on 2 December 2004—the so-called Primarola Society suggested, just provide for deferral, but
Statement—set out to make it abundantly clear that deferral for 50 years! Deferral of tax or National
the Government would not put up with these Insurance liability for 50 years feels, to me, like tax
arrangements to defer Pay-As-You-Earn and avoid avoidance on a pretty grand scale, if I may put it that
National Insurance contributions in the long run. I way. On the third, about options and their use,
hope this is Parliamentary language. I think there is options acquired before 2 December 2004 are only
a measure of disingenuous behaviour here in saying going to be caught by the legislation if they were
this was not clear; everyone producing schemes to acquired as part of a scheme of avoidance and
defer Pay-As-You-Earn and relieve the obligation of something is done after 2 December 2004 to
National Insurance contributions knew exactly what implement the scheme. I think I am back to the
this statement meant, and we have had business evidence I was giving earlier, that people using these
leaders and leaders of the tax world contacting us and arrangements know exactly what they are doing, and
saying things like: “Isn’t it good that there is now an so if they do not want to be caught they should not
unequivocal position here, because this has gone on carry it through; and if they do want to be caught they
far too long?” So I fear we have a lot of diYculty with should carry it through. I think my final comment
the proposition that this statement was not clear. would be that I think there has been an element here,
From our perspective it was crystal clear and and the financial press has carried this, of trying to
legislation being brought forward this year, which is find out whether the Paymaster General’s statement
retrospective, is the clear product of people ignoring was serious. I think the evidence now for the planners
that statement. is that it was.

Q274 Lord Barnett: So when we were told, for
Q276 Lord Lamont of Lerwick: May I ask a specificexample, that the 2 December 2004 Ministerial
question on this. I am very sympathetic to what youstatement was not couched “in suYciently precise
were saying but, if I remember correctly (and I mayterms”, you think they were perhaps being
not be recalling correctly, in which case please telldisingenuous and they really did know what it was
me), one of the witnesses, in addition to mentioningon about?
the interchangeability of warrants and options, alsoMr Hartnett: My Lord, I think yes—and maybe a
referred to the implications in respect of corporationtouch of wishful thinking. I think the key here is that
tax not being clear. I assume from that he meant thethis can be challenged in the courts, and so far no
deduction from corporation tax?challenge has emerged that I am aware of.
Mr Hartnett: I think, yes.

Q275 Chairman: I wonder if you could comment
Q277 Lord Lamont of Lerwick: I would havespecifically on what the Law Society was saying to us
thought, myself, that it was obvious that it wouldon this question of Clause 92. They said, as I think
have that implication for a deduction fromyou will know, that it “required amendment so as to
corporation tax?improve its application in practice: (a) to remove
Mr Hartnett: I think, my Lord, yes. I think, if Ipossible confusion between the treatment prescribed
understand the implication of that correctly, this isfor ‘warrants’ and that for ‘securities options’; (b) to
the interface between the decision in the Dextra casemake it clear that it excluded the mere deferral of tax;

and (c) to clarify how retrospection was to be made and how people have set about more recently
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inappropriately on ordinary businesses, theyplanning still to save corporation tax and/or Pay-As-
You-Earn and National Insurance contributions in proposed including a main purpose test or other get-

out. Since then the Government has tabledthat area. Our belief is that the legislation brought
forward this year and the Dextra case itself deal Amendment 66, which bears on this issue, and I

wondered whether you could comment on the extentwith that.
to which you think that amendment covers the
concerns that they were raising.The Committee suspended from 3.53 pm to 4.03 pm for
Mr Hartnett: I think it does, my Lord, because thea division in the House
amendment tabled on 12 May is much more closely
focused on the schemes of tax avoidance that we hadQ278 Lord Sheldon: There was this reference to
advised should be stopped, and we think theSchedule 6, Paragraph 5, amendment to Section 85A
amendment will ensure that any unintendedof the Finance Act 1996. The Law Society argued to
consequences are eradicated. I think the key is this:us that the change itself undermined the basic
the way the new version works means that, if there isprinciples of the loan relationship here, and they said
no avoidance, the rule has no eVect but, where therethat once a company has decided that the profit and
is avoidance, it imposes a charge to tax and it does alllosses of its loan relationship are set out in their
this without the need for a purpose test. I hope theaccounts it will have to consider whether these credits
Law Society will be pleased that constructiveand debits represent properly its profits and losses.
discussion led to this amendment.There is no certainty in these matters, but what the

Law Society says is that that paragraph should be
omitted from the Bill, but it is not for us to decide on Q281 Lord Vallance of Tummel: Looking across
these matters. Have you an alternative solution to the Schedule 6 as a whole, many of our witnesses
practical diYculty of implementation? expressed some concern about its complexity. They
Mr Hartnett: My Lord, no, for the simple reason that acknowledged that this was, perhaps, an inevitable
we think on this occasion it is mistaken to suggest consequence of acting to block individual targeted
that the amendment here in any way undermines the schemes one-by-one, and it seems to becoming
loan relationships or derivative contracts legislation. something of an annual cat-and-mouse game. In the
We think there has always been a requirement that interests of clarification, simplification and, perhaps,
the amounts brought to tax must fairly represent the reducing compliance costs, do you think there is any
profits arising to a company, and most commentators case for introducing a more general avoidance rule,
actually agree with us here, We think this measure, perhaps with a pre-transaction clearance system?
putting beyond doubt, supports the regimes here and Mr Hartnett: The Government consulted, I think in
that there is no need for an alternative. I ought, 1998 (but I may be a year out one way or another),
perhaps, to add that the provisions in this area tackle on a General Anti-Avoidance Rule, and business and
(I am afraid I am back to where I started this tax advisers at the time thought that it would create
afternoon) a large number of schemes of tax great uncertainty and was highly undesirable. Both
avoidance in relation to what are called “financial the Chancellor and the Paymaster have said in recent
products” brought out by the disclosure rules. I think times that they did not plan to bring forward a
there are at least seven—my memory may be playing General Anti-Avoidance Rule but that it was in their
tricks on me, there may be even more—involving thoughts and had been raised. We are carrying out at
quite substantial amounts of money. As I say, on this the moment, my Lord, a legal study of these sorts of
occasion we do not think there is a need for an rules around the world, and they are used in a
alternative. number of countries—Canada, Australia, New

