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FINANCE ACT 2012

EXPLANATORY NOTES

INTRODUCTION

1

These explanatory notes relate to Finance Act 2012 that received Royal Assent on
17 July 2012. They have been prepared jointly by HM Revenue & Customs and HM
Treasury in order to assist the reader in understanding the Act. They do not form part
of the Act and have not been endorsed by Parliament.

The notes are designed to be read alongside with the Act. They are not, and are not
meant to be, a comprehensive description of the Act. So, where a section or part of a
section does not seem to require any explanation or comment, noneis given.

Terms used in the Act are explained in these notes where they first appear. Hansard
references are provided at the end of the notes.

Section 1: Charge for 2012-13 and Rates for 2012-13 and Subsequent Tax Years

Summary

1

Section 1 provides for income tax for the 2012-13 tax year and sets the main rates of
incometax for 2012-13 and 2013-14. The section also makes changes consequent to an
additional rate of 45 per cent for 2013-14.

Details of the Section

2.
3.
4,

Subsection 1 providesfor incometax for 2012-13 and setsthe main rates of incometax.
Subsection 2 sets the main rates of income tax for 2013-14.

Subsection 3 reduces the dividend additional rate to 37.5 per cent; the trust rate to 45
per cent; the dividend trust rate to 37.5 per cent.

Subsection 4 reducesthe charge on rel evant benefits provided under employer-financed
retirement benefits schemes, in section 394 (Employer-financed Retirement Benefit
Schemes) of Income Tax (Earnings and Pensions) Act 2003 (ITEPA), from 50 per cent
to 45 per cent when section 394(2) ITEPA applies because the person receiving the
benefitsis not an individual.

Subsection 5 provides for a consequential amendment to section 640(6) (Grossing-up
of Deemed Income) of Income Tax (Trading and Other Income) Act 2005 (ITTOIA).

Subsection 6 provides that the amendments made by subsections 3 to 5 inclusive have
effect from 2013-14.

Background Note

8.
0.

Incometax isan annual tax. Itisfor Parliament to impose income tax for atax year.

The rates of income tax for the main rates are determined by Parliament for a tax
year. The main rates of incometax currently provided for are the basic rate, the higher
rate and the additional rate.
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10. Other rates of income tax are included within the Tax Acts.

11. There are alternative rates of income tax for dividends. The dividend additional rate
applies to dividend income that would otherwise be taxable at the additional rate.

12. Thetrust rate of tax istherate of tax paid by trusteesthat generally appliesto theincome
of discretionary or accumulation trusts. Trustees are liable to tax on income received
at the trust rate of tax, but dividends and other similar income are chargeable at the
dividend trust rate.

13. Section 394 of ITEPA preventsindividuals, who are liable to the highest rate of income
tax, avoiding tax by transferring rights to receive retirement benefits to another person
such as a company, which is not liable to the top rate of income tax.

14. Section 640 of ITTOIA sets out the amount of notional tax credit attached to certain
capital payments, made by trustees to settlors, that are deemed for tax purposes to be
income. A charge to tax on the settlor arises when the capital payment can be matched
with undistributed income in the trust. A payment is matched first with the earlier
income of thetrust. The notional credit islinked to the rate of tax that the trustees have
paid on the income with which the capital payment is matched. As the trust rate will
decrease to 45 per cent for 2013-14 onwards, the amendment ensures that the notional
tax credit for capital payments matched with undistributed income of 2013-14 onwards
is also decreased to 45 per cent.

Section 2: Basic Rate Limit for 2012-13

Summary
1. This section sets the amount of the basic rate limit for income tax at £34,370 for
2012-13.

Details of the Section

2. Subsection (1) replaces the existing amount of the basic rate limit in section 10(5) of
the Income Tax Act 2007 (£35,000) with £34,370 for 2012-13.

3. Subsection (2) disapplies theindexation provisions for the basic rate limit for 2012-13.

Background Note

4, Anindividua’staxable incomeis charged to tax at the basic rate of tax up to the basic
rate limit.
5. The basic rate limit is subject to indexation (an annual increase based upon the

percentage increase to the retail prices index). Parliament can over-ride indexed
amounts by a provision in the Finance Act.

6. The table below sets out the amount of the basic rate limit for 2011-12, the indexed
amount for 2012-13 and the amount specified by this section for 2012-13:

2011-12 2012-13 indexed 2012-13 by this section
£35,000 £37,000 £34,370
7. The effect of thissectionisto over-ridetheindexed amount for thebasic ratelimit. This

section is part of a package of measures, together with a further section in this Act that
sets the personal allowance for those aged under 65 in an amount above indexation.
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Section 3: Personal Allowance for 2012-13 for Those Aged under 65

Summary

1

This section sets the amount of the personal allowancefor those aged under 65 at £8,105
for 2012-13.

Details of the Section

2.

Subsection 1 replaces the existing amount of the personal allowance for those aged
under 65 in section 35(1) of the Income Tax Act 2007 (£7,475) with £8,105 for 2012-13.

Subsection 2 disapplies the indexation provisions for the personal allowance for those
aged under 65 for 2012-13.

Background Note

4.

Anindividual is entitled to a personal allowance for income tax. The amount depends
upon the individual’ s age and income.

Income tax personal allowances are subject to indexation (an annual increase based
upon the percentage increase to the retail prices index). Parliament can over-ride
indexed amounts by a provision in the Finance Act.

The table below sets out the amount of the personal allowance for those aged under 65
for 2011-12, the indexed amount for 2012-13 and the amount specified by this section
for 2012-13:

2011-12 2012-13 indexed 2012-13 by this section
£7,475 £7,895 £8,105

The effect of this section isto over-ride the indexed amount for the personal allowance
for those aged under 65. This sectionis part of a package of measures together, with a
further section in this Act, that sets the basic rate limit in an amount below indexation.

Section 4: Personal Allowances from 2013

Summary

1

This section amends the income tax personal allowances currently available for people
aged under 65, aged 65 to 74 or aged 75 and over in atax year. It changes entitlement
from age to date of birth and fixes the amount of the allowances for people born before
6 April 1948 until the personal allowance for people born after 5 April 1948 isagreater
amount.

Details of the Section

2.

Subsection 1 provides that the income tax personal allowances currently available for
people aged under 65, aged 65 to 74 or aged 75 and over in atax year are amended in
accordance with this section.

Subsection 2 provides that section 35 Income Tax Act 2007 (ITA) (persona alowance
for those aged under 65) is amended so that the personal allowance that it providesis
available to people born after 5 April 1948.

Subsection 3(a) provides that section 36 ITA (personal allowance for those aged 65 to
74) isamended so that the personal allowancethat it provides, or the allowance provided
by section 35, whichever is the greater, is available to people born after 5 April 1938
but before 6 April 1948.
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Subsection 3(b) provides that the income-related reduction to the allowance provided
by section 36 ITA, only appliesif the allowance is greater than the allowance provided
by section 35 ITA. The section 36 alowance is not reduced below the amount of the
section 35 allowance.

Subsection (3)(c) inserts anew section for section 36 ITA that defines “the section 35
amount” as the amount the individual would have been entitled to if they had been born
after 5 April 1948.

Subsection 4(a) provides that section 37 ITA (persona allowance for those aged 75
and over) is amended so that the personal alowance that it provides or the allowance
provided by section 35 ITA, whichever isthe greater, is avail able to people born before
6 April 1938.

Subsection 4(b) providesthat theincome-related reduction to the allowance provided by
section 37 ITA, only appliesif the allowanceis greater than the allowance provided by
section 35. The section 37 alowanceis not reduced below the amount of the section 35
allowance.

Subsection (4)(c) inserts anew section for section 37 ITA that defines “the section 35”
amount as the allowance the individual would have been entitled to if they had been
born after 5 April 1948.

Subsection 5 provides that section 41 ITA (allowances in the year of death), which
clarifies that the higher alowance is due if an individua dies before they reach the
age of 65 or 75 in the year of their death, is amended to remove specific references to
sections 36 and 37 ITA.

Subsection 6 provides that the amended allowance provided by section 35 ITA is
subject to indexation as provided for by section 57 ITA (indexation of allowances). It
also removes the amended allowances provided by section 36 and 37 ITA from the
indexation provisions.

Subsection 7 amends the references to section 35 ITA in section 508A Income and
Corporation Taxes Act 1988.

Subsection 8 provides that this section has effect from the 2013-14 tax year and
subsequent years.

Background Note

14.

15.

16.

17.

18.

There are currently three income tax personal allowances provided by reference to an
individual’s age; one for people aged under 65 in the tax year; one for people aged 65
to 74 in the tax year; one for people aged 75 and over in the tax year.

This section provides that from 2013-14, an individua is entitled to a personal
allowance by reference to their date of birth.

This section aso provides that from 2013-14, the allowances for people born before 6
April 1948 are removed from the indexation provisions for personal allowances.

For 2012-13, the amount of these allowances will be:

Individual aged under 65 in the tax year £8,105
Individual aged 65 to 74 in the tax year £10,500
Individual aged 75 and over in the tax year £10,660

Theamount of the personal allowance for people aged under 65 will be set by aseparate
section in this Act. The alowances for people aged 65 to 74 and aged 75 and over are
set by The Income Tax (Indexation) Order 2011 No. 2926 made on 6 December 2011.
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19. The Chancellor has announced that for 2013-14, the personal allowance provided for
by section 35 ITA will be £9,205. Thiswill be provided for in Finance Bill 2013.

20. Taken together with the powers provided by this section, the personal allowances for

2013-14 will be:
Individual born after 5 April 1948 £9,205
Individual born after 5 April 1938 but before 6 April 1948 £10,500
Individual born before 6 April 1938 £10,660

21, Existing legislation specificaly clarifies that the allowances for people aged 65 to 74
and aged 75 and over in atax year are unaffected where the individual dies before their
birthday. Setting a personal allowance by reference to an individual’s date of birth
removes the requirement for this clarification.

Section 5: Main Rate of Corporation Tax for Financial Year 2012

Summary

1. Section 5 reduces the corporation tax (CT) main rate for profits other than ring fence
profits for the financial year beginning 1 April 2012. It setsthe main rate of CT at 24
per cent on non-ring fence profits effective from 1 April 2012.

Details of the Section

2. Subsections (1) and (2) substitute the corporation tax main rate of 25 per cent set in
Finance Act 2011 with arate of 24 per cent for the main rate of CT on non ring fence
profits for the financial year 2012, with effect on and after 1 April 2012.

Background Note

3. The main rate of CT is paid by companies with profits of more than £1,500,000 (the
upper profits limit).

4, Where two or more companies are associated with one another, the profits limit is
reduced. Thisis done by dividing the limit by the number of associated companies.

5. Profitsfrom oil extraction and oil rightsin the UK and the UK Continental Shelf (“ring
fence profits’) will continue to be subject to a separate main rate of CT applicable to
those ring fenced profits. Profits from activities which are not ring fenced will continue
to be charged at the main rate of CT applicableto all other profits.

Section 6: Corporation Tax: Charge and Main Rate for Financial Year 2013

Summary

1 Section 6 charges corporation tax (CT) for the financial year beginning 1 April 2013
and setsthe main rate of CT at 30 per cent on oil and gas ring fence profits and 23 per
cent on non-ring fence profits.

Details of the Section

2. Subsections (1) and (2) set the charge and the main rate of CT for the Financial Y ear
2013.

Background Note

3. The main rate of CT is paid by companies with profits of more than £1,500,000 (the
upper profits limit).
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4, Where two or more companies are associated with one another, the profits limit is
reduced. Thisis done by dividing the limit by the number of associated companies.

5. Profitsfrom oil extraction and oil rightsin the UK and the UK Continental Shelf (“ring
fence profits’) will continue to be subject to a separate main rate of CT applicable to
those ring fenced profits. Profits from activities which are not ring fenced will continue
to be charged at the main rate of CT applicable to all other profits.

Section 7: Corporation Tax: Small Profits Rate and Fractions for Financial Year
2012

Summary

1 Section 7 sets the small profits rate of corporation tax (CT) for the financia year
beginning 1 April 2012 at 20 per cent for all profits apart from “ring fence profits” of
North Sea oil companies, where the rate is set at 19 per cent. Additionaly, it sets the
fraction used in calculating marginal relief from the main rate at 1/100 for al profits
apart from “ring fence profits’, where the fraction is set at 11/400.

Details of the Section
2. Subsection (1) setsthe small profits rate of CT for the financia year 2012.
3. Subsection (2) sets the marginal relief standard and ring fence fractions.

Background Note
4, Companies with profits up to £300,000 pay CT at the small profits rate.

5. Companies with profits between £300,000 and £1,500,000 (the lower and upper limits)
benefit from marginal relief from the main rate.

6. Marginal relief has the effect of gradually increasing the rate of tax for a company as
its profits move from the lower to the upper profits limit.
7. The example below illustrates the effect of marginal relief for a company with taxable
non-ring fence profits of £500,000. Its tax liability is calculated as follows:
£500,000 @ 24 per cent £120,000
minus 1/100 of £1,000,000" £10,000
Tax payable: £110,000

*

£1,000,000 is the difference between the upper limit and the profit.

8. The example below illustrates the effect of marginal relief for acompany with taxable
ring fence profits of £500,000. Itstax liability is calculated as follows:

£500,000 @ 30 per cent £150,000
minus 11/400 of £1,000,000* £27,500
Tax payable: £122,500

*

£1,000,000 is the difference between the upper limit and the profit.

N o)
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Where two or more companies are associated with one another, the profits limits are
divided by the number of associated companies.

Section 8Schedule 1: High Income Child Benefit Charge

Summary

1

Section 8 and Schedule 1 impose anew incometax charge on taxpayers whose adjusted
net income exceeds £50,000 in atax year and who are in receipt of child benefit, and to
taxpayers whose agdjusted net income exceeds £50,000 and whose partner is in receipt
of child benefit. Intheevent that both partners have an adjusted net income that exceeds
£50,000, the charge will apply only to the partner with the highest income.

The amount of the charge will be 1 per cent of the amount of child benefit for every
£100 of income above £50,000. The charge will be on the full amount of child benefit
where the individual’ s adjusted net income exceeds £60,000.

The chargewill be called the high income child benefit charge and will comeinto effect
from 7 January 2013.

Details of the Schedule

4.

10.

Paragraph 1 inserts details of the charge into Part 10 of the Income Tax (Earnings and
Pensions) Act 2003 (ITEPA) by creating new sections.

New section 681B as well as naming the charge, aso identifies the person (P) with
adjusted net income of more than £50,000 who will be liable to the new charge if one
or both of the conditions set out in subsections (3) and (4) are met.

Subsection (3) explains the first condition. Condition A is where P is the claimant
entitled to receive child benefit and who, if P has a partner, has an adjusted net income
that is greater than that of their partner. The reference to each week reflects the weekly
nature of child benefit.

Subsection (4) explains the second condition. Condition B providesfor P to be charged
if their partner (Q) is the claimant entitled to receive child benefit and P's income is
morethan Q's.

The effect of this section is that where there are two partners who both have adjusted
net income of more than £50,000, the charge rests with the partner with the highest
income. If both partners have the same income, the charge rests with the claimant to
child benefit.

Because the charge is by reference to weeks, this sub-section also makes clear in the
case of two people living together as partners that the charge will only apply to those
weeks of the tax year for which the partnership exists. If the couple break up, P asthe
partner with the highest income will only be liable for the period from 6 April to the
week in which the break up occurs. Conversely, if a couple come together and child
benefit is already being paid, the partner with the highest income will only be liable to
the charge for those weeks from the date the couple start living together until the end
of the tax year.

New section 681C details the amount of the charge by reference to a formula, which
appliesapercentageto thetotal amount of child benefit received intheyear by reference
to conditions A and B. The percentage is the lower of 100 per cent and 1 per cent of
child benefit for every £100 of adjusted net income above £50,000. The effect of the
taper is to gradually increase the percentage charged between income of £50,000 and
£60,000. The charge equals the full amount of child benefit for someone with adjusted
net income of more than £60,000.
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Subsection (3) applies a rounding rule that rounds down the result of applying every
stage of the formulato the nearest whole number. For example, if someone hasincome
of £57,750 and their partner receives child benefit for two children of £1752 for awhole
year, the charge will be 77 per cent of the £1,752 child benefit = £1,349. The percentage
is determined as follows £57,750 - £50,000 = 7,750 /100 = 77.

New subsection 681D extends the charge where a child is not living with the claimant
but with either one or two other individuals who have income over £50,000. It ensures
that those with income over £50,000 who live with a child and who receive the value of
child benefit directly or indirectly from the claimant arein the same position as someone
with income over £50,000 who lives with a child and claims, or whose partner claims,
child benefit.

Subsection (1) identifies the circumstances under which the new section will apply.
These are that:

a) aperson (R) claimschild benefit on the basisthat they are not living with the child
for whichthey claim but are contributing to the child’ supkeep. Under child benefit
rules, this amount must be at least equal to the amount of child benefit claimed.

b) neither R, or where appropriate, R’'s partner is liable to the charge in new
section 681B.

¢) thechild for whom R claimsisliving with a person (S).

Subsection (2) applies the charge under new section 681B to S as if that person had
claimed the child benefit. This addresses the situation where S or S's partner have
adjusted net income over £50,000 and receive directly or indirectly from R an amount
equivalent to what they would have received if they had claimed child benefit directly.

Subsection (4) creates an exemption to the circumstances outlined in subsection (1).
Thisiswhere R had previously claimed child benefit on the basis that they were living
with the child and, after aperiod of less than 52 weeks, resumes the claim on the same
basis. A common example of thisis where a parent moves away temporarily for work
purposes and |eaves the child with afamily member until they return.

New section 681E details specific situationsthat are subject to specia rules. Section (1)
details the two circumstances where amounts of child benefit are disregarded. Thefirst
in subsection (a), disappliesthe charge and clarifiesthe effect of theinteraction between
the charge in new section 681B which is based on entitlement and the election in new
13A Socia Security Administration Act 1992 and 11A Socia Security Administration
Act (Northern Ireland) 1992 which also refers to entitlement. It also removes the need
to notify liability to theincometax charge under section 7 Taxes Management Act 1970
which arises on entitlement to child benefit but where, as the result of the election, the
amount received is nil. The second in subsection (b) makes clear that no liability arises
in respect of any child benefit payment made after the death of a child.

Subsections (2) and (3) refer to the situation where there are more than two personsin
arelationship, for example, in the case of polygamous marriages that were contracted
outside the UK. The provision makes clear that the same amount of the charge applies,
whether under new section 681B or under section 681B as extended by section 681D.
It also make clear that the charge will apply to the partner with the highest income.

New section 681F provides the power for the Treasury to make an order that amends
either the amount of the income limit in new section 681B or the amount (X) in the
formulain new section 681C (2) (b). Any such order must be made before the start of
therelevant tax year. If the effect of the Order isto increase aperson’sliability, it must
be made under the draft affirmative procedure.
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New section 681G defines the meaning of “ partner” for the purposes of this charge and
is based on the definition used for Tax Credits because child benefit isasocial security
benefit.

New section 681H contains interpretative provisions. Subsection (2) confirms that the
term “ adjusted netincome” isgivenitsexisting meaning asdefined in section 58 Income
Tax Act (ITA) 2007. Thisis currently used to determine the amount of the personal
allowance for someone aged 65 or over who has income over £100,000.

Adjusted net incomeis calculated in aseries of steps. The starting point is* net income”
which is the total of the individual’s income subject to income tax less specified
deductions, the most important of which are trading losses and payments made gross
to pension schemes. This net income is then reduced by the grossed-up amount of the
individua’s gift contributions and the grossed-up amount of the individual’s pension
contributions which have received tax relief at source. Thefina step isto add back any
relief for payments to trade unions or police organisations deducted in arriving at the
individual’s net income. The result is the individual’s adjusted net income.

Paragraph 2 makes clear that a person is required to notify his liability to the income
tax charge under section 7 Taxes Management Act 1970 in the same way as they are
required to notify any other liability to income tax.

Paragraph 3 inserts after section 13 in Part 1 of the Social Security Administration Act
1992, anew section 13A. Thenew provisions providethat an individual or their partner,
liable to atax charge under new section 681B, may choose to elect not to receive the
child benefit to which they are entitled if they or their partner do not wish to pay the
new charge. It also provides HM Revenue and Customs (HMRC) the power to make
directions setting out how an election should be made and when it may be revoked, for
example, if either theindividual or their partner are no longer liable to pay the charge.

Subsection (1) of the new 13A confirms that it is the person who is claiming child
benefit who decides whether they wish to elect not to be paid for all the child benefit
they are entitled.

Subsection (2) saysthat an electionislimited tothosewho believetheir or their partner’s
incomeisat level which will incur the high income child benefit chargein the tax year.

Subsection (3) confirms that an election will lead to payments of child benefit ceasing
at adate after the election has been made.

Subsection (4) Where an election is made at the sametime as a claim for child benefit,
it will also cover any backdating of the award up to a maximum of three months (in
line with the child benefit backdating rules).

Subsections(5) & (6) confirm that aperson can revoke apreviousel ection and so restore
payment of child benefit. The revocation of the election will cover payments of child
benefit due after the date of revocation.

Subsection (7) This provides that where a person elected not to be paid child benefit on
the wrong assumption that they, or their partner, would be liable to high income child
benefit charge, the person who made the election has up two years from the end of the
relevant tax year to revoke the election and be paid child benefit for that period.

Subsection (8) confirms that persons must follow the process set out in subsections (2)
to (7) in accordance with HMRC administrative directions under subsection (9).

Subsection (9) (@) confirmsthat HMRC will issue directions asto how an election may
be made and revoked and from when they have effect. Subsection (b) confirms that
HMRC directions may set out situations in which an election or its revocation is not
acted on where either the child benefit award is not being paid at the full rate or there
are doubts as to which the person has entitlement.
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Subsection (10) This confirms that:
» thedefinition of what isa‘child’ mirrorsthat set out in child benefit regulations;
» that an election is applied to the tax year in which it is made; and

e a‘'week’ is7 days starting from the Monday and is attributed to the tax year into
which the Monday falls.

Paragraph 4 inserts after section 11 in Part 1 of the Social Security Administration
(Northern Ireland) Act 1992, a new section 11A. The new provisions provide that an
individual or their partner, liable to atax charge under new section 681B, may choose
to elect not to receive the child benefit to which they are entitled if they or their partner
do not wish to pay the new charge. It aso providesHMRC the power to make directions
setting out how an election should be made and when it may be revoked, for example,
if either the individual or their partner are no longer liable to pay the charge.

Subsection (1) of the new 11A confirms that it is the person who is claiming child
benefit who decides whether they wish to elect not to be paid for all the child benefit
they are entitled.

Subsection (2) saysthat an electionislimited tothosewho believetheir or their partner’s
incomeis at level which will incur the high child benefit charge in the tax year.