Zealand, Spain, and there is something of this in
Q279 Lord Sheldon: You think you can get some France, Ireland, South Africa and others—with very
degree of certainty here? mixed results. We want to do this legal study so we
Mr Hartnett: I think so, my Lord. We will happily can actually understand what has worked in what
talk further to the Law Society, if that would be a jurisdictions and why, and see whether there are any
good thing to do. 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,Q280 Lord Blackwell: If I could continue on
for example, recently have found it very diYcultSchedule 6 on loan relationships, the Chartered
indeed to apply a rule like this. We understand whereInstitute of Taxation raise with us Paragraph 6,
business and representative bodies are coming from,Section 85C, on amounts not fully recognised for
and maybe I can return to what I was saying right ataccounting purposes, which they characterised as
the start again: in one sense, the answer lies in thewide-ranging and lacking in protection for taxpayers
hands of advisers and their clients. The disclosurefrom being inadvertently caught out. In the interests

of ensuring that the tax system does not bear rules have demonstrated a huge raft of avoidance
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ruling on whether carousel fraud is a non-economicplans, schemes and arrangements. It might be wishful
thinking on my part but, were that to diminish activity for VAT purposes. Thirdly, and this again is

a possibility, increased activity ahead of thethrough some changes in behaviour, then the growth
of legislation itself might diminish as well. introduction of the reverse charge, which I know you

want to talk about further. However, increased
activity does not in itself necessarily mean aQ282 Lord Vallance of Tummel: Is the study of
corresponding increase in losses because nooverseas’ practice looking at diVerent forms of pre-
repayments will be made unless HMRC checkstransaction clearance systems?
demonstrate that the claim is valid and theMr Hartnett: A number of the countries do have pre-
organisation is not a willing participant in the fraud.transaction clearances, and we want to find out about
We will not have the figures for 2005–06 until thethat as well.
PBR in the late autumn of this year. The estimatesLord Vallance of Tummel: I think it is that practicality
from The Guardian, as far as we can tell, were basedthat would determine whether or not there was
on adjustments that the OYce of National Statisticsuncertainty.
makes to the trade statistics, and those estimates
reflect levels of attempted MTIC fraud; it is not theQ283 Chairman: That would be very expensive from
same as VAT stolen and we believe, with HMRC,the Revenue’s point of view, though, would it not—
that we are increasingly tackling this fraud andpre-transaction clearances?
withholding claims. So I do not think you can drawMr Hartnett: That was one of the issues, my Lord, in
a conclusion or extrapolation from the trade1998 (if I have the right year). It would be, but I think
statistics, in fact. I also really do not want tothere is a very significant issue that arises there: how
speculate on the figure for 2005–06. The way in whichsensible would it be to oVer pre-transaction
we calculate the MTIC loss each year is actuallyclearances for what were very clearly tax avoidance
reliant on data obtained from EU sources and thatarrangements? Again, how sensible is it to oVer
comes in with about a five- to six-month lag. So, ifarrangements like that which then enable planners to
you are thinking about a financial year estimate, thenrefine their product again and again and again, as we
it takes us from March to August/September tohave seen with some of our existing clearance
receive the data and then to analyse it—hence themeasures, until they have got something that they
November publication of the figures. What can we dothink works. So there are very diYcult issues to be
about whatever the level of this particular fraud is atsorted out.
the moment (and we accept that there appears to beChairman: Now we move on to some of the VAT
some increasing activity)? The Paymaster Generalquestions.
gave a Parliamentary answer to Dr Cable in the
House of Commons which set out the strategy. That

Q284 Lord Paul: Press reports have been saying that was an answer on 2 May. It is a very full answer but
MTIC fraud is increasing in spite of all your eVorts. I am very happy to read part of that.
In The Guardian on 9 May they talked about this
costing almost £5 billion. Why do you think this is?

Q285 Chairman: Do you want to read it?And do you have a solution?
Mr Curwen: Not at all; it does not have to be read. ItMr Curwen: That one falls to me and I will attempt to
is a very full answer, but basically it is a series ofreply. First of all, this MTIC is defined as a systematic
operational activities including risk-based controls,criminal attack on the UK tax system and designed to
international co-operation, frontier activity, anddefraud the Exchequer, and it is a very serious
litigation strategies—a series of operationalproblem. Estimates for MTIC fraud we publish each
measures. In addition to those operational measures,year at the time of the Pre-Budget Report, and for
we have introduced three legislative measures in this2004–05 our estimate was that the cost of MTIC was
year’s Finance Bill, which I know this Committee isbetween £1.12billion and £1.9 billion. That is actually
going to move on to. We believe the reverse charge,a little lower than the £2.5 billion estimate in
in particular, will be a powerful tool since it removes2001–02, so we have had some success in countering
the mechanism by which fraudsters steal the VAT forMTIC losses, including the Finance Act of 2003.
those goods which we believe are responsible for overHowever, I should say that the operational indicators
90 per cent of the MTIC fraud. There are also thethat we have are suggesting that the levels of
inspection, stamping and record keeping measuresfraudulent activity are increasing. There are a
which are in Clauses 20 and 21, that together wenumber of possible reasons for this. The first is a
believe have a significant impact on the fraud levels.mutation in the fraud itself, in the sense that
Finance Bill measures will not be a solution to thefraudsters are trying to get round the provisions we
fraud in its own right, and we will always need to tryhave already put in place in HMRC’s operational
and keep ahead of the fraudster. We have anstrategy. Secondly, maybe an increased confidence

on the part of fraudsters following the recent ECJ operational strategy in place, we have a legislative
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Mr Eland: Involved in the transactions?strategy in place and we are taking this extremely
seriously. It is a problem which we regard as of the
highest priority. Q288 Lord Lamont of Lerwick: Perpetrating them.

Mr Eland: Probably 1,000-odd companies involved
in transactions which are repetitive types of carousel

Q286 Lord Lamont of Lerwick: As you say, this is activity. We would not necessarily describe all of
systematic and criminal, and the amounts of money those people as fraudulent but they are involved in a
are extremely large. Countering this, obviously, the series of transactions that amounts to a carousel.
burden falls on everyone, including the law-abiding
citizen. Could one not argue that the £1,000 Q289 Lord Barnett: You are not saying it is 1,000
threshold in Clause 19 is therefore too low and too who were involved in criminal activity?
onerous for small businesses? Mr Eland: No. Obviously, it is possible for people to
Mr Curwen: The purpose of Clause 19 is an anti- get caught up in that activity without intending to be
fraud measure; it is designed to prevent fraudsters fraudulent. What we want to do is to work with
using unregistered business to circumvent the reverse businesses involved in this sector in order to counter
charge. The problem we have here is weighing the this and tackle the fraudsters. When it comes to
needs of genuine business, particularly small carousel frauds, they do have to be organised; they
business, against—I was going to say “ingenious”— are going round in a repetitive chain. We are looking
the devious methods of a fraudster. The purpose of to legitimate business that might have, in the past, got
the £1,000 a month disregard is designed to protect involved in those sorts of transactions, where often
the small, unregistered businesses who are they are asked not only to purchase goods but also
purchasing goods that are covered by the reverse then to supply them to a specific, named other person
charge, to prevent them having to become registered as the next part of the chain, and often also to do so at
as a result of this accounting procedure. A small a particular price. This is not a sort of tax avoidance
service business, eg a computer service business, say wheeze or something that is perfectly innocent
with a turnover of £40,000 (well below the £61,000 activity but by participating in that way they are
threshold), would not be expected to purchase actually facilitating a fraud, and so we are looking to
computer chips costing more than, say, £12,000 a really ask legitimate business in this sector not to
year—in fact, probably £7–8,000 a year. So the enter into those sorts of contrived transactions.
purpose of this clause is to deduct say £7–8,000 worth
of computer chips bought, if they are bought in Q290 Chairman: I think it is worth saying that we
£1,000 slugs monthly, and that amount of money have supported the attempts to try and counter this
would not count against the small business for VAT right from the beginning.
registration purposes. A higher figure than that, we Mr Eland: Yes indeed.
believe, could lead to further revenue losses because
the fraudster could come in, as I say, by using Q291 Chairman: The thing that does cross our
unregistered business to try and circumvent the minds is that we could not have quite got it right at
reverse charge. It is diYcult to see, my Lords, why a the beginning by the fact that we are still coming back
small company which is unregistered would want to it again. I do not know whether you have got a
£5–10,000 a month worth of computer chips, because comment on that?
it would immediately take them potentially above the Mr Eland: I think we are dealing here with some very

sophisticated fraudsters who will respond toVAT registration threshold, particularly with the
whatever measures are brought in. Therefore, I doreverse charge operating. So is £1,000 too low? We do
not think we did anything necessarily wrong in thenot think so, but we are listening to business on this
past in the measures which this committee was veryand, if it becomes apparent that it is a little too low,
supportive of when we introduced them. It is just thatthen we have a caveat in Clause 19(12) of the relevant
people have found ways round them and ways ofFinance Bill that allows the Treasury to substitute a
tackling them. So we have to keep moving on andhigher sum as it thinks fit. However, for the time
introducing other measures. I think that the packagebeing I have to say that we think that £1,000 is
of measures that is now before the committee,about right.
particularly the reverse charge, is a more
fundamental step than we have taken before and,
hopefully, it will provide a more fundamentalQ287 Lord Lamont of Lerwick: Another question,
solution.which is rather oV the subject. We know the amounts

of revenue, we have been told about the numbers of
transactions, but do you have any estimate of the Q292 Lord Barnett: As you said, my Lord
number of individuals who are involved in these Chairman, we have always been very supportive in

trying to stop this clearly serious criminal activity.transactions?
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We have put in a proposal for derogation inCan I refer to the sheer size of it, leaving The
Guardian aside? The Financial Times had an article in December and we are in discussion with the

Commission at the moment. I cannot obviously talkwhich they said one pound in every eleven of Britain’s
exports this year represents fraudulent activity about that but there have been various discussions

with them and we are looking for that to be brought“according to oYcial estimates”. Is that true?
Mr Curwen: I do not want to credit it at one in 11. forward soon.

Mr Eland: Can I just add to that. Obviously, the newThese are the ONS trade adjustments, and they did it
very recently actually in a publication, that I think measures in the Finance Bill, we believe, are

necessary to help us counter this but we are havingThe Financial Times will be referring to. The figure is
about right, as far as I can remember. I return to what some successes in countering it independently of

those. We have prosecuted successfully over 100I said in answer to my Lord, Lord Paul: the ONS has
to make a trade adjustment for what they believe is fraudsters; they have had custodial sentences of three

to four years, and we have put in very significantattempted fraud—this is attempted fraud, it is not
necessarily a corresponding tax loss. It depends to additional resource to carry out much more

verification of claims before we actually makewhat extent HMRC through its operational activity
can counter that attempted fraud, but for the repayments. So we are tackling this independently of

the measure, but the measure will help us do so.purposes of the trade figures there is now a specific
MTIC adjustment which is of that order—

Q295 Chairman: Can we ask a couple of questions
about Section 55A. As you know, we have hadQ293 Lord Lamont of Lerwick: It would apply to

imports as well as exports, would it not? representations from the Law Society that the
drafting of Section 55A needs tightening to makeMr Curwen: It applies to exports but I think for the

purposes of net trade there is a corresponding clear that the recipient of the supply was the only
person liable to account for the VAT, and theyadjustment made by the ONS, so it does not distort

the trade balance. Clearly, there is a clear distortion proposed two alternative suggestions. What is your
view about that?to the export volume figures from this impact, and

that is why there is a separate adjustment made, with Mr Curwen: My Lord, we are not convinced about
the Law Society’s proposals. We think the sense andand without MTIC.
intention of the clauses is quite clear. Indeed, the
opening statement to the clause says “Customer . . .Q294 Lord Barnett: I do appreciate the figures are
accounts for and pays VAT on the supply of goods ofestimates. It is a bit like the Home OYce—if I dare
a kind used in Missing Trader Intra Communityequate the Treasury with the Home OYce! By its very
fraud”—so it is “customers”. We think the changesnature, you cannot be specific on how big criminal
proposed by the Law Society are not necessary.activity is but, as you say, you do not disagree with
Clause 19 makes it clear that the recipient of theThe Financial Times, so we have to take account of
supply has to account for and pay the tax and not thethat when we look at the export figures. You have
supplier, and provided the supplier takes reasonableagreed it has not really been eVective, the measures
steps to ensure that his customer is VAT-registeredyou have taken so far, except that you now hope they
and the purchases were for business purposes he willare going to be eVective, and we certainly share that
not be liable for VAT. We are consulting withhope. However, the same Financial Times article tells
business and tax professionals closely on issues suchus that the amount of criminal activity, fraudulent
as these, but I have to say we do not believe that theactivity, was £5.5 billion out of a total of £59.5 billion
Law Society’s proposals are either desirable or work.and there was more than a fivefold increase on the

first quarter of 2005. You are hoping you have been
successful with the 2006 Act, but could you tell me Q296 Lord Sheldon: Perhaps I can turn to Clause 20,

because there is a power to inspect goods and thiswhether, given the sophistication of the people you
are dealing with here, what you are doing is going to could be quite a burden on small traders because the

goods could be unpacked and dealt with and therebe possible for it to be eVective? Or do you need total
agreement within the Member States of the European could be damage as a result of that. Should there be

some compensation available to purchasers forUnion to deal with it?
Mr Curwen: This comes on to the reverse charge itself incurring these kinds of expenses?