Subsection (3) confirms that an election will lead to payments of child benefit ceasing
at adate after the election has been made.

Subsection (4) Where an election is made at the sametime as a claim for child benefit,
it will also cover any backdating of the award up to a maximum of three months (in
line with the child benefit backdating rules).

Subsections(5) & (6) confirm that aperson can revokeapreviousel ection and so restore
payment of child benefit. The revocation of the election will cover payments of child
benefit due after the date of revocation.

Subsection (7) This provides that where a person elected not to be paid child benefit on
the wrong assumption that they, or their partner, would be liable to high income child
benefit charge, the person who made the election has up two years from the end of the
relevant tax year to revoke the election and be paid child benefit for that period.

Subsection (8) confirms that persons must follow the process set out in subsections (2)
to (7) in accordance with HMRC administrative directions under subsection (9).

Subsection (9) (@) confirmsthat HMRC will issue directions asto how an election may
be made and revoked and from when they have effect. Subsection (b) confirms that
HMRC directions may set out situations in which an election or its revocation is not
acted on where either the child benefit award is not being paid at the full rate or there
are doubts as to which the person has entitlement.

Subsection (10) This confirms that:
o thedefinition of what isa‘child’ mirrorsthat set out in child benefit regulations;
» that an election is applied to the tax year in which it is made; and

* a‘'week’ is7 days starting from the Monday and is attributed to the tax year into
which the Monday falls.

Paragraph 5 makes amendments to ITEPA 2003. Paragraphs (5)(1) to (3), (5)(5) and
(5)(7) aretechnical consequential amendmentsto ITEPA 2003.

Paragraph (5)(4) provides for the high income child benefit charge to be included in
PAY E regulations so that it can be collected through PAY E unless the taxpayer objects.
Thismeansaperson’sPAY E tax code can be amended so that it includes an adjustment

10
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that will collect the tax due for the year in which the deduction is made in the same way
asfor other PAY E liabilities. Existing provisions allow an adjustment for collecting tax
due from an earlier year.

Paragraph (5)(6) is a technical amendment which ensures that the provisions in new
section 681F (3) apply.

Paragraph 6 insertsamendmentsto I TA 2007. Paragraph (6)(2) insertsareferenceto the
new high income child benefit charge to the overview of tax acts that make provision
for income tax in section 1 ITA 2007. Paragraph (6) (3) provides for the new high
income child benefit charge to form part of an individual’s liability to income tax for
atax year. The new chargeisadded to the list of additional tax charges relating to an
individual in section 30 ITA 2007 and will thus be included at step 7 of the calculation
of liability to income tax in section 23 ITA 2007.

Paragraph (7) contains the commencement provisions. These make clear that the first
tax year for which the high income child benefit charge applies is 2012/13. It does
not apply to any child benefit entitlement that arises in that tax year before the week
beginning 7 January 2013, which isthe first Monday in 2013.

Background Note

48.

49.

50.

51.

52.

The new high income child benefit charge is the way the Government is implementing
its policy of reducing the amount of child benefit available to families that include
someone who has income above £50,000. The reason for thisisthat it is very difficult
to justify taxing people on lower incomes to pay for the child benefit of those with
higher incomes.

The introduction of atax charge means child benefit can continue to be paid to all
claimants who establish their entitlement to the payment, regardless of whether there
is any liability to the tax charge, without means testing at the point of payment. The
design of the charge meansthat only 15 per cent of families with children are affected
by the charge.

The introduction of a taper for those with incomes between £50,000 and £60,000
smoothes the effect of the charge for those with income nearer to the lower end of the

taper.

The new charge is based on entitlement to child benefit, rather than to receipt of child
benefit. This is consistent with the approach of taxing social security benefits. It also
avoids any unintentional element of double taxation that could arise following payment
of child benefit as the result of arevocation of an election made under the provisions
of an election not to receive child benefit. The example below demonstrates how this
could happen if the receipts basis were used.

A child benefit claimant elects not to receive child benefit for the tax year 2014/15
because they believetheir incomewill be above £60,000 making them liableto the high
income child benefit chargefor 2014/15. In July 2015 the claimant realisestheir income
was lower than expected for 2014/15, revokes the election and receives the amount
of child benefit due for 2014/15 in August 2015. Thisis during the tax year 2015/16
when the level of their income does attract the charge. If the receipts basis were used,
the claimant would be liable to the charge on the amount received in 2015/16 for the
amounts for 2015/16 and for 2014/15. The entitlement basis ensures the claimant is
only liable for the amount to which they were entitled for 2015/16 and that the amount
for 2014/15 correctly escapes the charge.
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Section 9: Post-Cessation Trade Or Property Relief: Tax-Generated Payments Or

Events

Summary

1

Section 9 provides for changes to the rules for “post-cessation trade relief” and “ post-
cessation property relief” which can be claimed by a person after abusiness has ceased.
The changes are designed to prevent tax-generated costs being available for relief
against the person’s other taxable income or capital gains. The changes apply to post-
cessation trade relief with effect from 12 January 2012 and to post-cessation property
relief with effect from 13 March 2012.

Details of the Section

2.

Subsection (2) adds section 98A of the Income Tax Act 2007 (ITA) to thelist of sections
with which section 96 of ITA needsto be read.

Subsection (3) inserts new section 98A of ITA (Denial of relief for tax-generated
payments or events).

New section 98A (1) providesthat no post-cessation traderelief (including relief by way
of claim under section 261D of the Taxation of Chargeable Gains Act 1992) isavailable
to aperson in respect of a payment or an event which is made or occursin consequence
of, or in connection with, relevant tax avoidance arrangements.

New section 98A (2) defines “ relevant tax avoidance arrangements” for the purposes of
new section 98A(1).

New section 98A(3) defines* arrangements” and “ section 261D claim” for the purposes
of new section 98A.

Subsection (4) adds section 98A of ITA to the list of sections which apply to post-
cessation property relief in the same way as for post-cessation trade relief.

Subsections (5) and (6) provide commencement rules.

Subsection (7) defines “an unconditional obligation” for the purposes of subsections
(5) and (6).

Background Note

10.

11.

The Government has become aware of avoidance activity that relies on creating
contrived costsin order to claim post-cessation trade relief. This puts at risk substantial
amounts of tax.

The Exchequer Secretary to the Treasury announced in a written statement on 12
January 2012 that legidation would be introduced with effect from that date to prevent
post-cessation trade relief being available where the relief arises from arrangements
and amain purpose of the arrangementsisto obtain atax reduction resulting from post-
cessation trade relief. A further announcement was made on 13 March 2012 extending
the restriction to post-cessation property relief with effect from that date.

Section 10: Property Loss Relief Against General Income: Tax-Generated
Agricultural Expenses

Summary

1

Section 10 provides for changes to the rules for the losses that can be claimed by a
person from a property business with a relevant agricultural connection. The changes
are designed to prevent tax-generated agricultural expenses being available for relief
against the person’ s other taxableincome. These changes were announced on 13 March
2012 and will apply on and after that date.
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Details of the Section

2.

0.

10.

Subsection (2) adds section 127B of the Income Tax Act 2007 (ITA) to sections
restricting relief under Chapter 4 of ITA.

Subsection (4) inserts new section 127B of ITA (no relief for tax-generated agricultural
expenses).

New section 127B(1) provides that this section applies if a person makes alossin a
tax year from carrying on a property business with arelevant agricultural connection,
either in a sole capacity of as a partner, and that loss arises directly or indirectly in
consequence of, or otherwise in connection with relevant tax avoidance arrangements.

New section 127B(2) provides that there is no property loss relief for the loss falling
within section 127B(1).

New section 127B(4) defines “relevant tax avoidance arrangements’ for the purposes
of section 127B.

New section 127B(5) defines “arrangements’ for the purposes of section 127B(4).

New section 127B(6) defines “the applicable amount of the loss” and “allowable
agricultural expenses’ for the purposes of section 127B

Subsections (5) and (6) provide commencement rules

Subsection (7) defines“an unconditional obligation” for the purposes of subsection (6).

Background Note

11.

12.

13.

A person who makes a loss from a property business with a relevant agricultural
connection may claim relief against their other income. Thisisknown as* property loss
relief”.

The Government has become aware of avoidance activity that relies on creating
contrived costs in order to claim property loss relief. This puts at risk substantial
amounts of tax.

The Exchequer Secretary to the Treasury announced in awritten statement on 13 March
2012 that legidlation would beintroduced with effect from that date to prevent property
lossrelief being available wheretherelief arisesfrom arrangements and amain purpose
of the arrangements isto obtain atax reduction resulting from property lossrelief from
aproperty business with arelevant agricultural connection.

Section 11:; Gainsfrom Contractsfor Life Insurance Etc

Summary

1

This section affects the taxation of certain life insurance policies, life annuity contracts
and capital redemption policies under the chargeable event gain regime. It addresses
income tax avoidance by putting beyond doubt that gains liable to income tax are not
reduced wherethere are certain untaxed gainsearlier in thelife of the policy or contract,
or by the use of certain cluster policy arrangements. The measure has effect for relevant
policies and contracts made on or after 21 March 2012 and for pre-existing policies
where certain events arise on or after this date.

Details of the Section

2.

Subsection (1) adds new section 473A to the special rules for life insurance policies,
life annuity contracts and capital redemption policies, which are contained in Chapter
9 of Part 4 Income Tax (Trading and Other Income) Act 2005.
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New section 473A treats connected policies and contracts as a single policy for the
purposes of the chargeable event gain regime.

Subsections 2 and 3 of new section 473A provide that policies are treated as connected
where a policy isissued by reference to another policy (arelated policy) on terms that
would not be expected in isolation. Thiswill apply where the terms of either policy are
significantly more or significantly less favourable than would be expected if the other
policy were ignored, or if other related policies were ignored.

Subsection 4 of new section 473A providesthat if an additional policy is connected to
at least one but not all of a number of other policies that are themselves connected, all
of these policies will be treated as connected.

Subsection (2) amends section 491(2) Income Tax (Trading and Other Income) Act
2005 to impose a restriction on the deduction for gains arising from certain earlier
chargeable events (such as part withdrawals) in calculating the amount of gains that
may subsequently arise when the same policy comes to an end or is assigned in full.
The deduction will only apply to the extent that the earlier gains were attributable to
one or more of the personstreated as chargeabl e to tax under the chargeable event gain
regime, or were taken into account when cal cul ating the income of a person under rules
for the Transfer of Assets Abroad (Part 13, Chapter 2 of the Income Tax Act 2007).

Subsection (3) amends section 552 Income and Corporation Taxes Act 1988 so that
reporting obligations for insurers will not be affected by the restriction on deductions
for earlier gains.

Subsection (4) ensures that the new rules will apply to al policies and contracts made
on or after 21 March 2012.

Subsections (5) and (6) ensurethat the new ruleswill also apply to policiesand contracts
made before 21 March 2012:

» which arevaried on or after 21 March 2012 so as to increase the benefits secured.
For this purpose, the exercise of an option in the policy or contract, on or after 21
March 2012, istreated as avariation;

» whereall of part of the rights are assigned to another person on or after 21 March
2012. This applies whether or not the assignment is for money or money’ s worth;

« whereall or part of the rights conferred by the policy become held as security for
adebt on or after 21 March 2012.

Background Note

10.

11.

12.

Gainsfromlifeinsurance policies, lifeannuity contracts and capital redemption policies
are taxed as income. They can arise on the happening of “chargeable events’ such as
the maturity of apolicy, an assignment for money or money’ s worth and surrenders of
all or part of the rights under a policy.

Theserulesapply to each individual policy. However arrangements have been designed
with the aim of deferring income tax that may arise when policies come to an end by
‘shifting’ into one policy investment profits attributabl e to premiums paid into anumber
of different policies. The arrangements ensure that these policies, with no investment
gains as aresult of the “shift” referred to above, are brought to an end first with no tax
liability arising even though economic investment profits may arise from the premiums
paid into these policies.

This measure removes any scope to defer income tax in this way by recognising the
economic position and treating all such interdependent policies as a single policy for
the purposes of the chargeable event gain regime. Standard industry arrangements
which divide a sum invested across a number of identical but genuinely distinct and
economically self-contained policies will not be affected.
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The amount of gain when apolicy comesto an end is calculated by deducting the total
amount of premiums paid into the policy plus gains that have previously arisen under
the policy (earlier gains); from the total value of any benefits received over the whole
life of the policy. Tax may then be due where any gains resulting from the cal culation
are included in the income of one of the persons chargeable to tax under the special
income tax rules for life insurance policies.

However, there was no requirement that the earlier gains need to have formed part of
the income of one of these persons. A number of income tax avoidance schemes took
advantage of the deduction for earlier gains to reduce the amount of gains liable to
income tax when a policy comes to an end. These schemes used arrangements under
which earlier gains arose when there was no person liable to tax on them (because,
for example, the earlier gains were attributable to a person who was not UK resident)
in order to reduce income tax otherwise due on investment profits from life insurance
policies. This measure removes such opportunities.

Section 12: Settlements. Income Originating from Settlors Other Than Individuals

Summary

1

2.

Section 12 provides for amendmentsto certain provisions of the settlementslegislation
(Part 5, Chapter 5 Income Tax (Trading and Other Income) Act 2005 (ITTOIA)) so that
the rule in section 624(1) does not apply if a settlor is not an individual. The changes
will confirm that income which arises under a settlement and originates from any settlor
who isnot an individual is not treated as that of the settlor.

The change will take effect from 21 March 2012.

Details of the Section

3.
4,

Paragraph 1 of the section provides for anendmentsto ITTOIA 2005.

Paragraph 2 inserts a new subsection (4) in section 627 of ITTOIA which gives
exceptions from the rule in section 624(1) of ITTOIA for certain types of income. The
rule in section 624(1) states that income which arises under a settlement is treated for
income tax purposes as only that of the settlor if it arises during the settlor’s life and
from property in which the settlor has an interest. The new sub section (4) provides
that the rule in section 624(1) does not apply to income arising from a settlement, as
defined in section 620(1), which originates from any settlor who was not an individual .
The effect of the amendment is that income from a settlement in which the settlor has
an interest is not treated as income of the settlor for tax purposes if the settlor was not
an individual.

Paragraph 3 amends section 645(2) of ITTOIA so that it refers to section 627 as well
as to section 644. Where there is more than one settlor, section 644 provides that the
settlementslegislation haseffect asif each settlor werethe only one. It then providesthat
property comprised in, and income arising under, a settlement should be taken to refer
to property and income originating from that settlor. The amendment to section 645
ensures that ‘income originating from the settlor’ has the same meaning in section 627
asit doesin section 644.

Paragraph 4 gives the commencement provisions. The amendments made by this
section have effect on any income arising from the settlement on or after 21 March 2012.

Background Note

7.

The settlements legidation (Part 5, Chapter 5 ITTOIA 2005) applies in situations
including those where a settlor, within the meaning of the legislation, has retained an
interest in property or income fromit. The aim of the provisionsis, broadly, to prevent
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an individual gaining atax advantage by diverting their income to another person who
isliable to income tax at alower rate than the individual .

Where the settlements legislation applies, the income arising under the settlement is
treated as income of the settlor. Income tax is charged on the income asif it had arisen
directly to the settlor and asiif it was the highest part of the settlor’s total income.

The purpose of the amendments to the settlementslegidlation isto confirm that income
arising under a settlement is treated as that of the settlor only where the settlor is
an individual. The proposed changes would close avoidance schemes that seek to
exploit the settlements legidlation by using corporate settlors of ‘interest in possession’

settlor-interested trusts to try to avoid income tax at higher or additional rates which
would otherwise be due on dividends paid by a subsidiary of the corporate settlor. The
amendments would ensure that the relevant provisions do not apply to settlors who are
not individuals and hence that the income would not be treated as that of the settlor in
those situations.

Where the settlements legislation does not apply to an interest in possession trust, the
income arising under the settlement will be taxed on the income beneficiaries of the
trust.

Section 13: Champions League Final 2013

Summary

1

Section 13 providesfor an exemption from income tax for the non-resident players and
officials of visiting teams who compete in the 2013 Champions League final, which is
to be held in the UK.

Details of the Section

2.

Paragraph (1) provides that no liability to income tax arises in respect of any income
from the 2013 Champions League final. The exemption will apply to individuals who
are employees or contractors of an overseas team who are not resident in the UK.

Paragraph (2) defines income from the 2013 Champions League final as meaning
income which is related to duties or services performed by the person in the UK in
connection with the final.

Paragraph (3) providesthat the income to be exempt must relate to contractsthat arein
place before the final takes place. Income that is subject to tax avoi dance arrangements
is not exempt.

Paragraph (4) defines what is meant by tax avoidance arrangements.

Paragraph (5) provides that withholding obligations under section 966 of the Income
Tax Act 2007 do not apply to any payment or transfer that gives rise to income
benefitting from the exemption.

Paragraph (6) provides definitions of “the 2013 Champions League fina”, a
“contractor”, an “employee” and “employment”, “income” and “overseas team”.

Background Note

8.

There will be an exemption from UK income tax for the non-resident players and
officials of visiting football teams playing in the 2013 Champions League final, to be
held in the UK. A similar exemption was provided for the 2011 Champions League
final which was also held in the UK.

The employment income, self-employment income and any endorsement income of the
players and the teams' officials relating to the Champions League final in the UK will
not be liable to UK income tax where the team is an overseas team and those players
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and officials are not resident in the UK. This exemption only applies where the income
isin relation to the match and where the individual works for, or is contracted to, the
team or its subsidiaries.

Section 14: Cars: Security Features Not to Be Regarded as Accessories

Summary

1

Section 14 ensures that individuals who are provided with security enhanced cars
made available for their private use, and who can demonstrate that the nature of their
employment creates a threat to their personal security, are not unfairly impacted by the
abolition of the £80,000 cap on the cash equivalent of the benefit on company cars made
available for private use. It will take effect from 6 April 2011.

Details of the Section

2.

Paragraph 2 introduces new section 125(3A) into the Income Tax (Earnings and
Pensions) Act 2003 (ITEPA). This provides that section 125(2) ITEPA (which deals
with exclusions from treatment as accessories) must be read with new section 125A
ITEPA.

Paragraph 3 introduces new section 125A. New section 125A(1) provides that the
section appliesto company cars with arelevant security feature. New section 125A(2)
provides that the relevant security feature is not an accessory if it is provided as a
result of athreat to the individual’s personal security arising from the nature of their
employment. New section 125A (3) sets out the types of relevant security features and
includes any modification made to the car as aresult of the enhancements (in order to
make it roadworthy). Finally, new section 125A(4) provides an order making power
to introduce further relevant security features should these be required in future.

Paragraph 4 deals with a consequential amendment to Part 2 of Schedule 1 to ITEPA
(index of defined expressions).

Background Note

5.

The cash equivalent of the taxable benefit of a company car made available for private
use is calculated on the basis of (list price + cost of accessories) x (the appropriate
percentage (normally based on CO2 engine emissions)).

Because of the nature of their employment, a number of individuals in both the public
and private sectors are provided with company cars that have been modified to accept
security enhancements such as bullet proofed glass and armour plating. These are
currently regarded as accessories for tax purposes and the value of the enhancements
fallswithin the computation of the cash equivalent of the benefit. Thismay significantly
add to the level of taxable benefit resulting in a disproportionate tax liability for some
individuals.

Prior to 6 April 2011, there was an £80,000 limit on the list price and accessories
calculation for the cash equivalent of the taxable benefit. This covered most security
enhanced cars.

Section 15: Termination Paymentsto Mps Ceasing to Hold Office.

Summary

1

Section 15 amends section 291(2)(a) of the Income Tax (Earnings and Pensions) Act
2003 (ITEPA). The amendment ensuresthat thefirst £30,000 of aresettlement payment
to an MP who ceases to be a member of the House of Commonsis exempt from tax.
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Details of the Section

2.
3.

Subsection (1) amends section 291 of ITEPA by substituting a new section 291(2)(a).

New section 291(2)(a) exemptsfrom the chargetoincometax on earnings resettlement
payments made under section 5(1) of the Parliamentary Standards Act 2009 (PSA 2009)
in connection with a person’s ceasing to be a member of the House of Commons.

Subsection (2) provides that the amendment has retrospective effect and applies in
relation to payments made on or after 1 April 2012.

Background Note

5.

Prior to the enactment of the PSA 2009 and the establishment of IPSA, resettlement
grants were payable to any Member of the House of Commons who failed to be re-
elected or who did not stand at a General Election in accordance with a resolution of
the House of Commons.

From 1 April 2012 the Fourth Edition of the MPs' Scheme of Business Costs and
Expenses makes provision for aresettlement payment to be made to any MPwho leaves
office involuntarily following a General Election. As a consequence, tax legislation
needs amending in order for existing tax exemptions to continue to apply to such
payments made by |PSA.

Section 291(2)(a) of ITEPA exempts from the charge to income tax on earnings
resettlement grants made to MPs when they cease to be members of the House of
Commons when parliament is dissolved, where the grants are made in accordance with
aresolution of the House of Commons.

As currently worded, the legislation does not apply to similar payments made by |PSA
because they are not made under a resolution of the House of Commons.

The proposed amendment to section 291(2)(a) will allow the exemption to apply to
payments made by IPSA to any MP who ceases to be a member of the House of
Commons.

Section 16: Employment I ncome Exemptions. Armed Forces

Summary

1

Section 16 will exempt from income tax, payments of the Continuity of Education
Allowance (CEA) by the Ministry of Defence (MoD) to or in respect of serving and
deceased members of the Armed Forces.

The SECTION aso makes consequential amendments to the existing exemptions for
payments of the Operational Allowance and Council Tax Relief to members of the
Armed Forces to align the specifications of the legal authority under which these
payments are made.

Details of the Section

3.

Subsection (1) introduces amendments to Chapter 8 of Part 4 of the Income Tax
(Earnings and Pensions) Act 2003 (ITEPA) (exemptions: special kinds of employees)

Subsection (2) amends section 297A of I TEPA (exemption for Operational Allowance)
so that; “ by the Secretary of State” isreplaced with “under aRoya Warrant made under
Section 333 of the Armed Forces Act 2006”.

Subsection (3) amends section 297B of ITEPA (exemption for Council Tax Relief) so
that; “by the Secretary of State” is replaced with “under a Royal Warrant made under
Section 333 of the Armed Forces Act 2006”.
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Subsection (4) inserts new section 297C into ITEPA.

New section 297C(1) makes provision for payments of the CEA to or in respect of
serving or deceased members of the Armed Forcesto be exempt from incometax. New
section 297C(2) specifies the legal authority under which payments of the CEA are
made.

Subsection (5) providesthat the amendments made by the section have effect in relation
to payments made on or after 6 April 2012.

Background Note

9.

10.

11.