Mr Eland: We already have an existing power toand how it would be implemented within the UK. Is
that your question, my Lord? It is certainly the case inspect goods, of course, and we have had that for a

very long time. We do periodically ask people to openthat to implement the reverse charge of the form that
we have proposed here, we would require a proposal packages and we look at those. If ever, when we do

that, we damage goods, there is already provision forfrom the Commission and the agreement of the
Member States of the Council in unanimity. We are compensation to be paid, so there is already a

framework for both inspection and, in the veryin discussion with the Commission at the moment.
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Mr Eland: We feel that this is a reasonable right ofoccasional case where there is damage, for
appeal and it follows the normal practice, that wherecompensation. This new power here is very
there is an administrative discretion being exercisedspecifically intended to enable us to record the fact
the court should be able to review whether or not thatthat we have made an examination. We have always
has been exercised properly and reasonably ratherbelieved we have had an implied power to do that; in
than attempting to substitute their view of what is anfact, members of the committee may remember that
administrative arrangement. So, if we are askingsome years ago we used to put chalk marks on bags,
people to keep records, as we would be doing underand so on, once they had been looked at. So we have
this provision, and they question whether that wasalways had, we felt, an implied power there but we
proportionate, all those arguments as to whether ithave been challenged by some people as to whether
was proportionate would be able to be argued beforeor not we do, and therefore this puts beyond
the tribunal in this case. We feel that it does reallyperadventure any question of challenge. What we
provide suYcient right of appeal and review by theintend to do is to stamp the outer box of
courts.consignments. We have talked to mobile phone

companies. They confirm that that is not in any way
Q299 Lord Vallance of Tummel: Do you feel that thegoing to devalue the product. And we want to scan
burden of proof would be on the HMRC?into our computer systems bar code information so
Mr Eland: We would have to demonstrate to thethat we are obviously able to tell whether those boxes
courts that we had acted reasonably in the action wehave actually gone round and round many times and
were doing, yes.never been supplied on to a market. We believe that
Chairman: Let us move on to the third topic, then.that is not going to be too onerous on people.

However, as I say, if we do need to look inside boxes
and goods are damaged, there are provisions that Q300 Lord Paul: We have had a very high number of
enable compensation to be paid. So I hope, my Lord, witnesses on the implementation of the provision in
that reassures you. Schedule 20 on A&M trusts and IIP trusts. Before we

get into the discussion on that, could you tell us what
was the thinking that underlined the Government’s

Q297 Lord Blackwell: If I could add a quick approach to A&M and IIP trusts in this Finance Bill?
supplementary to that, there is also the concern that, Mr Hartnett: My Lord, it is back to me. I think, my
although the Explanatory Note says that these Lord Chairman, I am heading in the direction of the
powers will only be used when there is suspicion of margin here, if I may say so, but let me see if I can
fraud, they could be used more widely; the clause help. I think, my Lord, the Government recognises
itself places no restriction on their use. Is there very clearly that trusts are a useful and important
anything you can say to add to the reassurance? tool, if I can describe it like that, in financial
Mr Eland: As I say, I think, essentially, we are just management, but that tax breaks or the approach to
building on a power that has already existed to open tax should not of themselves be an incentive to use
and inspect goods, which we have had for many years one particular trust over another, save, perhaps, of
and which has worked, I think, without causing any course, in the context of vulnerable people—and we

may get there a little later. The purpose of theundue compliance costs to importers. To limit it to
measure that you have asked me about is to stop IHTdefined circumstances, I think, could produce a
avoidance using Accumulation & Maintenance andconstraint on its usefulness. It would be diYcult to
Interest in Possession trusts. Prior to the Budget itdefine Missing Trader Fraud in legislation; and, if we
had become pretty clear that some wealthywere required to prove fraud, then obviously that
individuals were taking advantage of the fact thatdoes seriously inhibit it. So we do think this is a
these trusts were IHT-favoured over other sorts ofreasonable and proportionate measure which will not
trusts and were, therefore, using them as avoidancereally impact on people’s costs unduly.
devices. That avoidance worked in lots of diVerent
ways and was often incredibly technical in nature, but
the end result was the same: substantial assets oftenQ298 Lord Vallance of Tummel: Coming to Clause
not passing out of trust into the absolute ownership21, witnesses have suggested that they thought there
of any individual but, eVectively, passing fromwere weaknesses in the right of appeal against a
generation to generation without any Inheritancedirection. They talk about the need for business to
Tax being paid.have a full right of appeal and the courts to have an

unfettered jurisdiction to decide, with the onus of
proof placed upon HMRC—because only HMRC Q301 Lord Lamont of Lerwick: We understand you
will have all the details and business may well know are not yet ready to respond to the request of the
nothing of what was going on. What is your view of Treasury Select Committee on how you responded

that the new rules would only aVect “a minority of athat?
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could tell us what is the scale and nature of the taxminority” out of 100,000 discretionary trusts, but
you did say that statements about millions of people avoidance problems associated with these types of

trusts. Perhaps at the same time, to speed thingsbeing aVected by the change was simply incorrect.
Can you say what assumptions you made about will along, you might also comment on the question of

complaints to us about the lack of consultation in thistrusts, which is something that has repeatedly come
up in the evidence we have heard? area and what damage it would have done to the

Revenue if there had been further consultation inMr Hartnett: Yes, my Lord. Our analysts looked at
the trusts we knew about, both discretionary and that area.
Accumulation & Maintenance (and together they Mr Hartnett: Maybe I can give three or four examples
came to about 100,000), and they looked into those of the sort of mischief that these measures are
and reached a figure which seemed reasonable in intended to address. I will take the example of a
relation to the trusts we knew about. However, we grandparent making a lifetime Accumulation and
did not ignore will trusts in our thinking. I am afraid Maintenance Trust for grandchildren. That sounds
some more numbers, which I hope will be helpful. very straightforward but the assets which go into the
Ninety-four per cent of estates do not pay trust vastly outstrip what is needed for school fees at
Inheritance Tax, and Inheritance Tax was paid on the most expensive schools in the land and the finest
only 34,000 deaths in 2005–06. We think most wills tertiary education that the world can provide. The
do not require revision because no trust is involved, assets remain on trust when the beneficiaries reach
or the will sets up a trust that is exempt under the new adulthood and the way this can be rolled on provides
rules; for example, something called a nil rate band IHT exemption, or can provide IHT exemption, for
trust, where a trust is set up under a will and makes more than a hundred years for amounts vastly in
provision for a sum which does not exceed the IHT excess of need. To take another example, a husband
threshold. I think we need to recognise an awful lot leaves the whole of his wealth on flexible Interest in
of people who make wills—and I would like to come Possession Trust for the widow, and by flexible I
back to the number in a moment—are simply not mean here an Interest in Possession Trust which
wealthy enough to be caught here. Our information is allows the trustees to do lots of things. Maybe the
that roughly only a third of people in the UK actually husband has left instructions, and the sort of thing we
make a will. I think therefore the 10 million—because have seen is that almost the moment after the funeral
that is one of the figures we have certainly seen in the the trustees terminate the widow’s life interest in the
media—people with wills who need to review their trust, the assets go to children or grandchildren, and
wills is a pretty gross over-statement. Perhaps I could prior to Budget 2006 provided the widow survived
come at it in a slightly diVerent way. We think that a for seven years they would all move tax free. We have
lot of people know exactly what is in their will, it also seen arrangements where, a very similar
tends to be something which is important to us all, example, the widow continues to occupy the family
and in particular they know whether they have set up home but the family art collection, antiques, cash and
a trust and what they are trying to do with the trust, trust fund and the like are all there for her and the
and particularly they will know whether their will arrangement which is quite complicated is used to get
provides for a trust that has been used for tax round the Gift with Reservation rules. It may help if I
avoidance, for planning. So in summary we think say, slightly colourfully, that I have learnt a new term
these huge numbers are simply not right. Some since we have been looking at these and I have learnt
people may need to review their wills but nothing like it from lawyers, and the term is “Trustafarian”—a
the number here, and the provisions allow time for play on Rastafarian. What is a Trustafarian?
that to be done. Someone who lives in a home owned by a trust, who
Chairman: We will have to go and vote and come goes to bed at night in a bed owned by the trust, who
back to you in a moment. puts their head on a pillow owned by the trust and

whose food is provided by the trust as well, and all tax
free. So I think there are some diYculties. I wonder,The Committee suspended from 4.42 pm to 4.48 pm for
my Lord, I need your guidance here. I have broughta division in the House
a prop with me which I thought might help, and it is
an advertisement from a major company. I have no

Q302 Chairman: In the original presentation on point to make about the company itself, it was just
Budget Day it was not presented, as I understand it, the most convenient prop we could find. I wonder
primarily as a matter of avoidance. The main thrust whether I would be able to share it with the
of witnesses’ representations to us has been that these Committee? (Same handed in)
measures create a significant compliance burden for
taxpayers and their advisers, and we can argue about

Q303 Chairman: Absolutely. Let me put athe exact numbers. But in order to inform our
supplementary question while that is going round.analysis of that cost of compliance, including

whether they are proportionate, I wondered if you You talk about a grandfather putting his money into
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and income bond is a lump sum investment . . . “(ita trust—I might add that my grandfather was killed
in a car crash in 1900 so I did not get a trust from sounds straightforward so far) “. . . designed to be

used only in conjunction with the discounted gift andhim—of course the biggest means of avoiding estate
duty is actually giving things away? income trust for those of you looking to reduce your

inheritance tax liabilities.” Another says, “Our ownMr Hartnett: Yes.
trust arrangements are available for you to complete
eVective inheritance tax planning.” So there isQ304 Chairman: So he could still have given things
substantially more to inheritance tax planning andaway and done all the things which you say are so
avoidance than perhaps has appeared in the mediawicked now but, if he had given them away, he would
around some of these issues. Would it be helpful, myhave achieved the same estate duty saving, would
Lord, if I say something about forestalling in thehe not?
context of avoidance?Mr Hartnett: I wonder, my Lord, because, if he had

given it away, there would be an absolute entitlement
in relation to the individual receiving the gift. Let us Q306 Chairman: Yes.
imagine it was £1 million and let us suppose they had Mr Hartnett: I was slightly surprised that, as I
an aversion to money and decided to burn it—a very understand it, earlier witnesses had suggested to you
dramatic example—they would be free to do so that death was a pre-requisite or something close to a
because they had received a gift. Trusts are diVerent. pre-requisite—
Trustees are the people who in theory have control,
but letters of wishes and other arrangements may Q307 Chairman: I think what they said to us was
give settlors control or influence even after their that not many people died in order to achieve an
death. There is a fundamental diVerence between an estate duty planning arrangement.
outright gift and a trust. May I speak to my prop

Mr Hartnett: Thank you for correcting me. There
now, my Lord? may not be a lot between us. I wondered whether they

missed something of substance. If the advertisement
Q305 Chairman: Absolutely. That was a filler while I have shown you and the other examples I have
you were getting ready. mentioned are real, and I believe they all are, the sort
Mr Hartnett: I only want to make a couple of points. of forestalling which would have happened is not
It is very blurred at the top but it says, “Choosing an something occasioned by death but is actually to look
appropriate trust”. It has come oV the internet and at plans which were in place and very rapidly try and
there are many other advertisements like this. The alter them to carry on not having to face an
slightly-shaded boxes at the bottom talk about access inheritance tax charge. I think it was Robert Maas,
trusts, flexible trusts, reserved interest trusts, flexible the well-known tax accountant, who said to you that
(gift) trusts. One says, “On client’s death, gift can he thought there would have been forestalling. But
avoid IHT using spouse exemption and nil rate my favourite explanation of what might happen was
band.” The next one across, “IHT payable on given to us by a leading tax practitioner in this area
outstanding loan amount but not on growth.” The who said to us, and I quote exactly, “If I had known
next one, “At the time of making the gift, there is a that the Budget was going to announce this measure,
potential discount from IHT in the event of the I would have expedited some of my work in progress
client’s death within seven years of the gift.” I am not before the measure took eVect.” That is the sort of
sure I recognise the term “discount from IHT”, but I forestalling that we were really worried about and
think I know what they are trying to drive at. that is the sort of forestalling, where significant anti-
However, it is the very bottom left hand corner which avoidance measures are being brought forward by
I think is most interesting here. “This flowchart companies, which has to be countered. That is why
should be used in conjunction with the . . . “guidance here it would have been so diYcult to do some of the
available from the institution, “. . . Clients should things other witnesses have suggested we should have
consider making a will before additional estate done by way of consultation.
planning is undertaken.” Then these words, “These
are some of the possible uses of our trusts. This is not