The CEA is paid to service personnel to provide a continuity of education for their
children that would not otherwise be possible if they accompanied their parents on
frequent assignments both at home and overseas.

The CEA is currently liable to tax but the tax is paid by the Ministry of Defence on
behalf of CEA where paid to recipients based in the UK.

This new exemption aims to support the principles of the Armed Forces Covenant and
in particular the principle that service personnel and their families should not be put
a any disadvantage from entering into military life. It seeks to mitigate the financial
impact of providing a secure and continuing education acknowledging the particular
circumstances in which these men and women serve and the particular difficultiesthey
face.

Section 17: Taxable Benefits: “the Appropriate Percentage” for Carsfor 2014-15

Summary

1

Section 17 rel atesto taxable benefits on company cars. With effect from 6 April 2014, it
modifiesthe current appropriate percentage bands and carbon dioxide (CO2) emissions
thresholds by revising the appropriate percentage of the relevant threshold up to 12 per
cent from 11 per cent.

The section also increases the appropriate percentage for cars with emissions below
the relevant threshold but greater than 75g CO2 per kilometre from 10 per cent to 11
per cent.

Details of the Section

3.

Subsection (1) introduces changes to section 139 of the Income Tax (Earnings and
Pensions) Act 2003 (ITEPA) (as amended by section 51 of the Finance Act 2011 with
effect from 6 April 2013). It provides that subsection (2) is amended to increase the
level of the appropriate percentage from 10 per cent to 11 per cent for cars with engine
emissions below the relevant threshold, but greater than 75g CO2 per kilometre. The
subsection also amends subsection 139(3) I TEPA so that the appropriate percentage of
the relevant threshold is increased from 11 per cent to 12 per cent.

Subsection (2) providesthat this amendment has effect for 2014-15 and subsequent tax
years.

Background Note

5.

Section 139 of ITEPA sets out the basis for calculating the appropriate percentage for
carswith CO2 emissions. The appropriate percentage multiplied by thelist price of the
car (adjusted for any taxable accessories) provides the level of chargeable benefit for
company car tax for employees and of Class 1A NICs for employers.

From 6 April 2012, the graduated table of company car tax bands will provide for a
zero per cent band for zero emission cars, a 5 per cent band for ultra low emissions
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cars (1-75g CO2 per km emissions), a new 10 per cent band for other low emissions
cars (76g-100g CO2 per km emissions) with a one per cent increase for each rise in
emissions of 5g CO2 per km above 100g CO2 to a maximum of 35 per cent.

Section 51 of the Finance Act 2011 provided for a change to the 10 per cent band for
low emissions cars to 76-95g CO2 per km from 6 April 2013.

This section hasthe effect of retaining the same emissions values, but instead increases
the value of the appropriate percentage by one per cent to 11 per cent for cars with
emissionsbel ow therelevant threshold, and 12 per cent for carsat therelevant threshold,
respectively. The appropriate percentage for cars with zero emissions and those
emitting 759 CO2 or less will remain unchanged for 2014-15.

On average, the level of CO2 emissions produced by new cars fell by more than 5gin
the last year. These changes support the Government’s commitment to reducing the
UK’ s carbon footprint.

Section 18: Qualifying Time Deposits

Summary

1

Section 18 concerns the deduction of income tax from interest or similar amounts
payable by building societies, banks and other deposit-takers on investments that
are qualifying time deposits. It removes the exclusion of these investments from
arrangements under which financial institutions deduct sums representing income tax
at the basic rate from interest they pay to account holders.

Details of the Section

2.

Subsection (1) amends section 866(1) of the Income Tax Act 2007 (ITA 2007). Section
866(1) provides that an investment which isaqualifying time deposit is not a‘ relevant
investment’ for the purposesof Chapter 2, Part 15 of ITA 2007 (concerning deduction of
sums representing income tax by deposit-takers and building societies from payments
of interest on relevant investments). Interest payments in respect of qualifying time
deposits are therefore excluded from the tax-deduction requirements set out at Chapter
2, Part 15 of ITA 2007.

Subsection (1) restrictsthis exclusion, so it applies only to interest paymentsin respect
of qualifying time deposits made before 6 April 2012. A qualifying time deposit made
on or after 6 April 2012 will by virtue of the amendment made by subsection (1) be
a‘relevant investment’ for the purposes of Chapter 2, Part 15 of ITA 2007. Building
societies, banks and other deposit-takers will therefore be required to deduct sums
representing income tax at the basic rate from interest payments they make on these
investments.

Subsection (2) provides that this section will be treated as having come into force on
6 April 2012.

Background Note

5.

Income tax is usualy due on interest that building societies, banks and other deposit-
takers pay to saversand investors. There are, however, circumstancesin which income
tax will not be due, for example where a saving or investment product i stax-advantaged
(such as an Individual Savings Account).

Building societies, banks and other deposit-takers usually deduct sums representing
incometax frominterest payable on most of their savings or investment products. These
sums are deducted at the basic rate of income tax and paid to HM Revenue & Customs
(HMRC) under the Tax Deduction Scheme for Interest.
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7. However, any interest payable on investments that are qualifying time deposits is
excluded from these tax-deduction arrangements. This interest is paid gross to
investors, and each investor is required to make separate arrangements to account for
any tax due to HMRC.

8. The effect of this section isto remove this exclusion for qualifying time deposits made
on or after 6 April 2012. Building societies, banks and other deposit-takers will be
required to deduct sums representing income tax at the basic rate from interest they
pay on these qualifying time deposits. However, where an investor is not liable to pay
tax on interest, for example because their total taxable income is less than their tax-
free personal alowance, they can register with their account provider to receive interest
payments gross.

Section 19Schedule 2: Profits Arising from the Exploitation of Patents Etc

Summary

1 Section 19 and Schedule introduce a new tax regime which will allow companies to
elect to apply a 10 per cent corporation tax rate to profits attributable to patents and
certain other qualifying intellectual property (1P) from 1 April 2013 (on aprogressively
incremental basis from 2013 to 2017).

Details of the Schedule

2. There are three parts to the Schedule. Part 1 introduces amendments to Corporation
Taxes Act (CTA) 2010, whereas part 2 provides for changes to other legidation. Part
3 contains the commencement and transitional provisions.

Part 1: Amendmentsof CTA 2010

3. Paragraph 1 introducesanew part 8A to CTA 2010 concerning thenew IPtax regime. It
also explainsthat thereare 7 chaptersin part 1 covering election to the new | P trestment,
qualifying companies, 2 types of determination of | P profits/|osses of atrade, provisions
for setting off 1P losses, anti-avoidance provisions, and supplementary provisions.

Chapter 1: Reduced Corporation Tax rate for profits from patents etc

4. New section 357A(1) outlines an elective regime to provide for a reduced rate of
corporation tax for profits from patents and other specified intellectual property for
qualifying companies. Under new section 357G(4) the election applies to al of the
company’s trades.

5. Where an election is made, new section 357A(2) gives effect to that election not by
applying a reduced rate of tax to eligible profits directly, but by granting a deduction
from trading profits of such an amount as has the same effect as reducing the main rate
of corporation tax on eligible profits to the special IP rate.

6. New section 357A(3) providesthe formulafor cal culating the amount of the deduction.
7. New section 357A(4) sets the special | P rate of corporation tax at 10 per cent.

Chapter 2: Qualifying companies

8. New sections 357B(1) to (3) outline the requirements for acompany to be aqualifying
company in any accounting period for the purposes of an election under new section
S357A. The company must either:

» holdaqualifying IP right or an exclusive licence in respect of aqualifying IP right
at some time during the accounting period; or
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» have previously held a qualifying IP right or an exclusive licence in respect of a
qualifying IP right, and be taxable in the accounting period on income in respect
of that right. That income must be attributable to events occurring wholly or partly
during a period when the company was a qualifying company and had made an
election under new section 357A.

The second condition alows a company to apply the Patent Box rules to income
received when it would not otherwise be aqualifying company. Anexampleisdamages
for infringement of patent rights where compensation is received after the expiry of
a patent, but where the company had made a Patent Box election at the time of the
infringement.

In addition, for a company that is a member of a group, new section 357B(5) requires
it to also satisfy the active ownership condition of new section 357BE.

New section 357B(4) defines a qualifying IP right. The right must be one of those
listed in new section 357BB and the company must al so meet the development condition
of new section 357BC in respect of that IP right. New section 357GC sets out how
the ownership conditions are modified where a company is party to a cost-sharing
arrangement in relation to the creation and development of a qualifying IP right, or an
exclusive licence.

New section 357BA defines the term exclusive licence.

New section 357BA(1) states that an exclusive licence is one granted by the proprietor,
being someone who holds either the qualifying IP right or an exclusive licence over
that right, which gives the person holding the licence exclusive rights over some of the
IP rights held by the proprietor.

New section 357BA (2) specifiesthat the rights granted under an exclusive licence must
at least:

» confer one or more rights to the exclusion of any other person, including the
proprietor, in relation to the protected item in at |east awhole national territory; and

» @therincludetheright totakelegal proceedingsfor any infringement of thelicence-
holder’ srights, or receive al or the greater part of any damages that might follow
from such an infringement.

A licence which grants more limited rightswhich, for example, do not extend to at |east
onewholecountry or territory, or wherethelicence holder can neither bring proceedings
for infringement within its territory nor recover any damages, will not be a qualifying
IPright.

New section 357BA(3) ensures that where certain rights required under new
section 357BA(2) are not specifically granted by thelicence, but are nonethel essgranted
by law to the licensee, for example under section 67 of the Patent Act 1977, theserights
aretreated asif they were granted by the licence.

New Section 357BA is subject to an anti-avoidance rule in new section 357F in chapter
6 to ensure that an exclusive licence does not include one where rights are conferred
for amain purpose of securing that the licence qualifies for the regime. Thisis aimed
at ensuring that the grant of commercially spurious exclusive rights does not constitute
the grant of an exclusive licence for the purposes of this part.

A company can vest therightsit holdsin an exclusive licence to another member of its
group. Where that happens then new section 357BA(4) and (5) ensure that the other
company istreated asif it holds the exclusive licence, even if the company holding the
exclusive rights retains the right to enforce, assign or grant further licences in respect
of the licence. This might be the case where, for example, the original licence holder
is a group company whose primary role is the management of the group’s intellectual
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property portfolio, and any exploitation or development of the rights is carried out
elsewhere in the group.

Itisquite possiblefor theproprietor to grant exclusivelicencesto several personsfor use
in the same country or territory, provided that their use of the rights over the protected
item isin substantially distinct fields of use so that there is no effective overlap of the
exclusive rights granted.

New section 357BB specifies the rights to which part 8A applies. Rights specified
here are the only types of right that can be qualifying IP in accordance with new
section 357B(4).

New section 357BB(1) lists the rights currently specified. These are:

e patents granted by the UK Patent Office, under the European Patent Convention
or corresponding specified rights granted under the laws of certain specified EEA
states;

e Supplementary protection certificates;
e Plant breedersrights granted under the Plant Varieties Act 1997; and

e Community plant variety rights granted under Council Regulation (EC) No
2100/94.

New section 357BB(2) alows certain patent applications which are subject to a
prohibition on publication on the grounds of national security or safety of the public to
be treated as though they had been granted under that Act. This allows the invention
which isthe subject of such an application to betreated as protected by aright to which
part 8A applies.

New sections 357BB(3) to (6) specify the circumstances in which a marketing
authorisation granted in respect of medicinal, veterinary medicinal or plant protection
products is to be regarded as a right to which part 8A applies. The marketing
authorisation must benefit from marketing protection or data protection under the
various EC regulations specified.

New section 357BB(7) gives the meaning of the terms European Patent Convention,
specified and supplementary protection certificate used in new section 357BB(1), and
rules used in new section 357BB(2).

New section 357BB(8) allows the Treasury, by order, to make further provisions
in relation to marketing protection or to amend references to EU legislation in new
section 357BB in consequence of EU legislation making amendments to or replacing
that EU legidlation.

New section 357BB(9) gives the Treasury power to make any additional changes that
are necessary in connection with an order amending the rightsto which part 8A applies.

New section 357BC sets out four ways (see conditions A to D below) that a company
can meet the development condition in respect of an IP right it holds. Where the
development condition is met, and provided that the right concerned is also of a type
specified by new section 357BB, theright will beaqualifying IPright for that company.

New sections 357BC(2) and (3) ensurethat acompany meetsthe devel opment condition
inrespect of an IPright if it carried out qualifying development in respect of theright in
guestion (see new sections 357BD(1) below). Condition A applies where the company
has not become or ceased to be a controlled member of a group since carrying out the
qualifying development. Where it has, condition B appliesif it continues to carry on
activities of the same nature as those that amounted to the qualifying development for
12 months after becoming or ceasing to be a controlled member of the group, provided
that during those 12 months it does not cease to be a member of that group or become
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a controlled member of any other group. These activities need not necessarily be in
respect of the same protected item or right. When acompany istreated as becoming or
ceasing to be a controlled member of a group is defined in new sections 357BC(6)
and (7).

New section 357BC(4) provides for condition C which allows a company within a
group that holds either a qualifying IP right or an exclusive licence in respect of such
rights to meet the devel opment condition under condition C by virtue of the qualifying
development undertaken by another group company. The company undertaking the
qualifying development must have been a member of the relevant group when the
qualifying development was carried out (even if the company that holds the right was
not). However it is not necessary that the company holding the rights was a member of
the group at the time the development occurred; it is only necessary that it is currently
amember of the group.

New section 357BC(5) stipulates condition D to dea with the situation where a
company (T), holding IP rightsin respect of which it meets the devel opment condition
(asincondition B), joinsanew group and then transfersthe | Prightsto another company
in the new group. Condition D allows the company to which those rights have been
transferred to satisfy the development condition where the transferee either:

e remains amember of the group; or

» transfersitstrade to another member of the group; and

taken together (T) and/or the transferee company continue to undertake activities of the
same nature as those that amounted to the qualifying development for 12 months after
(T) joined the group.

New section 357BC(6) sets out when a company is treated as becoming a controlled
member of a group. This will happen where a company that was not previously
associated with the company acquires control of the company or acquires a major
interest in the company.

New sections 357BC(7) and (8) set out when a company is treated as ceasing to be a
controlled member of agroup. Thiswill happen where each company which previously
controlled or held amajor interest in a company ceases to do so, and the company isno
longer associated with those companies. Where a company ceases to be a controlled
member of the group, any company that it controls, and any company inwhichit holdsa
major interest is also treated as ceasing to be acontrolled member of the original group.

New sections 357BC(9) and (10) define ‘associated’, control and ‘major interest’ for
the purposes of this section.

New section 357BC(11) ensures that where a group company meets the development
condition under either condition B or D of new section 357BC, it isregarded as meeting
that condition from the date that either it or the other company respectively joined the
group, rather than on the expiry of the 12 month period.

New sections 357BD(1) and (2) define qualifying development of an IP right as the
creation or development (including a significant contribution to these activities) of
an invention. Developing an invention includes developing ways to use or apply the
item. Inventionisdefined by new section 357GE to mean theitem or processin respect
of which theright is granted.

New section 357BD(3) confirmsthat for the purpose of new section 357BC, qualifying
development undertaken before the IP right was acquired, whether by the company
which holds the IP right or another member of the group, is taken into account in
considering whether the development condition is satisfied.
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New section 357BE sets out when a company is regarded as satisfying the active
ownership condition. Companies that are not part of a group do not need to meet the
active ownership condition, by virtue of new section 357B(1).

New section 357BE(1) states that a company meets the active ownership condition if
substantially all of its qualifying IP rights satisfy either of two conditions.

New sections 357BE(2) and (3) set out the first condition, which is met where the
company performs significant management of its qualifying IP rights portfolio during
the accounting period. In this context management activity includes the formulation
of plans and decision-making in relation to the development or exploitation of the IP
rights.

New section 357BE(4) sets out the second condition, which is met where the company
carries out development activity in relation to the particular IP rights during the
accounting period, meeting either of the development conditions set out in new sections
357BC(2) or (3). These require the development activity to be carried out by the
company that has the | P rights rather than by any other member of the group.

Chapter 3: Relevant | P profits

41.

42.

43.

45.

46.

47.

48.

New section 357C sets out the Steps necessary to determinetherelevant I P profits of the
trade. Therelevant IP profits of the trade are the profits that are used in the formulain
new section 357A to calculate the appropriate amount of the deduction from the profits
of the trade which gives effect to the lower rate of corporation tax.

New section 357C(1) outlinesthe six Stepsinvolved in the computation of the relevant
IP profits of atrade.

Step 1 specifies that the total gross income of atrade must be calculated. Tota gross
income of the trade is defined in new section 357CA.

Step 2 determines the percentage of the company’s total gross income that is relevant
IP income, denoted as X per cent. Relevant IP income includes not only the income
identified under the various Heads in new section 357CC, but also any notional royalty
identified under new section 357CD.

Step 3 apportionsthetotal profit or loss of the trade between that attributed to activities
of the trade involving the exploitation of qualifying IP rights and other matters. This
is achieved by applying the percentage, X per cent, computed at Step 2 to the total
profit or loss of the trade for corporation tax purposes adjusted as required by new
section 357CG.

Step 4 determines any qualifying residual profit figure by deducting an amount
representing a routine return, calculated under new section 357Cl, from the result
of Step 3. Where this is a positive figure, this is the qualifying residual profit,
which represents the additional profit over and above a routine return attributed to the
exploitation of the al of the company’ sintangible assets. If the routine return figureis
greater than X per cent of the total profit, then subject to Step 7, there will be arelevant
IP loss for the period. No further adjustment is necessary under Steps 5 and 6 where
thereisaloss at this stage in the calculation.

Companies with a qualifying residual profit now make a decision regarding how to
calculate the amount of this qualifying residual profit that is attributed to the qualifying
IPrights. Step 5 sets out that where the company has not made an election for small
claims treatment, it should proceed to Step 6; aternatively if the company has made
such election, it should use the simplified procedure set out in new sections 357CL and
357CM.

Step 6 deducts from any qualifying residual profit an amount to be attributed to
marketing assets. Whilst it is possible that the result of deducting the marketing assets
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return figure from the qualifying residual profits creates aloss, in practice a company
in that position will always be better off making a small claims election and using the
alternative method set out in new sections 357CL and 357CM so long as they meet one
of the conditions in new section 357CL(2) or (3).

Step 7 is the point at which a company includesin its relevant IP profits for the period
any additional amount in respect of profits arising in the period where grant of a patent
is pending when the patent is granted. The way in which this amount is calculated is
set out at new section 357CQ.

New sections 357C(2) and (3) specify that any positive sum determined from the Steps
set out above is the relevant IP profit for the period, whilst any negative amount will
be the relevant IP loss for the period.

New section 357CA sets out the calculation of the total gross income of the trade for
Patent Box purposes.

New section 357CA(1) specifies that total gross income of the trade includes any
amounts falling within 5 Heads each of which is further explained in new sections
357CA(3) to (8).

New section 357CA(2) specifies that total gross income of the trade excludes any
finance income, as defined in new section 357CB.

New sections 357CA(3) to (4) define income within Head 1 which includes amounts
that are both recognised as revenue in the company accounts, and brought into account
in computing the profits of thetradefor corporation tax purposes. GAAPisthestandard
to be used for recognition of revenue items, even where accounts are not drawn up in
accordance with that standard.

New section 357CA(5) defines income within Head 2 as including amounts received
as damages, insurance receipts or other compensation, to the extent that these have not
been recognised as revenue in the accounts (and therefore included under Head 1).

New section 357CA (6) ensuresthat any adjustmentsthat are necessary on achange of a
company’ s accounting basis which are treated as receipts for tax purposes are included
under Head 3, to the extent that these are not recognised as revenues in the accounts
(and therefore included under Head 1).

Sections 357CA(7) and (8) set out amounts included in Heads 4 and 5 as any taxable
credits from the realisation of intangible fixed assets, and any profits from the sale
of pre-2002 patent rights, held for the purposes of the trade which arise during the
accounting period.

New section 357CB defines finance income as credits arising from financial assets,
any amounts treated as a receipt of the trade arising from loan relationships or
derivative contracts by virtue of sections 297 and 573 of CTA 2009 respectively, and
other amounts economically equivalent to interest which a company receives as a
consequence of any arrangement to which it is a party. Income from financial assets
includes dividends and other income from shares that forms part of the income of a
financial trader.

New section 357CC sets out the amounts included in the total gross income of the
trade which are to be regarded as relevant |P income. The aggregate of these amounts,
together with any notional royalty identified under new section 357CD, will form the
relevant |Pincome used in Step 2 of new section 357C(1). The measure of the income
under the Heads of relevant |P income for any accounting period will be the amount
that is brought into account for tax purposes in the period. Thus where recognition of
theincome from adisposal is spread over several accounting periods, then only the part
recognised in the current period istreated as relevant | P income.
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Relevant IP income must fall under one of the Heads identified in new
section 357CC(1).

Any income which falls within Heads 1 to 5 (see new sections 357CC(2) and (6) to
(9) below) will nevertheless not be relevant IP income to the extent that it is excluded
income by virtue of new section 357CE.

New section 357CC(2) outlines income falling within Head 1. This is not limited to
income from the sale of qualifying items which are items protected by a qualifying
IP right. It also includes the income from the sale of items either incorporating the
qualifying item, or wholly or mainly designed to be incorporated into it. Thusincome
from sales of products incorporating a patented component and from the sale of spare
parts for such a product will be included under Head 1. Qualifying items are itemsin
respect of which aqualifying IP right held by the company has been granted.

For these purposes an item is defined in new section 357GE in chapter 7 as including
any substance.

New sections 357CC(3) and (4) deal with the distinction between aqualifying item and
its packaging. These are treated separately unless the packaging performs an essential
function relating to the use of anitem. The requirement to treat packaging separately is
subject to ade minimisexception in new section 357CF(6) and it should not be relevant
for most companies. Companies selling qualifying itemswill not generally be required
to separately identify the value attributable to its packaging. The principal exception,
where separate trestment is necessary, is the sale of an item that is not a qualifying
item but which is sold in patented packaging. The effect of the rulein such acaseisto
prevent the income from the sale of the item being regarded as part of the company’s
relevant |P income.

New section 357CC(5) extends the meaning of items incorporating one or more
qualifying itemsin subsection 2(b) to include the situation where a qualifying item and
an item designed to incorporate that item are sold together for asingle price.

New section 357CC(6) providesthat income falling within Head 2 isincome consisting
of any licence fee or royalty received by the company under an agreement which only
grants to another person:

» aright in respect of aqualifying IP right held by the company;
» aright in respect of aqualifying item or process; and

e aright granted for the same purposes as the right granted in respect of such
qualifying IP right.

‘Qualifying process means a process in respect of which the company holds a
qualifying IP right.