Q308 Chairman: Let me just pursue that one. Whyintended to be an exhaustive list as it concentrates on
would it not have been possible to call in young Missthe IHT mitigation uses.” I wanted to use this prop
Primarola again and get her to make a statement andtoday, and I am grateful to the committee for
then to have your discussions?allowing me to do so, because I think some of your
Mr Hartnett: I am on thin ice again, my Lord!previous witnesses have actually forgotten that there

is an industry around IHT planning and avoidance
which is actually pretty substantial. Briefly I can oVer Q309 Chairman: What we are interested in is the

compliance costs of these people who are now havinga couple more examples. Another life company has
an oVering which goes like this, “Our discounted gift to fiddle around with their things.
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work for the legal and accountancy profession, theyMr Hartnett: Yes, but the fiddling around, as you put
it, involves attempting to preserve a tax advantage did not seem to be too upset about the loss of that

work because they still wanted to deal with your newthe removal of which was one of the underlying issues
here. I do not think anyone that I have heard has legislation. You have pages of legislation for what

you thought was £15 million-worth of tax yield. Itbrought forward an argument of deep principle
about the structure of taxation in the UK around this seems very low in the context of total revenue raised?
measure which has not been coloured by wanting to Mr Hartnett: I have two things to say about that. The
preserve tax advantages which exist already. I am first is that that is the estimate for 2007–08 and
afraid I have not thought through whether the 2008–09 in relation to the mischief being stopped in
Paymaster could have done something here in the relation to the wealthy situations I have described
way that it was done in relation to Pay as You Earn earlier. That number, we think, could grow in
avoidance. I think there is an aspect to IHT planning subsequent years but I come back to numbers like the
which is diYcult for us, and it is that it is an industry. median cost of housing in the UK in the last quarter
It is an industry which we have come to understand of 2005, the median rather than the average, which I
more in the last few weeks than perhaps we have ever think was £157,000 for the country at large, over
understood before, as people have come forward to £200,000 for London and the surrounding area, but
tell us about how it works. still way below the inheritance tax threshold. Those

numbers around 94 per cent of estates not paying
inheritance tax I think demonstrate pretty clearly, toQ310 Lord Barnett: You say you have come to
me at least, that there is much less for testators tounderstand it more now and you have referred to
worry about than some have suggested. It is why I saythese adverts. Does that mean your estimate of yield
to you, carefully I hope, that 10 million really is anover the next couple of years of being only 15 million
enormous and unrealistic number.is now higher?

Mr Hartnett: My Lord, I do not know at the moment
the answer to that question.

Q315 Chairman: Lord Barnett is absolutely right to
press this because there is an inconsistency in what we

Q311 Lord Barnett: You have not got the faintest got. As far as I recall, the contrast was not 10 million
idea, you mean? but 25,000 who would be aVected by these proposals,
Mr Hartnett: Someone else went there recently and I but a million people was the estimate we got who
am not going to! would have to be reviewing their wills and things of

that sort because of this legislation. I think somebody
Q312 Lord Barnett: To coin a phrase! said the average cost of that was probably £400 a
Mr Hartnett: I have no wish to emulate my colleague throw, so £400,000,000 for a million people. So you
in another department! That is our number, but I will cost in compliance costs a lot more than you are
think the quality of the discussions which have taken going to raise in revenue. That is the sort of question
place and some of the arrangements we have learnt we are puzzled about?
about recently may in time lead us to refine that Mr Hartnett: I think we are puzzled as well. We are
number. I just do not know at the moment. puzzled about the million figure. It goes back to

something I was saying to Lord Lamont, I think,
Q313 Lord Barnett: It is just that the diVerences earlier, that we believe that many, many more people
between you and our witnesses are so huge that one understand maybe not the technical detail but
becomes—I hate to say it—a little cynical somewhere understand the basic fundamentals of their wills than
along the line. For example, I thought I heard you say has been suggested before. A million people, if that is
before—correct me if I am wrong—that the figure of the best estimate, to be exposed to a potential charge
10 million wills needing to be changed was gross. But of inheritance tax here based on this measure seems
even a million would be a huge diVerence from the disproportionate entirely to the sort of numbers of
20,000 or thereabouts you were talking about? estates paying inheritance tax now. Our worry, and it
Mr Hartnett: I think, my Lord, the other numbers I is a worry but I am very pleased by the quality of the
have given you—the 94 per cent of estates which do engagement we are having with the tax industry, is
not pay inheritance tax, only 34,000 estates a year that—can I be very bold—maybe there are some
which lead to an inheritance tax charge—point very interests here which are pushing these numbers in
clearly, for me at least, in the direction of our figures order to get this measure removed from the Finance
being rather more reasonable on the knowledge that Bill. I think one of the diYcult issues is that
we have at the moment. inheritance tax planning has traditionally been built

into advice and measures around key lifetime events
for individuals, and I think this piece of legislation isQ314 Lord Barnett: The interesting point we found
saying, “It cannot quite be like that any more.” It iswas that, if there were to be millions of old wills

having to be re-written, providing a huge amount of also worth saying, and I know many think we are
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physical incapacity and they are focused on therelying too heavily on this, that every lawyer that
helps an individual with a will suggests it is reviewed circumstances where disabled, vulnerable people face

substantial diYculties. We feel that these measurespretty regularly, the best I think consult their clients
to get them to do it. But we struggle with this million are apt for the purpose.
figure as against the 34,000 IHT-paying estates that
we know of. Q319 Lord Vallance of Tummel: May I make a

comment on your prop before asking my question,
because we are looking at two very specific typesQ316 Lord Sheldon: In looking at the Accumulation

and Maintenance Trusts, we have heard about the of trust here—the Interest in Possession, and
Accumulation and Maintenance. I cannot find anyproblem of the compliance burden which is quite

considerable, and it has been posed to us by witnesses reference to Interest in Possession Trusts in the prop
but there is a reference to Accumulation andthat the solution is grandfathering. How do you see

this problem? And how do you see the suggested Maintenance Trusts. And in the small print it says,
“No standard draft wording is available for thesesolution?

Mr Hartnett: I think, my Lord, that proposal only trusts as their uses are limited.” So I have a slight
concern as to whether your prop is directly relevantpicks up part of the story. It is absolutely right to say

that basic tax law around Accumulation and to the two very specific types of trust we are talking
about?Maintenance Trusts has been pretty stable since

1975, but what has not been stable is the use made of Mr Hartnett: Those behind me are telling me that the
context of this was IIP and Accumulation andthese trusts to plan, sometimes quite aggressively, to

avoid inheritance tax. I think the diYculty here is Maintenance Trusts.
that I am not sure I can conceive of a form of
grandfathering which would actually meet the dual Q320 Lord Vallance of Tummel: I hear the context
challenge of ending the objectionable planning and and I read the small print. On the question itself,
reducing the compliance burden here. I am not sure I concern has been expressed to us about the clarity of
can see how to do it. the new Section 49A in particular, but not only, in

relation to intestacies and how it would apply in
Scotland. It has been suggested to us that, dependingQ317 Lord Sheldon: So there is no suggested

solution? on its meaning, there might be a 40 per cent charge on
the death of the first spouse in ordinary familyMr Hartnett: Not today, I am afraid. Maybe

something will come out of these discussions we are circumstances, for example, of second marriages.
Were this to be so, might it not be an example of thehaving with the various bodies involved in this, and

it is a little while yet before this matter gets to the new provisions constraining the legitimate social use
of trusts and adding to compliance costs?Finance Bill Committee elsewhere. I think, as this

committee will well understand, there is not much I Mr Hartnett: My Lord, I am in some diYculty here
for the reasons your Chairman set out at the start.can say today about the advice we are giving to our

Ministers. This is an area where we are in very detailed
discussion with a number of bodies. Some of theChairman: Sure.
issues here we think are straightforward, others we
are still listening really carefully on. I think that isQ318 Lord Blackwell: The other side of this
probably all I can say that is helpful to the committeecompliance issue is the extent to which people have
today and I am very sorry to in a sense duck yourgot caught up in this who were using trusts for
question.genuine social purposes as opposed to IHT, and one
Chairman: We understand that. When I think of thecategory there is maybe vulnerable people, where
alternatives and what you might have said, that is athere is good reason to put their estates in trust,
perfectly reasonable thing for you to say.particularly those with mental disability. The

suggestion has been made to us that the rules may not
protect vulnerable trust beneficiaries and there is Q321 Lord Paul: How will the new provisions work

in practice in the case of deaths on or shortly aftera focus more on physical rather than mental
incapacity. Could you comment on the extent to 22 March 2006? Will it always be practicable for

executors and administrators to take them intowhich that was taken into consideration and what
your view is on that? account through, for example, Deeds of Variation?

Mr Hartnett: I think, my Lord, they work like this:Mr Hartnett: I think it was given very serious
consideration indeed. The definitions of vulnerable most people who die shortly after 22 March 2006 will

not actually have a will, most estates will not be liablepeople build on long-standing provisions which
worked well in the past and they have actually been to inheritance tax and most will not leave a trust. But,

if there is an Accumulation and Maintenance Trust,improved a bit here to make sure they are apt for the
modern world. They cater for both mental and then there will be an IHT charge of 40 per cent on
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technically to me and to my colleagues. I do think,death and, unless that trust meets the terms of the
new provisions, then there will be a charge of 6 per Lord Barnett, that we have not yet seen—and I will

be assailed from behind if I get this wrong—acent every 10 years and an exit charge where
appropriate. If there is an Interest in Possession Trust marriage breakdown situation where there are not

other solutions which do not involve trusts. Where aestablished, then our belief is that it is likely to have
very modern and flexible powers for the trustees, and trust is actually needed, it is probably worth saying

again that they can be used in ways that do not createthose powers will enable the trustees to change the
provisions of the trust. a tax charge. So I think this is an area where we are

presently—as I say all these discussions are going
on—comfortable with the solution which has beenQ322 Chairman: I wonder if I can ask you about
reached.how the new rules operate in the case of divorces

where a clean-break settlement is not possible, for
example when the main asset is a house. It has been Q326 Lord Sheldon: The question I am asking is
suggested to us that, apart from what the parties may about the diVerence in Scottish law, which I do not
themselves find reasonable, in some cases a court may know very much about. Why was no account taken
itself introduce a trust in reaching its judgment. Is in the Finance Bill of the underlying diVerences in
there a possibility that in practice the new provisions

Scottish law? It has been suggested to us that inmay place obstacles to non-tax benefits arising in
Scotland in particular there is a danger that theordinary family circumstances and that additional
courts will be clogged up with attempts to altercompliance costs may arise?
trusts. How far might one easement be a longerMr Hartnett: Our understanding, my Lord, is that it
transitional period?is very much less common today to use trusts in
Mr Hartnett: I am afraid—I am not sure I am terriblymarriage breakdown and divorce than perhaps it
proud of this—I have a long but intermittentonce was, and a more common way of dealing with
involvement in the diVerence between Scottish andthese issues, so lawyers tell us, is for charges to be
English trusts. Certainly there is a measure in theplaced on the property to protect the interest of one
taxing statutes of—forgive me for not being precise—party while another carries on living in the property.
1992, 1993 or 1994 which eVectively applied EnglishWe also think that in those relatively rare
law to Scottish trusts which were similar to thecircumstances where a court acts to set up a trust in
English trusts. I think the diYcult issue here is whythese circumstances, the court will in future take
are the Scottish courts going to be clogged up, if thataccount of tax rules, as courts often do when they
was the word your witnesses used? We are not sure atmake all sorts of diVerent orders.
all we understand that issue at the minute. There have
been discussions with those who have a much deeper

Q323 Chairman: In which case the parties concerned
understanding of Scots law than we do, and I supposewill end up in the same place as they would have done
we have diYculty with the proposition that the courtsbefore you brought your legislation in?
might get clogged up changing trusts in order in someMr Hartnett: I think that depends on what the
way to continue an escape from inheritance tax thatcourt does.
was there before. But I would like to give you this
assurance, now that you have raised it, that we will

Q324 Chairman: Yes, but the implication of your talk to the various representative bodies—the Law
answer is that the court would, if it so thought right, Society of Scotland the Institute of Chartered
deal with the parties, when they might in the past Accountants in Scotland—who have raised this in
have had a trust, they now have another way of evidence to you and find out whether there is
dealing with it, in the same way? something here we have misunderstood.
Mr Hartnett: Yes.