Licence fees or royalties that exclusively relate to the qualifying IP rights, qualifying
items or processes are included in Head 2 income. If alicence agreement provides for
the receipt of royalties and / or fees for any other matter, then the rules for a mixed
agreement in new section 357CF must be applied to determine the amount of relevant
IPincome.

New section 357CC(7) outlines income falling within Head 3. This is any income
arising from the disposal of aqualifying IP right or an exclusive licence.

New section 357CC(8) outlines income falling within Head 4. This is any amount
received by the company arising from infringement or alleged infringement of any
qualifying IP right held by the company. At the time of the infringement the company
must have held the qualifying I P right.
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New section 357CC(9) outlines income falling within Head 5. This covers other
amounts of damages, insurance proceeds or compensation that do not fall within Head 4
(infringement of qualifying IP rights) but which nonetheless arise in respect of the sale
of qualifying items or the loss of income which would have been relevant |P income.

Examples of amounts that would fall within Head 5 are:

e insurance proceeds received in respect of stocks of qualifying items lost or
destroyed by fire, and

e damages in respect of lost income from the sale of qualifying items as a result
of the infringement of rights that are protected by IP rights other than qualifying
rights. Such rights might relate to trademarks relating to the qualifying item, or a
patent that protects features of protected items that are sold only outside of the EU
and for which no qualifying IP rights exist in the UK or EU.

New sections 357CC(10) and (11) stipulate that income cannot be treated as relevant
IP income under new sections 357CC(8) or (9) unless, at the time of the event in
respect of which the income is received the company was a qualifying company for
which an election under new section 357A in chapter 1 had effect. Where the damages
etc. received for the infringement relate partly to periods when the company was a
qualifying company and partly to periods when it was not, then a just and reasonable
apportionment is to be made to determine the amount which is relevant 1P income.

Income will be treated as relevant IP income within Heads 4 and 5 even where it is
received at atime when the company no longer holds a qualifying IP right, provided
that it relates to an infringement which occurred at a time when the company did hold
the qualifying IP right and was a qualifying company to which an election under new
section 357A had effect. New section 357B(3)(b)

New section 357CC(12) specifies that any reference in new section 357CC to a
qualifying right held by the company is taken to include a reference to any qualifying
IP right in respect of which the company holds an exclusive licence.

New section 357CD provides a mechanism for determining the amount of acompany’s
total gross income of the trade which is not relevant IP income but which arises as a
direct result of the company’s exploitation of a qualifying IP right under any of the
heads of new section 357CC. Such income is identified as |P-derived income. An
example of this might be the sale of non-patented goods that are produced using a
patented process. The aim of this section is to arrive at a further amount of the total
grossincomethat will betreated asrelevant |Pincome. Thisisachieved by establishing
anotional royalty that reflectswhat the company would pay out of theincome generated
by the exploitation of the IP in the accounting period to a third party for use of those
qualifying IP rights. This amount will be added to the relevant |P income of the trade
for usein Step 2 of the calculation of relevant I P profitsin new section 357C.

New sections 357CD(1) and (2) provide that relevant |P-derived income arises to a
company if it holds any qualifying patent (or any exclusive licence in respect of such
a patent) and the total gross income of the trade includes an amount arising from the
company’ sexploitation of those qualifying IPrightswhichisneither relevant IPincome
under new section 357CC nor excluded income under new section 357CE.

New section 357CD(3) allowsacompany to elect to treat anotional royalty in respect of
its|P-derived income asif it wererelevant IPincome. Where acompany hasnegligible
amounts of income that would fall within this section it may decide not to carry out a
calculation of any national royalty. Where the company wishes to calculate a hotional
royalty, no formal election procedureis set down, and the company may simply include
the notional royalty election by way of anote to the computationsin its corporation tax
return (or an amended return) for the period.
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New sections 357CD(4) and (5) set out how to determine the notional royalty. This
is the appropriate amount of any IP-derived income for the accounting period that the
company would pay to athird party for the right to exploit any qualifying IP rights
used for that accounting period, assuming that the company were not otherwise able
to exploit it.

New sections 357CD(6) and (7) set out the assumptions that are to be made in arriving
at the appropriate percentage of the | P derived income for an accounting period. These
are:

o theroyalty will be payable at arms length;

e the company, or the company and persons authorised by it, will have the exclusive
right to exploit the qualifying IP;

* therights deemed to be granted are only those that the company actually has in
relation to the qualifying IP right. Thisis most likely to be relevant in cases where,
for the example, the company holds aright or licence of limited duration or which
isrestricted to a particular country or territory;

» therightsare conferred on the later of the start of the accounting period or the date
when the company acquired the IP right;

» the percentage is determined at the start of the accounting period; and
» will continue at an unchanged level for subsequent accounting periods.

These assumptions ensurethat the notional royalty relatesto relevant | P-derived income
generated during the accounting period. The amount of the notional royalty cannot
exceed the amount of the IP-derived income because it is calculated as a percentage
of that income, and any amount in excess of 100 per cent would clearly not be a
commercial arrangement.

Thus, where there is no significant change in the company’s circumstances, the
actual percentage used in one accounting period should also be used in the following
accounting period. Only if thereisasignificant change in the company’ s circumstances
would acompany need to reassess the appropriate amount in accordance with the above
assumptions for a subsequent accounting period.

New section 357CD(8) requires that the amount of the royalty must be determined in
accordance with article 9 of the OECD model and the transfer pricing guidelines. Both
these terms are defined in new section 357CD(9).

New section 357CE specifies that two types of income, which could otherwise fall
within one of the Heads of relevant IPincome outlined at new section 357CA, will not
be relevant |P income under any circumstances.

New sections 357CE(1) to (3) specify that ring fence income, from UK Continental
Shelf ail and gas trades as set out in part 8 of CTA 2010 (see sections 272 and 273),
and income arising to a licensee that is attributable to any licence in respect of an item
or process, but which is not an exclusive licence is excluded from being relevant |P
income.

Where it is necessary to attribute an amount of income to a non-exclusive licence in
respect of aqualifying IP right as set out in new section 357B(4), then thisisto be done
on ajust and reasonable basis.

New section 357CE(4) ensures that where a company has been granted a mixture of
exclusive and non-exclusiverights over theinvention under asinglelicence, thelicence
is to be treated under Part 8A as comprising two separate licences, one an exclusive
licence which confers only the exclusive right or related rights and the other a non-
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exclusive licence covering the non-exclusive rights. Income in respect of the deemed
non-exclusive licence is excluded income by virtue of new section 357CE(3).

New section 357CF requires a company to make a just and reasonabl e apportionment
of income which includes elements of both relevant |P income and other income, for
the purposes of determining the company’srelevant IP income.

New section 357CF(1) providesthat the section will apply to mixed income, and income
paid under a mixed agreement.

New section 357CF(2) defines mixed income. This is income from the sale of
qualifying items together with non-qualifying items as a single unit and for a single
price. A qualifying item is one whose sale would produce relevant |P income under
new section 357CC(2).

New sections 357CF(3) and (4) define amixed agreement. Thisis any agreement that
provides for any of:

» thesdeof aqualifying item, as set out in hew section 357CC(2);

» thegranting of rightsin respect of aqualifying IPrights held by the company under
new sections 357CC(6)(a) or (b); or

» asdeor disposal falling within new section 357CC(7);
and also

e thesaeof any non-qualifying item, the granting of any rights other than in respect
of aqualifying IP right or the supply of any service.

New section 357CF(5) requires the amount of relevant IP income to be determined
using ajust and reasonabl e apportionment of the mixed income or the income received
under mixed agreement. Thisissubject toademinimisrulein new section 357CF(6). A
company may need to determine appropriate apportionments where none are provided
within the agreement, or override the terms of an agreement for tax purposes where it
is necessary to do so to arrive at ajust and reasonable result.

For exampl e, an agreement providesasingle pricefor the sale of asingle unit, wherethe
sale includes 50 hairdryers with a patented motor (with the protected 1P item (see new
section 357CC) owned by the vendor), and 70 curling tongs where the vendor has no
interest in any protected IP rights. The vendor’s basic wholesale price of the hairdryer
is£10 per unit, and the curling tongs £6 per unit. Income from the sale which relatesto
the hairdryersfallswithin new section 357CC(2)(b), whereasthat relating to the curling
tongs does not fall within new section 357CC. A just and reasonable amount of relevant
IP income from the sale of the hairdryers could be calculated as:

£750x (50%10) (70%x6) + (50x 10) = £407.61

New section 357CF(6) allowsacompany to disregard trivial amountsof incomethat can
be attributed to the sale of non-qualifying items, the grant of other rightsor the supply of
services arising from a sale that generates mixed income, or under a mixed agreement,
when calculating relevant IP income. Where there are several non-qualifying amounts
it is the aggregate amount which must be considered to determine whether the income
istrivial.

New section 357CG sets out the adjustmentsthat acompany needsto maketo itstaxable
profits from atrade in order to determine its relevant | P profits from that trade.

New sections 357CG(2) to (4) provide for the profits of the trade to be adjusted for two
amounts, relating to research and development (R&D) tax relief, and financial income
or expenses as follows.
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Adding back any additional deduction for R& D expenditure obtained under part 13 of
the CTA 2009 ensures that the company retains the full benefit of this tax relief even
though its IP profits are taxed at alower rate.

Removing any debitsin respect of the trading |oan relationships or derivative contracts,
and any credits in respect of finance income ensures that the method of financing the
company’s trade will not affect its relevant IP profits, and therefore the amount of tax
relief it receivesfrom the reduced rate of tax on those profits. Financeincomeisdefined
in new section 357CB.

New section 357CG(5) requiresacompany to use agreater amount of R& D expenditure
in computing the profits of its trade in a relevant accounting period where there is a
shortfal in R&D expenditure in relation to the trade of the company. The provision
operates in situations where a company’s R&D expenditure has predominantly been
incurred in earlier periods while it was not within the Patent Box regime, and income
from the results of that expenditureis mainly received in later periods at atime when it
iswithin the regime, but its R& D expenditure has significantly reduced. It only applies
in the four years after a company makes an el ection under new section 357A.

Where there is a shortfall in R&D expenditure in relation to the trade of the company
for a relevant accounting period, the provision requires a company to increase the
amount of R&D expenditure taken into account in calculating relevant IP profits for
that accounting period by the amount mentioned in new section 357CH(2).

New section 357CG(6) defines terms used in new section 357CG(5).

New section 357CH describes when and how the calculation of a company’s relevant
IP profits for a relevant accounting period must take account of a greater amount of
expenditure on R&D than that which has been incurred in the accounting period. A
relevant accounting period is defined in new section 357CG(5) and covers any
accounting period beginning within four years of the date that an election into the Patent
Box has effect for a qualifying company.

New section 357CH(1) specifies that there is a shortfall in R&D expenditure for a
relevant accounting period where the actual R& D expenditure in the accounting period
isless than 75 per cent of the average amount of R& D expenditure. The actual R&D
expenditure for an accounting period is defined in new section 357CH(3), although this
issubject to any adjustment through a*‘ smoothing’ procedure described in new sections
357CH(8) to (11).

New section 357CH(2) sets out the amount of the adjustment required when there is
ashortfall in R&D expenditure for a relevant accounting period. It isto be increased
by the difference between 75 per cent of the average R& D expenditure in the relevant
period before the company started to usethe Patent Box and the actual R& D expenditure
for that accounting period.

New section 357CH(3) defines the actual R&D expenditure, and specifies that
R&D expenditure and relevant accounting period have the meanings given by new
section 357CG(6).

New section 357CH(4) sets out how to calculate the average amount of R&D
expenditure. Thisisthe total amount of R& D expenditure incurred by the company for
therelevant period (asdefined in new section 357CH(4)) divided by the number of days
in that period. This daily figure is then multiplied by 365 to give an annual amount.

New section 357CH(5) defines the relevant period for the purposes of new
section 357CH. Thiswill generally be the four years prior to the accounting period in
which an election under new section 357A by aqualifying company first had effect (or
the time since the trade commenced if thisis less than four years).
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New section 357CH(6) directs that where a relevant accounting period is less than
12 months, the average amount of R& D expenditure used to compare with the actual
expenditure is proportionately reduced.

New sections 357CH(7) to (11) address the circumstance where a company has
fluctuating levels of R& D expenditure for different relevant accounting periods. They
allow a degree of ‘smoothing’ which will reduce the frequency and amount of any
adjustments required under new section 357CH(2).

New section 357CH(8) provides that where, for any relevant accounting period, actual
R&D expenditure is greater than the average calculated under new section 357CH(4)
the excess can be added to the actual amount of R& D expenditure for the next relevant
accounting period. That augmented amount of R& D expenditure isthen compared with
the average amount to determine whether there isashortfall in R& D expenditure.

New sections 357CH(9) and (10) apply where it isthe only additional amount of R&D
expenditure included for an accounting period by virtue of new section 357CH(5) that
causesthere not to beashortfall for that period. Insuch acase, any remaining part of the
additional amount over and above that which is necessary to increase the actual R&D
expenditure for an accounting period to 75 per cent of the average R& D expenditure
may be carried forward for use in the next period.

New section 357CH(11) specifiesthat where an additional amount of R& D expenditure
isincluded for an accounting period by virtue of subsection (8), but it is needed to make
up for a shortfall in R&D expenditure for that period then it may be carried forward
to the next period, in addition to any excess of R&D expenditure over the average that
arisesin that period.

New section 357CI sets out how to compute aroutine return figure for the purposes of
Step 4 of the calculation of relevant IP profits. Step 4 aims to exclude an amount of
profit which represents a routine return. A routine return is the return which could be
expected from the business if the company was not able exploit its qualifying IP rights
and other intangible assets.

New sections 357CI (1) outlinesthe three Stepsfor calculating the routine return figure.

Step 1 identifies the total of the routine deductions made by the company in computing
the profits of the trade. Routine deductions are those identified in new section 357CJ,
and not excluded by new section 357CK.

Step 2 applies a mark-up of 10 per cent to the amount identified in Step 1. A cost-plus
methodology is a used to determine the arms-length return expected from a trader that
does not use unique intangible assets in its trade. The 10 per cent rate reflects the fact
that only a proportion of the actual expenses of the trade are used when estimating a
routine return figure.

Step 3 determines how much of that routine return is to be attributed to profits from
the company’s relevant IP income. This is achieved on a pro-rata basis using the
ratio of relevant | P income to the total grossincome figure, asin Steps 1 and 2 of the
computation under new section 357C, denoted as X per cent

New sections 357CI(2) and (3) ensure that the deductions taken into account for the
purposes of determining aroutine return also include any expensesincurred on a Patent
Box company’s behaf by other members of the group, irrespective of whether or
not these have been reimbursed, for example by way of a service fee or adjustment
to intercompany balances. Where necessary, a just and reasonable apportionment of
expensesincurred by the other company should be made to determine the amount to be
included in calculating the Patent Box company’ s routine return.

New section 357CJ sets out the meaning of routine deductions for the purposes of new
section 357Cl. These are the deductions to which a mark-up is applied to determine
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the routine return from the trade. A number of costs related to financing and the
development of IP rights are specifically excluded by virtue of new section 357CK.

New section 357CJ(1) setsout six general heads of expenditure, each of whichisfurther
explained in new sections 357CJ(2) to (7).

New section 357CJ(8) defines various terms used in the descriptions under the six
Heads.

New section 357CJ(9) permits the Treasury to amend the list of items included in
relevant deductions and their descriptions by way of an Order.

New sections 357CK(1) to (7) define deductions which are not to be marked up as
routine deductions. Any loan relationship or derivative contract amounts are excluded
from the routine deductions, aswell as certain costs associated with the devel opment of
the company’s qualifying IP rights. The exclusion of any amounts that have qualified
for R&D tax relief, including any additional deduction under part 13 of CTA 2009
at this stage ensures that there is no incentive for Patent Box companies to outsource
their R&D activities to other group companies. Capital alowances related to R&D
expenditure and patent allowances are excluded, as are certain tax deductions for
employee share schemes.

New section 357CK(8) permits the Treasury to amend the list of items excluded from
being relevant deductions and their descriptions by way of an Order.

New sections 357CL and 357CM provide a simpler method for calculating the relevant
IP profits of acompany where its profits are small. In this circumstance, the company
may make an election under new section 357CL(1) and use a formulaic approach
in the computation of their relevant IP profits instead of Step 6 as set out in new
section 357C. No formal election procedure is set down, and a company may simply
include the election for small claims treatment by way of a note to the computationsin
its corporation tax return (or an amended return) for the period. Theruleisintended to
relieve companies with smaller profits from the administrative burden of carrying out
afull analysis of its marketing assets return asis required under Step 6.

New section 357CL (1) sets out that a company can elect for small claims treatment
where either of conditions A or B are met. Condition A is the basic rule which will
apply to most companiesincluding all those with small profits. Condition B will apply
to companies that have larger amounts of profits in some years, and is intended to
ensure that such a company does not only use the small claims treatment for years
when it provides a beneficial result compared to calculating a marketing assets return
in accordance with Step 6 of Condition A is the basic rule which will apply to most
companiesincluding all those with small profits. Condition B will apply to companies
that have larger amounts of profits in some years, and is intended to ensure that such
a company does not only use the small claims treatment for years when it provides a
beneficial result compared to calculating a marketing assets return in accordance with
Step 6 of Condition A isthe basic rule which will apply to most companiesincluding all
those with small profits. Condition B will apply to companiesthat have larger amounts
of profits in some years, and is intended to ensure that such a company does not only
use the small claims treatment for years when it provides a beneficial result compared
to calculating a marketing assets return in accordance with Step 6 of

New section 357CL (2) specifiescondition A. Thisisthat the total amount of qualifying
residual profit of al of the company’ stradestaken together does not exceed £1,000,000.
In determining this total amount any negative amount of QRP in respect of any of the
company’s trades is disregarded by virtue of new section 357CL (7).

New section 357CL (3) specifies condition B. Thisisthat the total amount of qualifying
residual profit of all of the company’ stradestaken together does not exceed therelevant
maximum, and that the total company has not followed Step 6 of new section 357C(1)
for the purpose of calculating RIPI (deducting a marketing assets return figure under
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new section 357CN) for any accounting period commencing within the previous 4
years.

New section 357CL (4) gives the relevant maximum amount for a company with no
associated companies. Thisis £3,000,000.

New sections 357CL(5) and (6) specify that the relevant maximum is to reduced
proportionately where a company has one or more associated companies in relation to
which an election under new section 357A has effect and where its accounting period
isless than 12 months long.

New section 357CL(8) specifies that when determining whether two companies are
associated for the purposes of the small claims threshold the rules used for claims to
the small profits rate of corporation tax are to be followed.

New section 357CM (2)(a) providesthat where an election for small claimstreatment is
made by a company with just one trade, the amount of relevant IP profitsisthe lower of
75 per cent of the qualifying residual profit of the trade or the small claims threshold.

Where a company has more than one trade, the qualifying residual profit of each
of the trades is aggregated to determine whether the small claims limit has been
exceeded. Any negative amounts of qualifying residual profit in a trade are ignored,
by virtue of new section 357CM(4).

Where the total does not exceed £1,333,333, the relevant IP profits are 75 per cent of
the qualifying residua profit in each trade. Otherwise the relevant IP profit figureis
the small claims threshold —thisis atotal figure rather than an amount per trade.

New section 357CM(5) sets the small claims threshold for a company which has no
associated companies that have made an el ection under new section 357A at £1 million
for an accounting period of twelve months.

New sections 357CM(6) and (7) reduce the small claims threshold proportionately
where a company has one or more associated companies that have made an election
under new section 357A, or where the accounting period is less than twelve months
respectively.

New section 357CM(8) specifies that when determining whether two companies are
associated for the purposes of the small claims threshold the rules used for claims to
the small profits rate of corporation tax are to be followed.

New section 357CN details the method that is to be used to arrive at the marketing
assets return figure required for a deduction from qualifying residua profit at Step 6
of new section 357C(1).

New section 357CN(1) specifiesthat the marketing assetsreturn figureisthe difference
between notional marketing royalty in respect of the trade (NMR) for the accounting
period and the actual marketing royalty in respect of thetrade (AMR) for the accounting
period. The NMR and the AMR are defined by new sections 357CN and 357M.

New section 357CN(2) states that the marketing assets return figure is taken to be nil
where;

* AMRisgreater than the NMR,; or

e NMR is less than 10 per cent of quaifying residual profit (see new
section 357GE(2) in Chapter 7).

New section 357CO outlines the principles to be used in determining the notional
marketing royalty figure to be used in new section 357CN.

New sections 357CO(1) and (2) specify that the notional marketing royalty is to be
determined as the amount of its relevant |P income for the accounting period that the
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company would pay to athird party for theright to exploit its relevant marketing assets,
assuming that otherwise it would have no such right. This is the appropriate amount
of the relevant IP income.

New section 357CO(3) provides that relevant marketing assets are those marketing
assetsthat are used to generate relevant | P income of the trade in the accounting period.

New section 357CO(4) details the assumptions used for deriving the amount of the
notional marketing royalty. These are:

e theroyalty will be payable at arms length;

» thecompany, or the company and persons authorised by it, will have the exclusive
right to exploit the relevant marketing assets;

» theroyalty will be paid only in respect of rights that the company actually holds;
» theright will be granted on the relevant day;

» theappropriate percentage is calculated at the start of an accounting period;

» the same percentage will apply for succeeding accounting periods; and

e the only benefits the company will derive from the exploitation of the rights will
be in respect of relevant |P income during the accounting period.

These assumptions ensure that the notional marketing royalty relates only to relevant
IP income generated during the accounting period. They will exclude the use of
assumptions based on other market practices such as front- or rear-loaded payments,
lump sums covering longer periods, etc.

New section 357CO(5) defines the relevant day for the purposes of the assumptions
made about the appropriate amount.

New section 357CO(6) requires that the amount of the royalty must be determined in
accordance with article 9 of the OECD model and the transfer pricing guidelines.

New section 357CO(7) defines the term marketing asset.

New section 357CP sets out how to determine the actual marketing royalty of atrade
for an accounting period.

New section 357CP(1) states that the actual marketing royalty is X per cent of the
total amount paid by the company for the acquisition of, or the right to exploit, any
relevant marketing assets, and which are debited in the calculation of the corporation
tax profits of the company’s trade for the accounting period.

New section 357CP(2) providesthat in new section 357CP(1) relevant marketing assets
has the same meaning as that given in new section 357CO, and X per cent is the
proportion of total gross income of the trade that is relevant |P income, as computed
under Step 2 of new section 357C(1).