Q327 Lord Vallance of Tummel: Concerns have beenQ325 Lord Barnett: Leaving aside whether a court is
expressed to us about the impact of the provisions oninvolved, in the case of divorce we have had explained
self settlements, for example where people withto us some of the problems which can arise. It may
degenerative diseases want to make provision for theonly be a small number as you say, but even if it is
future. Have you been able to consider how inonly a small number these are not the kind of cases
practice costs could be constrained or reduced inwhere you are seeking to obtain more revenue
such cases?because of the tax avoidance that might be involved.
Mr Hartnett: We have given it some thought and areWould it not be reasonable to allow some discretion
continuing to listen carefully to those who have madefor trustees?
representations. But I am afraid, Lord Vallance, thatMr Hartnett: It perhaps will not surprise you that, as
you have me on thin ice again and I would like toa tax oYcial, oVering discretion on top of flexibility

which trusts provide may not be appealing scamper oV it fairly quickly if I can.
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Article 55A(9). Once the derogation has been agreed,Q328 Lord Vallance of Tummel: It seems to be my
doom this afternoon! we believe the customer/supplier will very clearly
Mr Hartnett: I am sorry. know who should account for VAT.

Q329 Lord Paul: We have seen reports in the press Q331 Chairman: Thank you. Mr Hartnett, there is
which suggest that the provisions do not take full another one for you. We were talking about the yield
account of Shari’a law. Is this a matter which has and what was alleged to us of the complications of the
been raised with you? In which case what practical mythical number of wills, as you might put it to us.
steps can you suggest to address the reported But one of the proposals is that it might be possible
concerns? to spread the workload and ease the burden by
Mr Hartnett: My Lord, I am not aware it has been extending the transitional period for wills and to
raised directly with us but we too have seen the minimise the cost by grandfathering existing wills or
reports in the press. We have analysed what we have extend the transitional period?
seen in the press and we are talking to our lawyers, Mr Hartnett: I am afraid, my Lord, I see diYculties
and I am afraid I need, if I may put it this way, to do with both. A lot of thought went into the transitional
to you what I have done to Lord Vallance and say period to strike the right balance between the
that, depending on the outcome of that, there may be reasonable time within which people can change
advice we would want to give to our Ministers but I things and the importance of bringing greater
cannot say more about it today. fairness to these sorts of trusts and stopping the sort

of avoidance I described to you earlier. I think an
absolute grandfathering of all the wills—and theQ330 Chairman: We are getting towards the end, but
basic proposition does not even talk about wills withon my right it has been pointed out to me that we
trusts, it is just a blanket “all wills”—is a diYcult one,missed one or two of the questions earlier. One is on
and I think extending the transition period hasVAT fraud. The absence in the new subsection
implicit in it the sort of diYculties I was hinting at a55A(9) of any limitation on the type of goods which
moment ago. So I am afraid we have diYculty withcan prescribed was represented to us as posing a risk
both.of increasing the costs of deciding whether customer

or supplier should account for VAT. It was suggested
to us that a possible solution was to make it a

Q332 Lord Sheldon: In conclusion, witnesses havecondition that HM Treasury must hold a reasonable
pointed to the fact that it is a matter of record that thebelief that the goods are or are likely to be of a type
Government has said that trusts have a positive roleyou deem as MTIC fraud. Have you got a comment?
to play in assisting people to manage their aVairs. WeMr Curwen: This slightly goes back to the question
were told, following the consultation on income tax,Lord Barnett asked a little earlier. Essentially this is
the policy was that the Government did not want toa two-step procedure. First of all, we have to go
provide artificial tax incentives to set up trusts, nor tothrough the European arrangements for the
create obstacles where they bring significant non-taxCommission proposal and Council agreement; and,
benefits. Has the Government published its thinkingsecondly, we implement the UK basis. Without going
about the practical eVects of the Schedule 20into the detailed discussions we are having, if the
provisions in contributing to tax neutrality?derogation were to be of a very general nature, ie
Mr Hartnett: I am not sure I dare go near thewithout limitation, I think it would be very unlikely
question, my Lord, given the terms on which I canto be either proposed by the Commission or agreed
answer. Let me try and be a little helpful, but I fearby our partners in the EU. Remember, this
you are not going to find me very helpful. I think thederogation is changing the nature of the VAT system.
Budget publication—you and Lord Barnett andMoreover, it is not in the interests of legitimate
others will remember the Red Book, the name stillbusinesses to have uncertainty on what is covered
sits there—helps a bit. That says that theand what is not by the reverse charge. So we believe
Government is seeking to ensure that inheritance taxputting the sort of formula you have here, or
exemptions which would presently apply to some sortproposed to you here, in legislation through a
of trusts will only be available in prescribedcondition that HM Treasury holds the reasonable
circumstances. Let me imagine I know the thrust ofbelief that goods are or likely to be of the type used in
the question, a lot was said in the consultationMTIC fraud is not feasible: it would not be possible
document on income tax and capital gains tax andto define it and it would not give certainty. That is
trusts about neutrality, but I know of no particularpart of the purpose of this, to try and give some
comments which have been made on that issue incertainty to business. The type of goods covered by
relation to inheritance tax. I fear there I must stopthe reverse charge will be clearly described in the

Treasury Order under secondary legislation of and I am sorry for having to do so.
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everything else, got through a lot of questions, andQ333 Chairman: That is quite valuable to us. We do
not want to write our report having missed something we are extremely grateful to you for coming along

and answering them for us. On that note we will finishwe think we ought to have known about, so it is
perfectly reasonable for you to say that. I think we this session. Thank you very much.

Mr Hartnett: Thank you, my Lord.have in a roundabout way, with a few divisions and
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