New section 357CQ provides that an amount of profits arising between the date of
application to register a patent and the date of grant may be included in the calculation
of relevant IP income in the period in which that right is granted. This provision does
not apply to qualifying IP rights other than patents. Registration of a patent may take
a number of years; the intervening period is generally known as the patent pending
period. A maximum of six years' additional profits may be brought in for the period
whentherightisgranted. New section 357BB definesrelevant I Prights, and, other than
in a case where the exception for patents that affect national security or public safety
in new section 357BB(2) applies, requires the right to have been granted. Without this
section any income received from the innovation which isthe subject of the application,
prior to grant, would not be relevant I P income.
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New section 357CQ (2) providesfor acompany to elect to include an additional amount
inits calculation of the relevant IP profits of the accounting period in which apatent is
granted. No formal election procedureis set down, and acompany may simply include
the election by way of a note to the computations in its corporation tax return (or an
amended return) for the period.

New section 357CQ(3) sets out how the additional amount is calculated. It includes|P
profits arising after the relevant day, in any relevant accounting period, that have not
otherwise been included in relevant IP profits of the period. Relevant day and relevant
period are defined in new sections 357CP(6) and (4) respectively.

New section 357CQ(4) ensures that any relevant IP profits that have been the subject
of a set-off of relevant IP losses are disregarded for the purposes of calculating the
additional amount.

New sections 357CQ(5) and (6) give the conditions which determine which accounting
periods will be a relevant accounting periods. A relevant accounting period is any
accounting period in which the right is granted, and any earlier accounting period,
ending on or after the relevant day, for which the company isaqualifying company and
has made an election under new section 357A.

New section 357CQ(7) defines the relevant day for the purposes of the section. This
will be the later of:

e 6 years prior to the date of grant; and
» either the date of application for the qualifying IP; or
» where acompany holds an exclusive licence, the date the licence was granted.

New section 357CQ(8) allowsacompany to betreated asif it wasaqualifying company
for the purposes of new section 357CQ if the only reason it would not be a qualifying
company is that the right had not yet been granted.

New section 357CQ(9) alows a company to be treated for the purposes of new
section 357A as if it was a qualifying company for the accounting period in which
the right is granted if the only reason that it would not qualify is that the company
disposed of the right, or the licence to that right before it was granted. This alows a
deduction under new section 357A to be made by a company that would not otherwise
be a qualifying company for that accounting period.

Chapter 4: Streaming

157.

158.

159.

In certain circumstances apportioning the profits of atrade by using the overall ratio of
relevant |P income to total gross income, as required at Step 3 of new section 357C,
may give rise to a distorted result. This may occur where the relative proportions of
income from the exploitation of |P rights and other income differs markedly from the
relative proportions of profits derived from such income.

New section 357D therefore provides for a company to elect for the provisions of
new section 357C to be set aside, and for the relevant IP profits of the trade to be
ascertained using the streaming provisions of new section 357DA. It also provides that
the provisions of new section 357DA will replace new section 357C where any of the
mandatory streaming conditions of new section 357DC is met.

New section 357D(1) allows a company to elect to apply new section 357DA. This
is a streaming election. No formal election procedure is set down, and a company
may simply include the streaming election by way of a note to the computations in its
corporation tax return (or an amended return) for the period.
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New section 357D(2) ensures that where a streaming €election is made, it can to be
appliedto any or all of the company’ strades. Thisallowsacompany to pick and choose
which of its trades would benefit from a streaming election.

New section 357D(3) states that a streaming election has effect for the accounting
period in which it is made and each following period, unless the company ceases
to use streaming where there has been a change of circumstances as set out in new
section 357DB(3).

New section 357D(4) stipulates that where a company is required to use streaming
because one or more of the conditions in new section 357DC is met, it must apply the
provisions of new section 357DA to calculate its relevant IP profits rather than new
section 357C.

New section 357DA(1) outlines the steps used to determine the relevant IP profits of
the trade where either, the company has made a streaming €election, or the company
meets one or more of the mandatory streaming conditions.

Step 1 directs that any credits taken into account in computing the corporation tax
profits of the trade other than finance income are to be split in to two streams;
a relevant IP income stream (including any notional royalty computed under new
section 357CD) and income that is not relevant P income. Finance income is defined
in new section 357CB.

Step 2 requires that, having separated the income of the trade into separate streams, all
of the amounts deducted in calculating the corporation tax profits of the trade, should
now be alocated on ajust and reasonable basis against one or other of the streams of
income. Thereisan exception for amountsidentified under new section 357CG(3), that
is any additional deductions for expenditure on research and development under part
13 of CTA 2009, and any trading loan relationship or derivative contract debits. The
effect of not allocating these amounts is that they do not reduce relevant P profits so
that they attract relief at the full corporation tax rate.

Step 3 requires that the amounts allocated to the relevant | P income stream under Step
2 above are deducted from that income stream.

Step 4 determines any qualifying residual profit figure by deducting an amount
representing a routine return, calculated under new section 357Cl, from the result
of Step 3. Where this is a positive figure, this is the qualifying residual profit,
which represents the additional profit over and above a routine return attributed to the
exploitation of the all of the company’ sintangible assets. If the routine return figureis
greater than the figure at Step 3, then subject to Step 7, there will be arelevant IP loss
for the period. No further adjustment is necessary under Steps 5 and 6 where there is
aloss at this stage in the calculation.

Companies with a qualifying residual profit now make a decision regarding how to
calculate the amount of this qualifying residual profit that is attributed to the qualifying
IP rights. Step 5 sets out that companies that cannot or have not made an election
for small claims treatment proceed to Step 6; those that have made an election use the
simplified procedure set out in new sections 357CL and 357CM.

Step 6 deducts from any qualifying residua profit an amount to be attributed to
marketing assets. Whilst it is possible that the result of deducting the marketing assets
return figure from the qualifying residual profits creates aloss, in practice a company
in that position will always be better off making a small claims election and using the
alternative method set out in new sections 357CL and 357CM so long as they meet one
of the conditions in new section 357CL(2) or (3).

Step 7 is the point at which a company includesin its relevant IP profits for the period
any additional amount in respect of profits arising in period where grant of a patent is
pending that are allowed under new section 357CQ.
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New sections 357DA(2) and (3) specify that any positive sum determined from the
Steps set out above is the relevant IP profit for the period, whilst any negative amount
will be the relevant IP loss for the period.

New section 357DA(4) specifies that the routine return figure referred to in Step 4
is 10 per cent of the aggregate of routine deductions allocated against the relevant 1P
income stream at Step 2. Routine deductions for this purpose are those identified in
new section 357CJ and not excluded by virtue of new section 357CK.

New section 357DA(5) appliestherule at new section 357CI(2) and (3) wherearoutine
return in computed in cases where there is a streaming election. The effect of that
rule is to ensure that the deductions taken into account also include any deductions
incurred on acompany’ s behalf by other members of the group, irrespective of whether
or not these have been reimbursed, for example by way of a service fee or adjustment
to intercompany balances. Where necessary, ajust and reasonable apportionment of
amounts incurred by the other company should be made to determine the amount
relating to the company’ s routine deductions.

New section 357DA (6) adapts the rule for calculating a marketing assets return figure
at Step 6 where the streaming provisions apply.

New section 357DB requires that where a company has made a streaming election,
the method it uses to allocate deductions between income streams, at Step 2 of new
section 357DA, should not change from accounting period to accounting period, unless
there is a change of circumstances.

New section 357DB(1) states that the phrase method of allocation refers to the method
applied at Step 2 of new section 357DA.

New section 357DB(2) requires that where a company applies the streaming rules
it must use the same method of allocation in each accounting period for which the
streaming election has effect. This appliesirrespective of whether the rules are applied
by election or are mandated.

However, new sections 357DB(3) and (4) provide that where there is a change of
circumstances in respect of any of the company’s trades, which makes the method of
allocation inappropriate for an accounting period, the company can choose a different
method of allocation, or elect not to apply the streaming election, for that accounting
period. If the company chooses a different method then new section 357DB(2) will
apply to require that that new method is applied for each subsequent accounting
period. No forma procedure is set down, and a company may ssmply include an
election not to apply streaming for the accounting period by way of a note to the
computationsin its corporation tax return (or an amended return) for the period.

New section 357DB(5) provides that where a company elects not to apply streaming
for an accounting period under new section 357DB(4)(b), this does not prevent it from
making fresh streaming elections in subsequent accounting periods.

New section 357DC details the circumstances under which a company is required to
apply the streaming provisions of new section 357DA in determining relevant | P profits
rather than those of new section 357C, other than where is has made an election to
do so. Streaming is mandatory where any one or more of the conditions A to C is
met in relation to atrade of the company for an accounting period. If, exceptionally,
a company operates more than one trade within the Patent Box, and a mandatory
streaming condition is met in respect of only one of the trades, then the company is
required to apply streaming only to that trade. As with optional streaming elections,
it may continue to apply the provisions of new section 357C to calculate relevant IP
profits of the rest of its trades.

New section 357DC(1) sets out mandatory streaming condition A. Thisis met for an
accounting period where the accounts of the company for the period do not recognise
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a substantial amount of revenue from the trade that is taken into account in computing
the profits of the period for corporation tax purposes.

This may happen when, for example there are accounting adjustments affecting prior
years statements of income, or where additional income isrecognised for tax purposes
onthebasisof atransfer pricing adjustment covering several periods. Thelatter position
isspecifically catered for in new section 357DC(4). In these circumstances the general
presumption that there is an indirect link between the ratio of relevant IP income to
other income and the relevant IP profits to other profits does not apply, so using the
rules of apportionment in new section 357C is inappropriate.

New sections 357DC(2) and (3) specify that an amount is substantial if it exceeds the
lower of £2 million or 20 per cent of the aggregate of the relevant IP income and such
licensing income, subject to ade minimis figure of £50,000.

New section 357DC(5) sets out mandatory streaming condition B. A company meets
this condition for an accounting period if itstotal grossincome from the trade includes
relevant IP income, and asubstantial amount of licensing incomethat is not relevant IP
income. Licensing income is defined in new section 357DC(6).

New sections 357DC(7) and (8) set out mandatory streaming condition C. A company
meets this condition for an accounting period if its total gross income from the trade
includesincome that is not relevant | P income, and a substantial amount of relevant IP
income in the form of licence fees or royalties received under an agreement granting
rightsto another person over | Prights, where the company itself only holdsan exclusive
licensein respect those IPrights. Thereason for thisisthat the licence income received
and the royalties paid would result in very little profit. An apportionment process to
determine relevant I P profits would not be appropriate in these circumstances.

New section 257DC(9) requires a company to make an apportionment of relevant 1P
income from such licenses if not all of the company’s qualifying IP rights meet the
conditions of relevant Head 2 income in new section 357DC(8).

Chapter 5: Companies with relevant | P losses: set-off amount

187.

188.

189.

190.

191

New section 357E identifies a set-off amount where a company has arelevant IP loss
for an accounting period that is equal to those losses. Thisis subject to the transitional
rules for the Financial Years 2013 to 2016 whereby the relevant P profits or losses
for the period are reduced to a specified proportion, as set out in paragraph 8(3) of the
Schedule.

New sections 357EA to EE describe how this set-off amount is to be dealt with in the
computations. The principle underlying these rulesis that the set-off amount should be
matched with an amount of relevant I P profits either in another trade of the company, in
other group members who have made an election under new section 357A, or in alater
accounting period, to reduce an amount of relevant IP profits in respect of which new
section 357A can apply to give a deduction from the corporation profits of the trade.

New section 357EA provides that the set-off amount is first allocated against any
relevant | P profits arising in the same accounting period in respect of another trade of
the company.

New section 357EB(1) sets out the rules for alocating a set-off amount where a
company isamember of agroup inwhich more than one company has made an election
under new section 357A. The effect of the allocation is to reduce both the set-off
amount and the relevant IP profits of the other trade to which an election under new
section 357A has effect by the lesser of those two amounts.

New sections 357EB(2) to (4) provide that where there is another company in the same
group that has relevant I P profits for arelevant accounting period, any set-off amount
not all ocated against another trade of the company isto be allocated against the rel evant
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IP profits of that other company. The effect of the alocation rule is to reduce both the
set-off amount, and the relevant | P profits of the trade of other company to which new
section 357A can apply, by the lesser of the remaining set-off amount and the relevant
IP profits.

New section 357EB(5) allows the group companies to jointly determine in which order
the set-off amount is to be applied to them where there is more than one company in
the group with relevant | P profits against which the set-off amount can be all ocated.

New section 357EB(6) sets out the order in which the allocation is to be made in the
absence of any joint determination by companies in the group. This is firstly to the
trade of the company with the highest amount of relevant IP profits, then that with the
next highest profits, and so on until the either al of the set-amount has been allocated
or there are no relevant 1P profits remaining against which to allocate the remainder.

New section 357EC sets out the rules for carrying forward a set-off amount.

New section 357EC(1) specifies that the rule applies where some of a set-off amount
remains after any allocation has been made against relevant P profitsin other tradesin
the company, or other relevant group members.

New sections 357EC(2) and (3) provide that any set-off amount which remains
unallocated from an earlier accounting period is first alocated against relevant 1P
profits of the company in which the set-off amount arose for the following accounting
period. New section 357A does not apply to a matching amount of relevant I P profits.

New section 357EC(4) sets out that where any of the set-off amount remains after any
allocation has been made against relevant IP profits of the company in the following
accounting period, it is treated as a set-off amount for this subsequent accounting
period. The dlocation rules in the chapter, for instance the group rules in new
section 357EB, may then apply to that remaining amount.

New section 357EC(5) specifies that where a company has carried forward al or part
of aset-off amount, thisisto be added to any relevant IP lossesin the later period, such
that the set-off amount for that period is the sum of the two figures, and the allocation
rules in the chapter may then apply to that amount.

New section 357ED ensures that where a company in a group ceases to carry on a
trade, any set-off amount incurred in the trade which has not been reduced to nil by
the operation of new sections 357EA or 357EB continues to be carried forward until
such time as it has been fully allocated against relevant IP profits of other members
of the group.

New sections 357ED (1) to (3) set out how any unallocated set-off amount is dealt with
where acompany in agroup ceasesto carry on atrade, no longer fallswithin the charge
to corporation tax, or where an election under new section 357A otherwise ceases to
have effect for any reason.

New section 357ED(3) specifies that new sections 357EA to 357EC will apply with
some modifications to any set-off amount incurred in the company’s trade, or trades,
which has yet to be allocated against relevant IP profits.

New section 357ED(4) modifies the wording of new section 357EB so that it appliesin
situations where a company ceases to trade, no longer falls within the corporation tax
charge or an election under new section 375A ceases to have effect. The modifications
act totransfer the unall ocated set-off amount to arelevant group member. Intheabsence
of ajoint determination to the contrary, this will be the relevant group member with
the highest amount of relevant IP profits in that accounting period. However if there
are no relevant group members with relevant |P profits for the accounting period, the
unallocated set-off amount isto be added to the set-off amount of the company with the
largest set-off amount in that accounting period.
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New sections 357ED(5) to (6) determine when any unallocated set-off amount will
finally be extinguished. Where a company is not a member of a group, the amount is
extinguished only when the company ceases to carry on any trade. Where a company
is amember of a group, the set-off amount will remain to be allocated amongst other
members of the group until such time asthereisno company in the group that has made
an election under new section 357A and is a qualifying company for the accounting
period.

New section 357EE provides for the transfer of any unallocated set-off amount where
the trade of a company is transferred to another group company.

New section 357EE(2) directs that in such cases the set-off amount is to become the
unallocated set-off amount of the other group company for the accounting period in
which it begins to carry on the transferred trade. Where the group company which
acquires the trade already has an unallocated set-off amount, the unallocated set-off
amount of the transferor company is added to the set-off amount of the transferee
company.

New section 357EF sets out the tax treatment of payments made between members of
a group of companies as compensation for the transfer of relevant IP losses. So long
as the payment does not exceed the amount of the relevant 1P losses transferred, it will
be ignored for the purposes of calculating the corporation tax profits or losses of the
company that makes or receives the payment, and neither will it fall to be treated as
adistribution.

Chapter 6: Anti-avoidance

207.
208.

200.

210.

211.

212.

New sections 357F to 357FB are anti avoidance provisions.

New section 357F applies in situations where licences may be entered into for non
commercial reasons. Thiswill be where the main purpose or one of the main purposes
of conferring any right in respect of a protected item isto ensure that the licence meets
thedefinition of exclusivelicencefor the purposes of the new regime. Thusit may apply
for example in cases where the exclusivity provided by the agreement was in respect
of aspurious commercial right. In such cases, even though the licence may confer the
right to the exclusion of all other persons, it will not be regarded as an exclusive licence
for the purposes of part 8A.

New section 357FA applies in situations where a qualifying item is incorporated into
alarger item to ensure that income from the sale of that larger item will be relevant IP
income. Where the main purpose or one of the main purposes of the inclusion of the
item is to make income from the sale of the larger item relevant IP income, then such
income will not be relevant IP income.

New section 357FB is a targeted anti-avoidance provision which limits or denies a
Patent Box deduction to a company that is party to a scheme entered into in order to
secure atax advantage.

New section 357FB(1) applies the section where a company that is entitled to
make a deduction under new section 357A is party to a scheme, one of the main
purposes of which is to obtain a relevant tax advantage. A scheme is defined in new
section 357FB(6).

New section 357FB(2) identifiesarel evant tax advantage for the purposes of the section
wherethereisanincreasein theamount of any deduction dueto the company, or another
member of that company’s group, under new section 357A. This increase must be
attributable to:

» avoiding the operation of any provision of the regime, such asthe R& D expenditure
condition of new section 357CH, or the relevant IP loss provisions of chapter 5, or
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o artificialy inflating the amount of relevant IP income which is brought into
accounts in determining trade profits, or

» amismatch between relevant P income and the expenditure incurred in generating
that relevant IP income.

New section 357FB(3) explains that a company will be regarded as having artificially
inflated the amount of its relevant 1P income where it is party to a scheme that does
either of two things affecting the proportion of relevant IP income and other income
used in calculating its relevant IP profits. The first is to include matching amounts of
additional incomethat would be relevant | Pincome and additional expensesthat would
be debited in the computation of profits. The second isto include an additiona amount
of income that would be relevant 1P income where there is a corresponding decreasein
other income that is not relevant IP income.

New section 357FB(4) sets out when there is a mismatch between relevant |P income
and expenditure for the purposes of therule. Thiswill be where:

* relevant IP income is brought in to account in calculating a deduction under new
section 357A for acompany, and

e expenditurein relation to that right is brought to account in a different accounting
period of that company, or in a different company, where no election under new
section 357A wasin effect.

New section 357FB(5) providesthat where the section applies, the deduction to be made
by the company isto be limited an amount that ensures that no relevant tax advantage
arises.

Chapter 7: Supplementary

216.

217.

218.

2109.

220.

221.

222.

223.

New section 357G sets out the procedure for making an election under new
section 357A.

New sections 357G(1) and (2) require a company to provide a notice of election that
specifies the first accounting period for which the rules are to apply.

New section 357G(3) sets out the latest date by which an election can be made for any
particular accounting period. This is the date by which an amended corporation tax
return for that period must have been submitted in accordance with paragraph 15 of
Schedule 18 to Finance Act 1998.

New section 357G(4) ensures that the election applies to all the trades carried on by
the company, so that it is not possible to make an election in respect of only some of
acompany’s trades.

New subsection 357G(5) ensures that an election made under new section 357A need
only be made once, and that the election will continue to have effect until it is revoked.

New section 357GA sets out the terms under which acompany may revoke an election
it has made under new section 357A.

New sections 357GA(1) and (2) require a company to give a notice revoking the
election, which specifies the first accounting period for which the rules are to cease to

apply.
New section 357GA(3) sets out the latest date by which an election can be revoked for
any particular accounting period. Thisisthe date by which an amended corporation tax

return for that period must have been submitted in accordance with paragraph 15 of
Schedule 18 to Finance Act 1998.
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New section 357GA (4) specifiesthat the revoking of an election has effect for all future
accounting periods of the company, until and unless the company makes a new valid
election under new section 357A.

New section 357GA(5) specifies that a new election under new section 357A can only
have effect after five years have el apsed since the company revoked aprevious el ection.

New sections 357GB(1) and (2) introduce the amendments that are made to the rules
in order for them to apply to acompany that carries on atrade in partnership with other
persons. In brief, the provisions of the regime are to be applied to the firm as awhole
in similar way as they apply to a single company carrying on a trade, subject to the
maodifications set out in new sections 357GB(3) to (9). A partnership may include both
corporate and non-corporate partners, and any deduction to be made in consequence of
an election under new section 357A is made only for the purposes of determining the
share of amember who isliable to corporation tax.

New section 357GB(3) sets out the procedure for a corporate partner to make or revoke
an election for the Patent Box, and the effect of itsdoing so. Any corporate partnerina
firm may choose to make or revoke an election under new section 357A. The effect of
the election is that the partner’s share in the profits (or losses) of the firm is computed
asif the election had been made or revoked by the firm. An election made or revoked
by one partner has no effect on the shares of any other partner.

New section 357GB(4) ensuresthat referencesto the timelimits applying to the making
or revoking of an election are those relevant to the corporate partner rather than the firm.

New section 357GB(5) applies the rules in section 1261 of the CTA 2009 for
determining accounting periods of the firm where there is a corporate partner.

New section 357GB(6) ensuresthe firm must meet the active ownership condition, even
though it is not a member of a group.

New sections 357GB(7) and (8) sets out that a firm meets the development condition
in respect of an IP right where either the partnership itself, or a corporate partner with
at least a 40 per cent share in the partnership has carried out qualifying development
in relation to that right.

New section 357GB(9) appliestherulesin new section 357BD that determine whether
the development condition is met by a company that is at some time a member of a
group to afirm.

New sections 357GB (10) amends condition B of the active ownership condition where
it isto be applied to a corporate partner.

New section 357GB(11) modifiesthe provision for asmall claims election, so that it is
appropriate to claims made by a corporate partner.

New sections 357GB(12) & (13) ensure that any corporate partner who is party to an
arrangement designed to secure a return from the firm that is economically equivalent
to the receipt of interest is treated as if they had not made an election under new
section 357A.

New section 357GC sets out how the Patent Box regime is to be applied to a company
that is amember of a cost-sharing arrangement.

New section 357GC(1) defines a cost-sharing arrangement. This is an arrangement
between several parties where one party holds a qualifying IP right, or an exclusive
licence over such a right. The arrangement leads to the creation or development of
an invention to which each party makes a contribution in terms of funding or other
activity. All the parties are entitled to a share of the income attributable to that right
proportionate to their participation in the arrangement, or have rights in respect of the
invention.
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New section 357GC(2) treatsacompany, whichis party to the cost-sharing arrangement
but which does not hold the qualifying IP rights created or developed under the
arrangement, asif it did hold those qualifying IP rights.

However, new section 357GC(3) prevents this trestment where the income received
by the company in respect of its contributions to the arrangement is economically
equivalent to interest.

New section 357GC(4) ensures that cost-sharing arrangements which lead to the
devel opment of new waysto use or apply an invention are included in the same way as
those which seek to develop the invention itself.

New section 357GD defines a group for the purposes of the Patent Box regime. This
isacompany, A, and any other company that is associated with company A. For this
purpose, a company (company B) is associated with company A at any time during an
accounting period of company A if any one of following five conditionsis met.

The first condition is that the financial results of company A and company B
meet the consolidation condition. The consolidation condition is defined in new
section 357GD(9).

The second condition is that company A and company B are connected. Sections 466
to 471 of CTA 2009 apply for the purposes of establishing connection.

Thethird condition is that company A hasamajor interest in company B or vice-versa.
Major interest has the same meaning asin sections 473 and 474 of CTA 2009.

The fourth condition is that company A and a third company meet the consolidation
condition and that third company has a major interest in company B.

The fifth condition is that company A and athird company are connected and that that
third company has a magjor interest in company B.

New section 357GD(9) defines the consolidation condition in terms of the financial
results of any two companies which :

» Arerequired to be fully consolidated into group accounts;

» if they are not required to be fully consolidated in such accounts, then thisis due
to a specific exemption; or

» whether or not thereis arequirement for them to be fully consolidated, are actually
fully comprised in group accounts.

New section 357GD(10) specifies that group accounts means accounts prepared under
section 399 of the Companies Act 2006 or any corresponding provision of the law of
aterritory outside of the UK.

New section 357GE provides information on the interpretation of Part 8A.

New section 357GE(1) defines‘invention’, ‘item’, ‘the OECD Model Tax Convention’,
‘the OECD Transfer Pricing Guidelines' and ‘ qualifying residual profit’.

New section 357GE(2) ensures that references to the calculations of the profits (or
losses) of the trade for a company are to be read as calculations of profit or loss for
corporation tax purposes.

New section 357GE(4) amends the index of defined expressions in Schedule 4 to the
Corporation Tax Act 2010 to include expressions that are defined in part 8A.

Amendments of TIOPA 2010

Paragraphs 2 to 6 make changes to the transfer pricing rules contained in the Taxation
(International and Other Provisions) Act (TIOPA) 2010 including changes to the
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exemption from the requirement to calculate profits and losses of a potentially
advantaged person in accordance with arm’s length principles where that person is a
small or medium sized enterprise for a chargeable period.

Paragraph 4 inserts a new section 167A to TIOPA 2010.

New section 167A provides an exception to the general exemption from transfer pricing
regquirements for a company that is a small enterprise in the chargeable period. This
exception applies where the Commissioners for Her Mgjesty’ s Revenue and Customs
have issued a transfer pricing notice to the company. Such a notice may relate only
to provisions affecting the calculation of relevant IP profits under part 8A of CTA
2010. A medium sized enterprise can already be required to use arm’ slength principles
in respect of any provision where a notice to that effect is issued under section 168
TIOPA.

Part 3: Commencement and transitional provisions

256.
257.

258.

250.

260.

Paragraphs 7 and 8 set out the commencement and transitional provisions.

Paragraph 7 applies the changes made by the Schedule to income arising on or after
1 April 2013. Where the first accounting period to which an election under new
section 357A relates straddles the commencement date, only income and expenses
arising after commencement is to be taken into account for the purposes of computing
itsrelevant IP profits. Where it is necessary to apportion income or expenses between
pre- and post-commencement periods, then this may be done on any basis that provides
ajust and reasonable result.

Paragraph 8(1) provides for the benefits of an election under new section 357A to be
progressively increased in relation to relevant | P profits arising in each of the Financial
Years 2013 to 2017. For 2013, relevant IP profits to be included in the calculation
set out in new section 357A(3) are 60 percent of the amount otherwise calculated in
accordance with the Schedule. This rises by 10 percent in each succeeding Financial
Y ear up to and including Financia Y ear 2017.

Paragraphs 8(2) to (4) set out how to determine the set-off amount in respect of an
accounting period in the Financia Y ears affected by the phasing in rule in paragraph
8(1). Where aset-off amount is carried forward to alater accounting period under new
section 357EB or 357EC, the amount brought forward is reduced incrementally by 10
per cent per annum, the rate at which benefits are phased in under paragraph 8(1), to
give the actual set-off amount.

Paragraph 8(5) providesfor an apportionment to be made of the profits of an accounting
period that falls within more than one Financia Y ear.

Background Note

261.

262.

263.

264.

The new Patent Box regime will allow companiesto elect to apply a 10 per cent rate of
corporation tax, starting from 1 April 2013 on a progressively incremental basis with
thefull rate applying from 1 April 2017, to al profits attributable to qualifying patents,
and certain other IP rights.

The regime will also apply to other qualifying intellectual property rights such as
regulatory data protection (also called data exclusivity), supplementary protection
certificates and plant variety rights.

Other non-qualifying profits in these companies will continue to be taxed at the main
rate of corporation tax.

The Patent Box regimewill potentially benefit awide range of companieswhichreceive
royalties in respect of qualifying IP rights, sell products, or use patented processes as
part of their business.
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Two consultation documents have been published:

* November 2010: The Taxation of Innovation and Intellectual Property. This sets
out the high level principles for the Patent Box design and,

* June 2011: Consultation on the Patent Box. This is the Stage 2 consultation
document which gives more detail on the design proposals.

A consultation response document was published in December 2011, along with a
Technical Note and Guide to the Draft Legidation. An updated Technical Note and
Guide to the Legidation is being published in March 2012 which reflects the changes
made to the draft legislation since December 2011.

Section 20Schedule 3: Relief for Expenditure on R&D

Summary

1

Section 20 and Schedule 3 amend Part 13 of the Corporation Tax Act 2009 (CTA) to
make a number of changes to research and development (R&D) relief for both small
or medium (SME) and large companies.

Details of the Schedule

2.

Paragraph 2 of the Schedule increases the rate of the additional deduction for R&D
expenditure provided by section 1044 CTA 2009 from 100 per cent to 125 per cent for
SME companies.

It also increasesthe relief for pre-trading expenditure claimed as a deemed trading loss
by a corresponding amount and reduces the rate of payable tax credit for aSME to 11
per cent of the surrendered loss.

Paragraphs 3 to 8 remove, for both SMEs and large companies, the £10,000 per annum
minimum R&D expenditure.

Paragraphs 9 to 14 clarify that acompany in administration or liquidation is not agoing
concern for the purposes of SME R&D relief and Vaccine Research Relief.

Paragraph 15 removes the restriction, to the level of the company’s PAYE and NIC
liabilities, of the amount of tax credit a SME company may claim.

Paragraphs 16 to 32 abolish Vaccines Research Relief (VRR) for SMEs.

Paragraph 33 extends both the definition of “externally provided worker” in
section 1128 and the qualifying expenditure allowable on “externaly provided
workers’ in section 1129 of CTA 2009. It removes the previous restriction where relief
could only be claimed in contractual arrangements involving three parties and applies
in both connected party and unconnected situations

Background Note

9.

10.

Additional tax relief for expenditure on R&D was introduced in 2000 for SME
companiesand in 2002 for all other companies. Further relief - VRR - wasintroduced in
2003 for expenditure into vaccines and medicines for strains of TB, malariaand Aids/
HIV prevaent in the devel oping world.

A consultation document "Corporate Tax reform: delivering a more competitive
system" was published on 29 November 2010 onthe HM Treasury website and included
consultation onthe R& D tax relief. A response document, ""Research and Development
Tax Credits: response and further consultation” was published on 10 June 2011, and a
further response on 6 December, both on the HM Treasury website.
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Budget 2011 announced increases to the rate of SME R&D relief, together with
abolition of the PAYE/ NIC limit and £10,000 pa minimum expenditure.

The SME R&D Relief currently gives an additional deduction equal to 100 per cent
of the qualifying expenditure. This, combined with the normal deduction for such
expenditure, gives atotal of 200 per cent.

Losses arising from expenditure on R& D can be surrendered by aloss making company
in return for a payment at a rate of 12.5 per cent. giving relief of 25 per cent on the
original expenditure.

The rate of the additional deduction isto be increased to 125 per cent for expenditure
incurred on or after 1 April 2012. The rate at which losses can be surrendered will
be reduced to 11 per cent, giving relief overall worth 24.75 per cent of the R&D
expenditure. The reduction is necessary to keep the value of the relief within the 25 per
cent. threshold set out in EU State aid rules.

Section 21Schedule 4: Real Estate | nvestment Trusts

Summary

1

Section 21 and Schedule 4 amend Part 12 (Real Estate Investment Trusts) (REIT) of
the Corporation Tax Act 2010 (CTA). The amendments relax the conditions of entry to
the REIT regime and the requirements while in the regime.

Details of the Schedule

2.

Paragraph 1 introduces amendments to Part 12 of CTA 2010. All references to
amendments to legislation are to Part 12 CTA 2010.

Paragraph 2 amends section 525 which requires acompany or group that givesa notice
to be a REIT to include in the notice a statement that it can meet the REIT regime
conditions, including those in section 528 (the company conditions). The amendments
change the form of the notice to be given to reflect the changes being made to
section 528 as detailed at 4. and 12. below.

Paragraph 3 amends section 527 which sets out the conditions for being aREIT in an
accounting period. Condition D in section 528, which states that a REIT cannot be a
close company, will not apply for the first three years after acompany joinsthe regime.

Paragraph 4 amends condition D in section 528, that aREI T cannot be a close company,
so that the shareholding of an institutional investor will not, on its own, make a
company close for REIT purposes. Paragraph 4 also introduces a new subsection 4A
which defines what an institutional investor is for these purposes. In addition new
subsection 4B grants a power to make regulations concerning the definition of who is
or is not to be regarded as an ‘institutional investor’ for the purposes of this section.

Paragraphs 5-6 amend sections 558 and 559, which cover how the demerger of aREIT
is dealt with, to accommodate the changes being made to the conditions to be met by
aREIT in section 527.

Paragraphs 7-8 amend sections 561 and 562 which deal with breaching the REIT
conditions in section 528, so that the REIT does not have to give notice that it has not
met condition D in section 528 in the first three years after joining the regime as a
consequence of the amendment to section 527.

Paragraph 9 introduces new section 562A which determines the circumstances when
a breach of condition D in section 528 is either to be ignored or to result in the REIT
leaving the regime.

Paragraphs 10-11 amend section 572 which deal s with notices to leave the regime and
introduce new section 573A, so that anoticeto leave the regime can beissued in certain
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circumstances where condition D in section 528 is not met. New section 573A also sets
out the time at which the REIT will be taken to have ceased being a REIT.

Paragraph 12 amends paragraph 577, which deals with multiple breaches of the
conditions by which a company or a group qualifies as a REIT, to reflect the changes
being introduced to condition D in section 528.

Paragraph 13 providesthat the changesin paragraphs 2 — 12 will apply to those electing
to become REITs with effect from on or after the date of Royal Assent to the Finance
Act and for existing REITs for accounting periods beginning on or after Royal Assent
to the Finance Act.

Paragraphs 14-20 amend section 528(3), the REIT company condition that requires
that shares in the company are listed on a recognised stock exchange. The amendment
provides that alternatively the condition is met if shares are admitted to trading on
a recognised stock exchange. New section 528A is introduced which requires that
shares admitted to trading on a recognised stock exchange are listed or traded. This
requirement is relaxed in anew REIT’ sfirst three accounting periods by section 528B.
The introduction of new sections 562B and C deal with when a breach of new
section 528A can beignored and with the consequence, if thebreachisnot to beignored,
that the group or company ceases to be a REIT from the end of its second accounting
period. Section 573B ensures that a REIT can only benefit from section 528B once.

Paragraph 21 provides that the changes in paragraphs 14-20 will apply to al REITs
for accounting periods starting on or after the date of Royal Assent to the Finance Act
except to the extent, that if they are an existing REIT, they are able to take advantage
of the relaxation to section 528A provided by section 528B.

Paragraph 22 amends section 530 which requires that 90 per cent of the profits of the
property rental business haveto bedistributed by the date at whichthe REIT’ stax return
isfiled. Thisisreferred to asthe distribution requirement’ . The amendment extendsthe
date by which profits haveto be distributed from three months after thefiling date to six
months after the filing date. This amendment only applies in particular circumstances
where astock dividend has beenissued and amarket val ue of the stock dividend has had
to be used in accordance with section 530(6C)(b) and this has caused the distribution
requirement not to be met.

Paragraph 23 introduces new section 530A which deals with how the distribution
requirement (see 14 above) isto be met in situations where profits of the property rental
business are increased after the tax return has been submitted. This clarifies under what
circumstances additional time is given to meet the distribution requirement and when
acharge to tax for not meeting the distribution requirement can be made.

Paragraphs 24-26 amend sections 564 and 565, which charge tax on the amount by
which the distribution requirement is not met. The amendments clarify when a charge
to tax can be made when the distribution requirement is not met and include the
circumstances where the time limit is extended under section 530 or new section 530A.
Thechangein paragraph 22 will apply to distributions made on or after the date of Royal
Assent to the Finance Act. The changesin paragraphs 23 — 25 will apply to accounting
periods starting on or after Royal Assent to the Finance Act.

Paragraph 27 amends section 531 ‘conditions as to the balance of business'. This
requires that at the beginning of an accounting period, the REITs profits and assets are
primarily derived from and involved inits property rental business. Currently condition
B in section 531 requires that at least 75 per cent of the assets of the group or company
relate to the property rental business. Following amendment the requirement will be
that cash and assets involved in the property rental business should be at least 75 per
cent of the total assets of the business.

Paragraphs 28-32 deal with the consequential changes from paragraph 27 and provide
that the changesin paragraphs 27, 28 and 31 will apply to accounting periods beginning
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on or after Royal Assent and the changes in paragraphs 29 and 30 for REITs joining
the regime after Royal Assent.

Paragraphs 33-39 abolish the entry charge for companies entering the REIT regime.
The abolition applies to those companies that enter the regime on or after the date of
Royal Assent to the Finance Act.

Paragraphs 40- 42 amend sections 543 and 544 which limit the amount of property
financing costs that a REIT can pay in connection with its tax exempt business. For
accounting periods starting on or after the date of Royal Assent to the Finance Act, the
limit will be based on interest and other payments for borrowing and will exclude the
costs of arranging loan finance and other accounting costs will no longer be included.
The amendments also limit the amount charged to corporation tax under section 543
(4) to an amount equal to 20 per cent of the property profits.

Paragraphs 43-44 amend section 556 which deals with the tax treatment of an asset of
the property rental business that is disposed of by way of atrade (i.e. the disposal is
taxed). The amendment ensures that section 556 does not apply to disposals made to
another member of the REIT. The amendment takes effect where the disposal is on or
after the date of Royal Assent to the Finance Act.

Background Note

22.

23.

24,

REITsare atax advantaged vehicle introduced to encourage investment in the property
sector. REITs are exempted from corporation tax on the profits and gains arising from
their property rental business. REITs have to distribute 90 per cent of the profits of
the property rental business to shareholders in whose hands this income is treated as
income from property. In this way taxation of income from property is moved from the
corporate level to the investor level.

The REIT regime was introduced in Finance Act 2006. The legislation was
subsequently rewritten to CTA 2010. To date, over 20 REITs have been created with
particular focus on commercial property investment.

The Government indicated initsresponseto the 2010 Private Rental Sector consultation
that it would look further at the barriers to entry to the REIT regime with the view
to facilitating, in the longer term, the establishment of residential REITs. Subsequent
further consultation with interested parties suggested that the best way to support the
REITsindustry in general (and the development of residential REITs in particular) was
among other things, to reduce barriers to entry for new REITs and to ensure that the
regime does not work so as to inhibit good business practice.

Section 22: Treatment of the Receipt of Manufactured Overseas Dividends

Summary

1

Section 22 clarifies the legislation on manufactured overseas dividends (MODs). That
legidlation provides that where aMOD is received under deduction of tax, some or all
of that tax may be treated as overseastax. The change makesit clear that wherethereis
adifference between the tax deducted, and the tax treated as overseastax, the difference
is not treated as income tax. This section also makes a similar change for deemed
manufactured paymentsunder some stock |ending arrangements. The amendmentshave
effect in relation to overseas dividends paid on or after 15 September 2011.

Details of the Section

2.

Subsection (1) introduces amendments to the provisionsin Part 17 of the Corporation
Tax Act 2010 (CTA 2010) which cover the treatment of companies receiving MODs.
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Where acompany receivesaMOD, and tax has been deducted under section 922(2) of
the Income Tax Act 2007 (ITA 2007), then sections 792 and 793 of CTA 2010 provide
that some or al of the tax deducted may be treated as overseas tax.

Subsection (2) inserts a new subsection (8) into section 793 of CTA 2010. The
new subsection provides that if the amount mentioned in section 792(3)(b) (that is, the
amount treated as withheld on account of overseas tax) is not the amount deducted
under section 922(2) of ITA 2007, then nothing in the Tax Acts has the effect that the
difference between the amounts is to be regarded as an amount on account of income
tax.

Section 812 of CTA 2010 provides that where there is a stock lending arrangement,
dividend or interest income is received by someone other than the lender of the
security, and the arrangement does not provide for the lender to receive payments
representing the dividend or interest, then the borrower is deemed to have paid a
manufactured payment to the lender on the date when the real dividend or interest was
paid. Sub-sections 812 (4) and (5) have the effect that tax withheld from these deemed
manufactured payments is not treated as overseas tax.

Subsection (3) inserts new subsection (5A) into section 812 which provides that any
amount, that would otherwise have been treated as an amount withheld on account of
overseas tax from the dividends arising in the circumstances covered by section 812, is
not an amount on account of income tax.

Subsection (4) provides that the amendments made by this section have effect in
relation to overseas dividends paid on or after 15 September 2011.

Background Note

8.

10.

11.

Financial traders and other participants in the financial markets commonly transfer
shares on a temporary basis from one party to another as a form of secured loan or to
gain access to specific securities. Payments known as MODs are often made by the
temporary holder of shares to the original owner as compensation for the dividends
arising on the shares which are received by the temporary holder.

Where aMOD is paid, the payer must deduct a sum representing income tax equal to
the relevant withholding tax on the MOD. A company receiving a MOD from which
tax has been deducted is treated as if it had received an overseas dividend paid after
withholding a certain amount of overseas tax. The amount of overseas tax treated as
withheld can vary between nil and a maximum of the amount deducted.

Where the amount treated as overseas tax is less than the amount deducted, it has been
suggested that the difference between the two amounts should be treated asincome tax,
available for set-off or repayment. HM Revenue and Customs does not agree that this
is the effect of the legislation but subsection (2) of the amendment introduced by this
section puts it beyond doubt that it is not treated as income tax.

Subsection (3) applies to certain deemed manufactured overseas dividends under
stocklending arrangements, and has a similar effect to subsection (2), clarifying that
withheld tax is not to be treated as income tax.

Section 23: Loan Relationships: Debts Becoming Held by Connected Company

Summary

1

Section 23 modifies the corporation tax rules on loan relationships that apply
when the parties to a loan relationship become connected. The section changes
the circumstances in which companies that become connected with pre-existing
debt bring in a deemed release in respect of that debt, and the calculation
of the amount of that deemed release. It inserts a new anti-avoidance rule to
ensure that the existing rules relating to deemed releases cannot be circumvented.
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It also inserts a retrospective provision in relation to particular arrangements
circumventing the existing rules where a company becomes creditor to aloan
relationship on or after 1 December 2011 and before 27 February 2012,

Details of the Section

2.

10.

11.

12.

Subsection (1) provides for the loan relationships rules in Chapter 6 of Part 5 of the
Corporation Tax Act 2009 (CTA) to be amended. The amendments are to section 362
of CTA under which, a debtor company brings in a deemed release when the debtor
and creditor companies become connected and the debt is impaired, and the insertion
of anew section 363A.

Subsection (2)(a) amends section 362 of CTA so that it applies to al cases where
previously unconnected parties to a loan relationship, as debtor (D) and creditor (C)
respectively, become connected. Previoudly section 362 applied where the creditor’'s
rights under the loan relationship were subject to an impairment adjustment.

Subsection (2)(b) substitutes new sections 362(3) and 362(4).

New section 362(3) changes the calculation of the amount treated as released to the
amount by which the pre-connection carrying value (PCCV) of the debt in D’ saccounts
exceeds the PCCV of the debt in C's accounts.

New subsection 362(4) definesthe PCCV for D and C.

Subsection (2)(d) amends the title of section 362 of CTA as the new section no longer
only appliesto debtswherethe creditor’ srightsare subject to an impairment adjustment.

Subsection (3) inserts a new section 363A in CTA which will apply to nullify the
effect of arrangements that are entered into where the main purpose, or one of the
main purposes, of any party entering into the arrangements is to avoid or reduce an
amount treated as released under section 361 or 362. ‘ Arrangements are defined in
new section 363A(3).

Subsections (4) to (7) set out the commencement provisions. The amendments made
to section 362 of CTA have effect where companies become connected on or after
27 February 2012. However, where the companies become connected on or after 27
February 2012 and before 1 April 2012 different subsections (3) and (4) are substituted.
Subsection (3) changes the calculation of the amount treated as released to the greater
of two amounts. The first amount is similar to that which currently arises under
section 362(1)(c) of CTA. The second is the amount by which the pre-connection
carrying value (PCCV) of the debt in D’s accounts exceeds the PCCV of the debt in
C’saccounts. Subsection (4) definesthe PCCV for C and D. New section 363A of CTA
will have effect where arrangements are entered into on or after 27 February 2012 or,
where the arrangements are entered into before that date, in relation to deemed releases
arising on or after that date.

Subsections(8) to (12) setsout provisions applying where arrangements are entered into
which lead directly or indirectly to, or in consequence of which, company “C” becomes
party to aloan relationship as creditor on or after 1 December and before 27 February
2012 and C becomes connected to the debtor before 27 February 2012. * Arrangements’
are defined in subsection (9). Where this rule applies the conditions at sections 361(1)
(a) to (c) of CTA will be deemed to be met. Thus section 361 of CTA will apply to C
at the point it becomes party to the loan relationship.

Subsection 10 ensures, in particular, that the normal loan relationship rules apply for
partnerships involving companies.

Subsection 11 prevents anything done after 27 February 2012, for example a change
or a decision to change partnership profit shares or accounting dates, affecting the
application of section 361 in accordance with subsection (8) of this section.
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Subsection 12 prevents double taxation. If section 361 of CTA appliesto acase as a
result of subsections (8) to (10) of this section, then section 362 of CTA will not also
apply at the point that C becomes connected to D.

Background Note

14.

15.

16.

17.

The rules that apply to loan relationships work on the principle that amounts taxed and
relieved as credits and debits under those rules are the profits and losses arising in
accounts drawn up in accordance with generally accepted accounting practice. When
a debt is impaired or written off by a creditor company its expense will normally be
allowable as aloan relationship debit. When a debtor company is released from a debt
it owes, its profit will be taxable as aloan relationship credit.

Where a debt exists between connected companies, such credits and debits are not
normally brought into account for tax purposes. Specific rules prevent exploitation of
this exception when debt is acquired by anew creditor connected to the debtor or when
previously unconnected creditors and debtors become connected. Thisis achieved by
imposing a deemed release on the debtor if the debt has been purchased at a discount
by a connected creditor or the debt is impaired when the creditor and debtor become
connected.

HM Revenue & Customs have become aware of arrangements that have been entered
into to avoid the tax charge that would normally arise in these circumstances. The
changes to the rules both prevent these and similar arrangements achieving this effect
from 27 February 2012 and in relation to the particular arrangements retrospectively
to 1 December 2011.

The calculation of the amount of adeemed rel ease where unconnected partiesto aloan
relationship become connected was amended in response to comments on the draft
legislation published on 27 February 2012. This change has effect from 1 April 2012.

Section 24: Companies Carrying on Businesses of Leasing Plant Or Machinery

Summary

1

Section 24 makes changesto the provisions dealing with the sale of alessor company in
the Corporation Tax Act (CTA) 2010 to ensure that the legislation continues to protect
the Exchequer from risks that tax could be lost following a sale of alessor company.
The changes made by this section will have effect from 21 March 2012 to prevent a
risk of forestalling.

Details of the Section

2.
3.

Subsection (1) introduces the amendments to CTA 2010.

Subsection (2) substitutes new sections 385(2) and (3) into section 385 and makes a
consequential amendment to the title of that section.

New section 385(2) prevents a loss, carried back under section 37(3)(b) CTA 2010
(relief for trade losses against total profits of earlier accounting periods), from being
deducted from profits that are derived from the income amount calculated under the
sale of lessors provisions.

New section 385(3) identifiesthat part of the profit derived from theincome by treating
it asthe final amount to be added.

Subsection (3) makes a consequential amendment as a result of the insertion of new
section 394ZA.

Subsection (4) inserts new section 394ZA.
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New section 394ZA providesthat thereisarelevant change in the relationship between
alessor company (A) and a principal company on the day that A becomes a member
of atonnage tax group for the purposes of Schedule 22 to the Finance Act (FA) 2000
(tonnage tax) without entering tonnagetax, or, onthe day beforethat day if A both joins
the tonnage tax group and enters the tonnage tax regime.

Subsection (5) makes changes to section 394A to add a further subsection. New
section 394A(2) ensures that if there is a qualifying change in the ownership of a
company as a result of section 394ZA then the change of ownership is treated solely
as occurring as a consequence of new section 394ZA regardless of whether there have
simultaneously been other qualifying changesin the ownership of the company.

Subsection (6) makes changes to provisions dealing with the carry back of lossesin the
context of aleasing business carried on by acompany in partnership. It makes changes
to section 427 of CTA 2010 to substitute new sections 427(2) and (3) into section 472
and substitutes a new title to the section.

New section 427(2) prevents aloss, carried back under section 37(3)(b) of CTA 2010
(relief for trade losses against total profits of earlier accounting periods) in the notional
trade carried on by the partner company, from being deducted from profits that are
derived from the income amount calcul ated under the sale of |essors provisions.

New section 427(3) identifiesthat part of the profit derived from the income by treating
it asthe final amount to be added.

Subsection (7) makes consequential changes to section 950 of CTA 2010 (transfers of
trade without change of ownership) to ensure that the qualifying change in ownership
of alessor company brought about by section 394ZA is reflected in section 950.

New section 950(3A) prevents the tax neutral treatment of a transfer of plant or
machinery into alessor company that has moved into tonnagetax. It doesthisby treating
the principal company or companies of the predecessor and successor companies as
different if they would otherwise have been the same. The subsection applies if the
lessor company is the successor and there is arelevant change in its relationship with
aprincipa company as a consequence of section 394ZA at any time on or before the
day of the transfer. The section makes clear that this treatment applies even when the
change in the relationship took place before 21 March 2012.

Subsection (8) inserts new paragraph 79A into Schedule 22 to the Finance Act 2000.
The new paragraph prevents a possible double charge to tax on profits deferred on entry
into tonnage tax. It does this by preserving access to any unrelieved amounts derived
from the sale of |essors expense to reduce certain balancing charges.

New sub-paragraph 79A (1) identifies a balancing charge calculated on the disposal of
an asset that has been taken into account in calculating an income amount under the
sale of lessors provisions.

New sub-paragraph 79A(2) identifies a part of the sales of lessors expense, defined in
new sub-paragraph 79A(3), that has not been utilised in any way and providesthat this
reduces the balancing charge.

New sub-paragraph 79A(4) deals with the situation where the sale of lessors expense
isincurred when the company isin tonnage tax and allocates the expense on a just and
reasonable basisin line with the approach in paragraph 56 (1)(a) or (b).

New sub-paragraph (5) dealswith the case where the sale of |essors expenseisincurred
when the company is not in tonnage tax. In these circumstances any amount of the sales
of lessors expense that has not been utilised will form part of alossto which paragraph
56 applies. The amount allocated to the tonnage tax activity isthen further apportioned
to identify an amount derived from the sale of lessors expense.
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New sub-paragraph 79A (6) explainsthe meaning of “ apportionedloss’ in subparagraph
T79A(5).

Subsections (9) to (11) deal with commencement.

Subsection (9) deals with the effect of the change in the availability of losses to carry
back against total profits. The new rules, in subsections (2) and (6), have effect in cases
where income arises

e asaresult of the company becoming a member of atonnage tax group on or after
21 March 2012 and entering tonnage tax at the same time;

» asaresult of the company becoming a member of a tonnage tax group on or after
23 April 2012 without entering tonnage tax at the same time

e inother cases when the relevant day falls on or after 21 March 2012.

Subsection (10) deals with the effect of new section 394ZA and new paragraph 79A
of Schedule 22 to the Finance Act 2000. These provisions have effect where thereisa
relevant changein the rel ationshi p between acompany and its principal company where
the company becomes a member of the tonnage tax group on or after 21 March 2012
and enterstonnage tax at the sametime and on or after 23 April 2012 when it becomes
amember of the tonnage tax group without entering tonnage tax at the same time.

Subsection (11) provides that new section 950(3A) has effect where the transfer day
ison or after 21 March 2012 and where the change in the relationship has come about
as aresult of the company becoming a member of the tonnage tax group and entering
tonnage tax at the same time. Where the change in the relationship has come about as
aresult of the company becoming a member of the tonnage tax group and not entering
tonnage tax at the same timethe transfer is affected where the transfer day ison or after
23 April 2012.

Background Note

25.

26.

27.

28.

29.

The sales of lessors provisions were introduced in FA 2006 to counter arisk that tax
would not be paid on the profits of aleasing business following a sale of the company.
Typically this risk arose as a consequence of a sale to aloss making group. There is
a similar risk that tax would not be paid if a lessor company becomes subject to the
tonnage tax rules. This is because on becoming subject to the tonnage tax rules the
lessor company’ s profits cease to be calculated by reference to the normal corporation
tax rules.

A company can become subject to the tonnage tax rules by becoming a member of a
tonnage tax group. Where this is achieved without triggering the effect of the sale of
lessors provisions tax would be |lost.

The changes made by this section will ensure that the effect of the sale of lessors
provisions is triggered when a company joins a tonnage tax group so that tax can be
collected on the deferred profits of the company.

The sale of lessors provisions are designed to collect tax on the deferred profits of
the company through an income amount added to the profits in the accounting period
when the company changes hands. A matching expense is delivered in the following
accounting period and rules prevent this expense from being carried back against the
earlier profits and thereby cancelling the effect of the income amount.

The changes made by this section refocus these restrictions so that any loss from an
accounting period after achange of ownership cannot be carried back against the profits
of the company that are derived from the income amount. This restriction prevents
groups from arranging their affairs so that losses are available in the lessor company
after the change of ownership which can be used to cancel the effect of the income
amount.
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Section 25: Corporate Members of Lloyd's: Stop-Loss | nsurance and Quota Share
Contracts

Summary

1

Section 25 introduces new rules for the taxation of premiums payable by corporate
members of Lloyd's under stop-loss insurance. It also includes an anti-avoidance
provision in respect of quota share contracts.

Details of the Section

2.

10.

11.

Subsection (1) inserts new subsections (3C) to (3G) into section 225 of Finance Act
1994 (FA).

New section 225(3C) provides that the tax treatment described in new section 225(3D)
shall apply to any premium payable by a corporate member of Lloyd's in respect of
that member’s underwriting business which is not already taxed under the rules in
section 220(2)(a) of FA 1994.

New section 225(3D) sets out the tax treatment for a premium which meets the
descriptionin new section 225(3C). The premiumwill betreated asif it were an amount
that had arisen directly as aconseguence of that member’ s membership of the syndicate
or syndicates in respect of which the stop-loss insurance was taken out. In addition,
it will be treated as if it were payable in the underwriting year in which the profits or
losses of those activities are declared.

New section 225(3E) provides for the situation where a stop-lossinsurance premiumis
payable in respect of two or more underwriting years. The premium payablein respect
of each of those years for the purposes of new section 225(3D) must be determined on
ajust and reasonable basis.

New section 225(3F) sets out the tax treatment where a corporate member of
Lloyd's enters into a quota share contract and the main purpose, or one of the main
purposes, for entering into that contract was to avoid the tax treatment set out in new
section 225(3G). In such a case, the contract will be treated as if it were a stop-loss
insurance and any amounts payable under the contract will be treated as premiums. The
deemed premiums will be taxed in accordance with new section 225(3D).

New section 225(3G) describes the tax trestment referred to in new section 225(3F),
the attempted avoidance of which triggers the operation of new section 225(3F). The
relevant tax treatment is that amounts are treated as payable in the underwriting year in
which the profits or losses arising to a corporate member directly from its membership
of one or more syndicates are declared.

Subsection (2) provides that the amendment made by this section applies to stop-loss
insurance (as defined by section 230(1) of FA 1994) and quota share contracts (as
defined by section 225(4) of FA 1994) taken out or entered into on or after 6 December
2011.

Subsection (3) providesfor the situation where a corporate member entersinto amulti-
year contract before 6 December 2011. Insurance is deemed to be taken out on the
anniversary date of the contract falling on or after thedatethisActispassed. Premiums
payable under the contract for an underwriting year beginning on or after the day this
Act is passed are premiums to be dealt with in accordance with the amendments made
to section 225 of FA 1994 by this section.

Subsection (4) defines the terms “multi-year contract” and “the anniversary date of the
contract”.

Subsection (5) provides for the situation where a corporate member enters into a
contract for insurance in respect of an underwriting year before 6 December 2011 and
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that contract is renewed on or after 6 December 2011 for a further underwriting year.
Insurance is regarded as taken out on the date of renewal.

Background Note

12.

13.

14.

Following the Budget 2011 announcement, the Government has been consulting with
Lloyd's and interested parties on proposals to amend the timing of the tax deduction
for LIoyd' s member-level stop-loss premiums.

Taking into account these discussions, the Government has decided to amend thetiming
of the tax deduction for al premiums payable by corporate members of Lloyd's in
respect of member-level stop-loss insurance taken out on or after 6 December 2011.
The legidlation will align the timing of the tax deduction for the premiums with the
recognition of the profits to which they relate.

Following consultation on the draft legidlation published on 6 December, the
Government decided to make further provisions to deal with multi-year contracts and
renewals of contracts taken out before 6 December 2011.

Section 26: Abolition of Relief for Equalisation Reserves: General Insurers

Summary

1

Section 26 repeals sections 444BA to 444BD of the Income and Corporation Taxes
Act 1988 (ICTA) that provide for tax relief for equalisation reserves maintained by
general insurance companies. It also sets out transitional provisions following on from
the reped

Details of the Section

2.
3.

Subsection (1) repeals sections 444BA to 444BD of ICTA.

Subsection (2) setsout consequential repeals arising from the repeal of sections 444BA
to 444BD of ICTA.

Subsection (3) provides that the amendments made by this section shall have effect in
relation to accounting periods ending on or after a date to be specified in a Treasury
order. Different days may be specified for different cases.

Subsection (4) provides that one sixth of an insurance company’s existing equalisation
or equivalent reserveisto be treated as a receipt of the company’s business in each of
the six calendar years beginning with the calendar year in which the date specified in
an order made by the Treasury falls.

Subsection (5) provides that if there are different accounting periods falling in a
calendar year, the receipt isto be apportioned between those periods by referenceto the
number of days of the calendar year falling in those periods.

Subsection (6) providesthat if acompany ceases to carry on the businessin a calendar
year beforethe expiry of the six year period referred to in subsection (4) any remaining
balance of the existing equalisation or equivalent reserve is to be treated as a receipt
of the company’s business in the accounting period in which the company ceased to
carry it on.

(LT

Subsection (7) definesthe terms“ equalisation reserve’, “equivalent reserve”,
equalisation or equivalent reserve’ and “the company’s business’.

existing

Subsection (8) sets out the tax treatment where an insurance company has made an
election under section 444BA(4) of ICTA for an accounting period ending before the
date specified in a Treasury order and such asum would have been carried forward asa
deductible amount. The amount shall be deducted from the amount of the equalisation
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or equivalent reserve as it stood immediately before the accounting period to which it
would have been carried forward.

Subsection (9) provides that referencesto section 444BA of ICTA include that section
as modified by sections 444BB or 444BC of that Act.

Background Note

11.

12.

13.

14.

There is currently a regulatory requirement for general insurance companies (but not
members of Lloyd's) to maintain equalisation reserves in respect of certain lines of
business. From 1996, amounts transferred into equalisation reserves were made tax
deductible and transfers out were treated as taxabl e receipts of the company’ s business.

The relief currently available is dependent on the regulatory requirement for general
insurance companies to maintain equalisation reserves. As a result of the European
Union Solvency |1 Directive that requirement will be withdrawn.

An informal consultation took place between April and August 2011 with an industry
working group. Both the Association of British Insurers and Lloyd's, representing
general insurance companies and corporate and partnership members at Lloyd's, have
been included in the consultation process.

Taking into account these discussions, the Government has decided to repea the
legislation that allows tax relief for equalisation reserves. The Government has also
decided to introduce a transitional period for the release of built-up reserves that
involves spreading that release in equal instalments over a 6 year period commencing
from the date that the Solvency Il capital requirements come into force. Insurers may
also elect to have the full remaining balance of the built-up reserve released to tax in
any calendar year during the transitional period.

Section 27: Election to Accelerate Receipts under s.26(4)

Summary

1

Section 27 provides rules to allow an insurance company to make an election to
accelerate receipts arising to it under the rules applying in respect of the abolition of
relief for equalisation reserves.

Details of the Section

2.

Subsection (1) provides that an insurance company may make an election to treat as
receipts of the business for a calendar year al of the receipts which would otherwise
be treated as receipts of later calendar years.

Subsection (2) requires the election to be made in writing to an officer of Revenue and
Customs within two years of the end of the calendar year for which it is made. Any
such election isirrevocable.

Subsection (3) provides that if a company makes an election under section 29 for a
calendar year concerning atransfer of business the company may not make an election
under this section for the same calendar year.

Background Note

5.

There is currently a regulatory requirement for general insurance companies (but not
members of Lloyd's) to maintain equalisation reserves in respect of certain lines of
business. From 1996, amounts transferred into equalisation reserves were made tax
deductible and transfers out were treated as taxabl e recei pts of the company’ s business.

57


http://www.legislation.gov.uk/id/ukpga/2012/14/section/27
http://www.legislation.gov.uk/id/ukpga/2012/14/section/27

These notes refer to the Finance Act 2012 (c.14)
which received Royal Assent on 17 July 2012

The relief currently available is dependent on the regulatory requirement for general
insurance companies to maintain equalisation reserves. As a result of the European
Union Solvency |1 Directive that requirement will be withdrawn.

An informal consultation took place between April and August 2011 with an industry
working group. Both the Association of British Insurers and Lloyd's, representing
general insurance companies and corporate and partnership members at Lloyd's, have
been included in the consultation process.

Taking into account these discussions, the Government has decided to repea the
legislation that allows tax relief for equalisation reserves. The Government has also
decided to introduce a transitional period for the release of built-up reserves that
involves spreading that release in equal instalments over asix year period commencing
from the date that the Solvency |1 capital requirements come into force. Insurers may
also elect to have the full remaining balance of the built-up reserve released to tax in
any calendar year during the transitional period.

Section 28: Deemed Receipts under s.26(4): Double Taxation Relief

Summary

1

Section 28 provides rules for the amount to be brought into account in the calculation
of double taxation relief where areceipt arisesto it under the rules applying in respect
of the abolition of relief for equalisation reserves.

Details of the Section

2.

Subsection (1) sets out three conditions for this section to apply. Firstly, areceipt must
arise to a company as aresult of section 26(4) and, secondly, that the company must
carry on business through a permanent establishment (PE) outside the United Kingdom
for which double taxation relief is due in respect of any income or gain. A third
condition relates to the PE concerned and provides that the PE must be one to which
double taxation relief regulations applied in respect of apportionment of transfers into
an equalisation reserve.

Subsection (2) provides that only the appropriate proportion (if any) of the receipt is
to be taken into account in calculating the profits or losses on which double taxation
relief is calculated.

Subsection (3) defines the appropriate proportion of the receipt as being equal to
the mean of each proportion found for the relevant period or any other proportion
determined on ajust and reasonable basis.

Subsection (4) defines, other than in cases where a just and reasonable basis has been
determined by the company, a proportion for a relevant period as the proportion of
the company’ s premium income constituted by the PE’ s premium income for the same
period.

Subsection (5) provides definitions of “the company’s premium income’, “the PE's
premium income” and a“relevant period”.

Subsection (6) defines “net premiums written” and provides that references to
section 444BA of the Income and Corporation Taxes Act of 1988 include that section
as modified by regulations made under that Act.

Background Note

8.

There is currently a regulatory requirement for general insurance companies (but not
members of Lloyd's) to maintain equalisation reserves in respect of certain lines of
business. From 1996, amounts transferred into equalisation reserves were made tax
deductible and transfers out were treated as taxabl e recei pts of the company’ s business.
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The relief currently available is dependent on the regulatory requirement for general
insurance companies to maintain equalisation reserves. As a result of the European
Union Solvency |1 Directive that requirement will be withdrawn.

An informal consultation took place between April and August 2011 with an industry
working group. Both the Association of British Insurers and Lloyd's, representing
general insurance companies and corporate and partnership members at Lloyd's, have
been included in the consultation process.

Taking into account these discussions, the Government has decided to repea the
legislation that allows tax relief for equalisation reserves. The Government has also
decided to introduce a transitional period for the release of built-up reserves that
involves spreading that release in equal instalments over asix year period commencing
from the date that the Solvency |1 capital requirements come into force. Insurers may
also elect to have the full remaining balance of the built-up reserve released to tax in
any calendar year during the transitional period.

Section 29: Transfer of Whole Or Part of the Business

Summary

1

Section 29 provides rules to deal with the transfer of the whole or part of an insurance
businesswherethetransferor hasreceiptsarising to it under therules applying in respect
of the abolition of relief for equalisation reserves.

Details of the Section

2.

Subsection (1) provides that a transferor and transferee may jointly elect for receipts
arising under section 26(4) to be treated in accordance with this section where an
insurance company transfers the whole or part of the business to another insurance
company under an insurance business transfer scheme.

Subsection (2) providesthat if thetransfer isof thewhole of the businessor substantially
the whole of the business, section 26(6) will not apply. Instead, the receipt which
would have arisen in the transfer year under section 26(4) had there been no transfer
is apportioned between the transferor and transferee. Any future receipts which would
have arisen under section 26(4) are treated as receipts of the transferee and not the
transferor. Section 26(6) will apply to any subsequent cessation of business by the
transferee.

Subsection (3) provides for a transfer of a part of a business which does not amount
to substantially the whole of the business. The receipt arising under section 26(4) in
the transfer year is apportioned between the transferor and transferee.  Also, future
receipts arising under section 26(4) are apportioned between the transferor and the
transferee. Section 26(6) will apply to any subsequent cessation of business by the
transferee.

Subsection (4) provides that the appropriate portion of the receipt for the purposes of
subsection (3) shall be determined on ajust and reasonable basis.

Subsection (5) provides that an apportionment under subsection (2)(b) or (3)(a) isto be
made by reference to the number of days in the calendar year falling before and after
the transfer date.

Subsection (6) provides that areceipt arising under section 26(4) which is treated as a
receipt of thetransfereeistreated asareceipt of thetransferee’ sbusinesswhich consists
of or includes the transferred business.

Subsection (7) requires that an election under this section be made in writing to an
officer of Revenue and Customs within 28 days from the end of the day on which the
transfer of businesstakesplace. Any such electionisirrevocable. Theelection must be
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accompanied by an explanation of any determinations of issues made for the purposes
of this section.

Subsection (8) defines “the transferred business’ and the “transfer year”.

Subsection (9) provides that this section will apply to the transferee in the capacity of
transferor in respect of subsequent transfers of business by the transferee

Background Note

11.

12.

13.

14.

There is currently a regulatory requirement for general insurance companies (but not
members of Lloyd's) to maintain equalisation reserves in respect of certain lines of
business. From 1996, amounts transferred into equalisation reserves were made tax
deductible and transfers out were treated as taxabl e recei pts of the company’ s business.

The relief currently available is dependent on the regulatory requirement for general
insurance companies to maintain equalisation reserves. As aresult of the European
Union Solvency Il Directive that requirement will be withdrawn.

An informal consultation took place between April and August 2011 with an industry
working group. Both the Association of British Insurers and Lloyd's, representing
general insurance companies and corporate and partnership members at Lloyd's, have
been included in the consultation process.

Taking into account these discussions, the Government has decided to repeal the
legidlation that allows tax relief for equalisation reserves. The Government has also
decided to introduce a transitional period for the release of built-up reserves that
involves spreading that release in equal instalments over asix year period commencing
from the date that the Solvency Il capital requirements come into force. Insurers may
also elect to have the full remaining balance of the built-up reserve released to tax in
any calendar year during the transitional period.

Section 30: Abolition of Relief for Equalisation Reserves. LIoyd’s Corporate
Members Etc.

Summary

1

Section 30 repeals section 47 of the Finance Act 2009 (FA) 2009. The repeal is not
effectivein relation to transitional provisions being made under this section which are
capable of having effect after the date of the repeal.

Details of the Section

2.

Subsection (1) provides that regulations made by the Treasury under section 47 of FA
20009 that revoke previous regulations made under that section may include provisions
corresponding to the provisions made by section 26(4) to (8) and 27 subject to any
modifications specified in the regulations.

Subsection (2) repeals section 47 of FA 2009.

Subsection (3) provides that the repeal shall have effect for accounting periods ending
on or after a date specified in a Treasury order. Different days may be specified for
different cases.

Subsection (4) provides that the repeal of section 47 of FA 2009 shall not affect any
transitional or savings provisions made under section 47 in so far as those transitional
or savings provisions are capable of having effect after the date specified in a Treasury
order.
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Background Note

6.

10.

There is currently a regulatory requirement for general insurance companies (but not
members of Lloyd's) to maintain equalisation reserves in respect of certain lines of
business. From 1996, amounts transferred into equalisation reserves were made tax
deductible and transfers out were treated as taxabl e recei pts of the company’ s business.

Section 47 FA 2009 provided a power to apply similar treatment to Lloyd’s corporate
and partnership members. The power was used in 2009 to make regulations (The
Lloyd’ sUnderwriters (Equalisation Reserves) (Tax) Regulations 2009 (Sl 2009/2039))
toalow Lloyd' s corporate and partnership membersto calculate and hold an equivalent
reservefor tax purposesonly. Therefore, aswith general insurance companies, amounts
transferred into an equivalent reserve were made tax deductible and transfers out were
treated as taxabl e receipts of the member’ s business.

The relief currently available to general insurance companies is dependent on the
regulatory requirement for those companies to maintain equalisation reserves. As a
result of the European Union Solvency |1 Directive that requirement will be withdrawn.

An informal consultation took place between April and August 2011 with an industry
working group. Both the Association of British Insurers and Lloyd's, representing
general insurance companies and corporate and partnership members at Lloyd's, have
been included in the consultation process.

Taking into account these discussions, the Government has decided to repea the
legislation that allows tax relief for equalisation reserves. The Government has also
decided to introduce a transitional period for the release of built-up reserves that
involves spreading that release in equal instalments over asix year period commencing
from the date that the Solvency |l capital requirements come into force. Insurers may
also elect to have the full remaining balance of the built-up reserve released to tax in
any calendar year during the transitional period.

Section 31Schedule 5: Tax Treatment of Financing Costs and Income

Summary

1

Section 31 and Schedule 5 amend the taxation of financing expenses and financing
income — commonly called the debt cap.

Details of the Section and Schedule

2.

The section introduces the Schedule amending the tax treatment of financing costs and
income.

Paragraph 1 of the Schedule introduces the amendments to the provisions of Part 7 of
the Taxation (International and other Provisions) Act 2010 (TIOPA) which sets out the
debt cap rules.

Paragraph 2 makes a minor change to the definition of dormant company for the
purposes of section 262.

Paragraph 3 amends section 276 by inserting new section 276(2A). Section 276
describes how an authorised company should be appointed to allocate the disallowance
of deductions. New section 276(2A) ensures that relevant group companies that are
dormant companies throughout the relevant period of account do not need to sign the
appointment of an authorised company. Paragraph 5 introduces a similar rule for the
appointment of an authorised company for the exemption of financing income through
new section 288(2A).

Paragraphs 4 and 6 add an additional requirement to the existing requirements in
sections 280 and 292 for statements of allocated disallowances and exemptions. The
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additional requirement in new section 280(5A) is that a disallowance cannot be
allocated against a relevant group company’s financing expense if at the time that
the financing expense accrued the company was not a relevant group company of the
worldwidegroup. Thereisasimilar provisionin new section 292(5A) for the exemption
of financing income for a UK group company. Both of these new sections ensure that
financing expenses are disalowed or financing income exempted only if they accrue
when the company is a member of the worldwide group.

Paragraph 7 inserts new section 296(2A) to amend the computation in section 296 for
the failure of a group to submit a statement of allocated exemptions. This excludes
from the computation the financing income that accrued to the company when it was
not a UK group company.

Paragraph 8 introduces new section 305A which is anti-avoidance legislation. New
section 305A applies if alarge group attempts to remove itself from the application
of the debt cap rules by ensuring that the group does not have any relevant group
companies in the period of account. If a group does not have any relevant group
companies then it is not a worldwide group for the purposes of the debt cap. The
legidlation has two conditions that have to be met before Part 7 can apply to the large
group. The conditions are in subsections (3) and (4) of the new section 305A. The
first condition is that during a period of account the group entered into a scheme and
the main purpose or one of the main purposes for entering into the scheme or being
a party to the scheme is to secure that the group does not contain any relevant group
companies. The second condition is that the scheme is not an excluded scheme.

Paragraph 9 makes a minor change to the computation of financing expense amounts
under section 313. It amends section 313(6) to allow adjustments to be made to
financing expenses on a just and reasonabl e basis where part of the accounting period
of the company falls outside the period of account of the worldwide group. It also
introduces new section 313(6A) which allows for the amount of financing expenses to
be reduced to nil. Paragraph 10 similarly amends section 314(6) and introduces new
section 314(6A) for financing income.

Paragraph 11 removes section 316(4) which provided that if there was more than
one group treasury company in a worldwide group then each of the group treasury
companies had to make an election under section 316 for their financing expenses and
financing income to be disregarded for the debt cap.

Paragraphs 12 and 13 amend sections 329(3) and 330(3) by removing thereferenceto a
transaction and inserts“ accrues’ soit isclear that amounts that might not be thought of
as transactions, such as interest, are included in any apportionment necessary because
the company was not a relevant group or UK group company. They also insert new
sections 329(6) and 330(6)

Paragraph 14 inserts new section 331ZA into Part 7. This section enables worldwide
groups to elect out of the “small amounts’ rule for net financing deductions and net
financing income of group companies. The election is made by the reporting body of
the worldwide group and will apply to both net financing deductions and net financing
income. The election requires the reporting body to provide certain information when
making the election such asthe first period of account to which it applies, details of the
UK group companies at the time the election is made and of any UK group companies
that have left the group between the beginning of the first period of account subject to
the election and the date that the election is made.

New sections 331ZA(3) — (5) specify that the election has effect until it is withdrawn
or replaced by a further election. The withdrawal of the election must be made by
the reporting body of the worldwide group and must specify from when the election is
withdrawn. If the reporting body of the worldwide group is the UK group companies
acting jointly then dormant companies are not included in the reporting body.
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New section 331ZA(6) requires that an election or withdrawal must be made in
writing and be received by HMRC within 12 months of the end of the first period of
account to which the election applies or for which the election is withdrawn. New
section 331ZA(7) requiresthat the notice of election or withdrawal should be signed by
the appropriate person. New section 331ZA(8) providesthe definitions of “appropriate

person”, “relevant time” and “ specified period of account”.

Paragraph 15 inserts new section 337(2) into the definition of worldwide group. Thisis
to ensure that the definitions of relevant group company in section 345 and worldwide
group in sections 337 are not self-referential.

Paragraph 16 clarifies the definition of ultimate parent in section 339 to prevent foreign
entities that would be partnerships if they were formed under UK law from being the
ultimate parent of aworldwide group.

Paragraph 17 amends section 348 by inserting new section 348(6) which applies new
section 348(7) if a group becomes or ceases to be a worldwide group in a period of
account. Inwhich case new section 348(7) requires that financial statements prepared
for that period of account are ignored and section 348 applies asif the part of the period
of account for which the worldwide group is in existence is the relevant period for
section 348.

Paragraph 18 introduces new section 348A which deals with how the debt cap rules
apply to aworldwide group before and after a business combination or demerger. New
section 348A(1) has three conditions. Thefirst is that aworldwide group is a party to
a business combination or demerger, the relevant event. The second is that as a result
of the relevant event there is a change in the ultimate parent of the worldwide group
or any other group that is party to the relevant event. “Party to the relevant event” has
awide meaning and includes any groups that are involved in or are the subject of the
relevant event. Thefinal condition isthat financial statements of the worldwide group
are drawn up (or would be treated as drawn up under section 348 but for section 348A)
for aperiod of account during which the relevant event occurs — the straddling period.

If these three conditions are met then new section 348A(2) applies Part 7 as if no
financia statements had been drawn up by the worldwide group for the straddling
period and section 348 does not apply to require the worldwide group to draw up
financial statements for that period. Instead Part 7 applies as if financial statements
had been drawn up in respect of a period of account beginning at the same time as
the straddling period and ending the day before the relevant event and a second period
of account beginning on the day of the relevant event and ending at the same time as
the straddling period. In effect any worldwide group involved in the relevant event is
required to finaliseits debt cap computation for the period before the relevant event and
begin anew debt cap computation from the date of that event.

New section 348A(3) defines “demerger” and applies the section 348(5) definition of
IASfinancial statements to new section 348A.

Paragraph 19 includes “business combination” in the list of expressions taking their
meaning from international accounting standards in section 351.

Paragraph 20 includes “dormant company” in the list of other expressions in
section 353. A dormant company isacompany that is dormant by virtue of section 1169
of the Companies Act 2006 and which is not subject to transfer pricing adjustments
arising under section 147. The definition also includes non-resident companiesthat are
dormant under legislation equivalent to section 1169 of the Companies Act 2006.

Paragraph 21 introduces a power to make regulations where a change in accounting
standards effects how the ultimate parent of a group presents or discloses amounts
in its consolidated financial statements. The power is to enable regulations to be
made particularly in response to expected changesto International Financial Reporting
Standards 10, 11 and 12.
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New section 353AA alows the regulations to amend Part 7 if there is a relevant
accounting change. A relevant accounting changeisachangeintheway that acompany
isrequired or permitted to present or disclose amounts in its consolidated accounts. A
change in accounting standardsincludes the issue, revocation, amendment, recognition
or withdrawal of recognition of accounting standards by an accounting body. The
regulations may include an election. New section 353AA(5) allows the regulations
to apply to a pre-commencement period which is defined as an accounting period or
part of an accounting period that begins before the regulations are made. This will
enabl e the regulations to apply to early adopters of the changes in accounting standards
if necessary. The regulations will be made under the draft affirmative procedure or
negative procedure depending on whether or not they have the effect of increasing any
person’ stax liability. New section 353AA(9) containsdefinitions of “ accounting body”,
“accounting standard” and “pre-commencement period”.

Paragraph 22 gives the commencement dates for the amendments. The power to make
regul ations where accounting standards change has effect for any change of accounting
standards on or after the date of Royal Assent. All other amendments apply to periods
of account of the worldwide group ending on or after the date of Royal Assent.

Background Note

26.

27.

28.

29.

Finance Act 2009 (FA) 2009 introduced a package of changes to the taxation of
companiesontheir foreign profits. Thispackageincluded theintroduction of ameasure
to restrict theinterest and other finance expenses that can be deducted in computing the
corporation tax payable by UK members of aworldwide group of companies.

The debt cap rules introduced as Schedule 15 to FA 2009 have now been rewritten as
Part 7 of TIOPA 2010. They broadly operate by requiring UK groups to compare their
UK financing costs, as calculated under the Schedule, with the finance costs of their
worldwide group. If the UK costs exceed the worldwide costs then the UK companies
do not get any relief for the excess.

Discussions with industry have identified that some amendments to the debt cap rules
would be needed. A number of changes were made in Finance (No.3) Act 2010 but
further issues have since arisen.

The current Schedule incorporates a small number of changes that arose from
consultation with groups and their representatives.

Section 32: Group Relief: Meaning of “Normal Commercial Loan”

Summary

1

Section 32 extends the definition of “normal commercial loan” to include loans that
carry aright to conversion into shares or securities in quoted companies that are not
connected to the company that issuestheloan. This meansthat the holders of such loans
are not considered to hold equity in the issuing company, and so ensures that the group
status of the company will not be affected if it issues this type of loan.

Details of the Section

2.

Subsection (1) provides that these changes will be made to the Corporation Tax Act
(CTA) 2010.

Subsection (2) amends section 162(2)(c) of CTA 2010. Section 162(2) contains
condition A which must be met in order for the loan to be a normal commercial loan.
The amendment provides that condition A is satisfied if the loan carries a right to
conversion into shares or securities in a quoted unconnected company (thisis defined
in subsection (4) of this section).
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Subsection (3) amends of section 164(2)(c) so that condition A in section 162(2) is
also satisfied where the loan carries aright to conversion into securitiesthat themselves
carry aright to conversion into shares or securities in a quoted unconnected company.

Subsection (4) inserts a new subsection into section 162(2). New section 162(2A)
provides that for the purposes of sections 162 and 164 a company is a quoted
unconnected company where it is not connected to the company in which the relevant
loan is held and its ordinary shares are listed on arecognised stock exchange.

Background Note

6.

Members of a group or consortium are determined by reference not only to ordinary
share capital held, but also to beneficial entitlement to profits available for distribution
to equity holders and assets available for distribution to equity holdersin awinding up.

For these purposes, an equity holder includes ordinary shareholders and loan creditors
in relation to loans other than normal commercial |oans.

Prior to these amendments, loans that carried a right to conversion into the shares or
securities of a wholly unconnected listed company would not have fallen within the
definition of normal commercial loans; holders of such loanswould betreated as equity
holders. The amendments will ensure that such loans will be within the definition of
normal commercial loans and the holders of the loans will not be treated as equity
holders.

Section 33: Company Distributions

Summary

1

Section 33 provides that certain transactions involving transfers of assets or liabilities
between UK resident companies are not excluded from being treated as distributions
for the purposes of corporation tax, removing an anomaly left over from the repeal of
Advance Corporation Tax by Finance Act (FA) 1998.

This section also removes an overlap between different parts of the legislation which
define what a distribution is.

Details of the Section

3.

Subsection (2) repeals section 1002 of the Corporation Tax Act (CTA) 2010. Section
1002 CTA excludesfrom the definition of distribution in section 1000(1) of CTA 2010,
paragraph B (“paragraph B distribution”), transfers of assets or liabilities between:

e UK resident companiesneither of whichisa51 per cent subsidiary of anon-resident
company and which are not under common control; or

e UK resident companies where oneisa51 per cent subsidiary of the other, or both
are 51 per cent subsidiaries of another UK resident company.

Such transferswill now be paragraph B distributionsif all other conditions are satisfied.

Subsection (3) inserts new subsection (2A) into section 1020 of CTA 2010. New
subsection (2A) prevents atransfer of assets or liabilities being treated as a distribution
under section 1000(1) of CTA 2010, paragraph G (“paragraph G distribution™), where
the transfer is also a distribution under paragraph B, or would be if the exclusion of
repayment of capital on the shares within paragraph B did not apply.

Subsection (4) repeals section 1021 of CTA 2010. Section 1021 of CTA 2010 provides
for exception from treatment as a distribution under paragraph G transfers of assets or
liabilities between:
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e UK resident companiesneither of whichisa51 per cent subsidiary of anon-resident
company and which are not under common control; or

* UK resident companies where one is a 51 per cent subsidiary of the other, or both
are 51 per cent subsidiaries of another UK resident company.

Such transfers will now be paragraph G distributions if al other conditions of are
satisfied.

Subsection (5) makes consequential amendments.

Subsection (6) providesthat the amendments apply to distributions made on or after the
day on which the Finance Bill receives the Royal Assent.

Background Note

8.

10.

11.

12.

Part 23 CTA 2010 covers the meaning of distribution for the purposes of corporation
tax. Thisincludes:

e any distribution out of the assets of the company in respect of shares except amounts
that represent the repayment of capital on shares, (“paragraph B distribution”) and,

» atransfer of assets or liabilities by a company to its member, or by a member to
the company where the benefit to the member exceeds the consideration given by
the member, (“paragraph G distribution”).

Previously, atransfer of assets or liabilities between a company and its members could
fall within both paragraph B and paragraph G if all other conditions of those sections
were satisfied.

This section will ensure that where the transfer is a paragraph B distribution, or would
be if not for the exception for repayment of capital on the shares, it will not be treated
as a paragraph G distribution.

Sections 1002 and 1021 CTA 2010 excluded from the definition of distribution in
paragraph B and paragraph G respectively transfers of assets and liabilities between:

e UK resident companiesneither of whichisa51 per cent subsidiary of anon-resident
company and which are not under common control; and

e UK resident companies where oneisa51 per cent subsidiary of the other, or both
are 51 per cent subsidiaries of another UK resident company.

The predecessor legidlation to sections 1002 and 1021 CTA 2010 was introduced to
relieve companiesfrom the obligation to account for incometax or (after theimputation
system was introduced by FA 1972) Advance Corporation Tax (ACT) on making a
distribution in the form of a transfer of an asset or liability to another UK company.
Sincethe abolition of ACT by FA 1998, the legislation isno longer required and is now
producing anomalies, with tax treatment depending on the residence of the companies
involved.

Thislegidationwill align the tax treatment of transfers between UK resident companies
with transfers between UK and non-UK resident companies, by allowing transfers
between UK companies to be treated as distributions for the purposes of CTA 2010.

Section 34: Annual Exempt Amount

Summary

1

Section 34 sets the capital gains tax annual exempt amount (AEA) at its current level
of £10,600 for 2012-13 and requires that it rises in line with the Consumer Prices
Index (CPl) instead of the Retail Prices Index (RPI) from 2013-14 onwards. Automatic
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indexation of the AEA using the CPlI remains subject to override if Parliament
determines a different amount should apply.

Details of the Section

2.

Subsection (2) provides the AEA to be used in section 3(2) of the Taxation of
Chargeable Gains Act (TCGA) 1992.

Subsection (3) replaces references to “RPI” and “retail pricesindex” in section 3 with
“CPI” and “consumer pricesindex”.

Subsection (4) inserts a definition of “consumer prices index” in section 288 of the
TCGA 1992.

Subsection (5) states that the figure inserted by subsection (2) of thissectionisthe AEA
for tax year 2012-13 and the base figure to be indexed in future tax years.

Subsection (6) disapplies automatic indexation for tax year 2012-13 in order that the
AEA for that year isinstead the figure inserted by subsection (2).

Subsection (7) provides that subsections (3) & (4) have effect for the tax year 2013-14
onwards.

Background Note

8.

Currently, where the RPI for the month of September is higher than the figure for the
previous September, the level of the AEA for the following tax year increases in line
with the percentage increase in the RPI, unless Parliament sets a different level.

At the Autumn Statement 2011, the Chancellor announced that the AEA for the tax year
2012-13 will befrozen at its current level of £10,600 and the planned switch from RPI
to CPI, announced at Budget 2011, will take place from 2013/14.

Section 35: Foreign Currency Bank Accounts

Summary

1

Section 35 exempts individuals, trustees of settled property, and personal
representatives of deceased persons from capital gains tax on gains made on
withdrawals of money from bank accounts denominated in a foreign currency. The
section takes effect from 6 April 2012.

Details of the Section

2.

Subsection (4) of the section makesthe main change. It replacesthe existing section 252
of the Taxation of Chargeable Gains Act 1992 (TCGA) with anew provision.

New section 252 TCGA

3.

Section 252(1) restricts the scope of section 251 TCGA. Section 251 exempts gains on
certain debts, including credit bal ances on bank accounts, from tax on chargeable gains.
Where the debt is a “foreign currency debt”, section 252(1) limits this exemption to
gains accruing to individuals, trustees of settled property and personal representatives
of deceased persons.

Section 252(2) defines “foreign currency debt” as a credit balance on a bank account
in a currency other than sterling.

Subsections (2), (3) and (5) of the section make other changes to the TCGA as a
conseguence of the main change in subsection (4).
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Subsection (2) removes aredundant rule concerning the attribution of gainsto members
of non-resident companies in section 13(5)(c) that referred to the original version of
section 252 TCGA.

Subsection (3) inserts a new section 251(5A) TCGA to make clear that relevant
referencesin section 251 to debt include references to an interest in debts that a person
holds, for example, as a joint owner of the account. It aligns section 251 with new
section 252.

Subsection (5) repea stherulesin section 252A and Schedule 8A TCGA for calculating
chargeable gains and allowable losses where individual s withdraw money from foreign
currency bank accounts. The new section 252 prevents chargeable gains or allowable
losses from arising to individuals on any such withdrawals, rendering these rules
redundant.

Subsection (6) provides for the changes to the TCGA to apply from 6 April 2012.

Background Note

10.

11.

12.

13.

Under the TCGA, for capital gains tax purposes, gains and losses can arise on foreign
currency bank accounts because the calculation must be made in sterling. If the
exchange rate between sterling and the foreign currency in question changes between
the time when the money was put into the account and the time when it is taken out,
againor losswill arise.

At Budget 2011 the Government announced that it would reform the taxation of non-
domiciled individuals, including measures to simplify aspects of the current remittance
basis rules to remove undue administrative burdens. "Reform of the taxation of non-
domiciled individuals: a consultation", issued on 17 June 2011, included a proposal to
remove gainsand lossesonindividuals' foreign currency bank accounts from the scope
of capital gainstax (CGT).

This section implements the simplification, and extends the exemption from CGT to
trustees and personal representatives.

The original section 252 TCGA limits the exemption from CGT for foreign currency
bank accounts to cases where individual s withdraw money that they have put into their
account for personal expenditure abroad. The new section 252 replaces this with a
broader exemption.

Section 36: Collective I nvestment Schemes. Chargeable Gains

Summary

1

Section 36 amends the Taxation of Chargeable Gains Act 1992 (TCGA) to provide a
power for the HM Treasury to make regulations about the tax treatment of gains in
the holdings of UK investors in assets subject to collective investment schemes and
providespowersfor HM Treasury to definein regul ationsthetypes of schemesaffected.

Details of the Section

2.

New section 103C provides a power to make regulations about the treatment of
investorsin collective investment schemes for the purposes of tax on chargeable gains.

Regulations made under this section will cease to have effect unless approved by the
House of Commons within 40 days.

The background note below provides details of the intended use of the power provided.
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Background Note

5.

The Government has announced its intention to legislate to enable the UK regulator
to authorise, under the UCITSIV directive’, tax transparent collective investment
schemes, to be constituted by contractual arrangements. The purpose of this section is
to provide powers for the appropriate tax treatment of gains made by UK investors on
assets held in specified new types of collective investment scheme.

Asthe legislation to enable authorisation of specific types of tax-transparent collective
investment scheme is yet to be enacted, this section provides a power to specify the
tax treatment of participantsin collective investment schemes. It is anticipated that the
power will be used on the enactment of legislation to authorise new schemes.

Specific anticipated uses of the power will be to:

a provide that, for the purposes of tax on chargeable gains, assets held by the
investors within certain tax transparent collective investment schemeswill not be
chargeable assets and that, instead, the investor’s interest in the scheme will be
treated as if it were a chargeable asset,

b. provide that, for assets held within a transparent scheme where interests in the
scheme aretreated asbeing the assets hel d by theinvestor then section 212 TCGA
will apply to interests within the long term fund of an insurance company,

c. provide arelief for insurance companies which transfer assets to such transparent
schemes that will ensure that no chargeable gain arises at the point of transfer,
together with a provision to prevent abuse of that relief,

d. enable the provisions in TCGA to be adapted for use with the merger and
reconstruction of new and existing types of collective investment scheme so that
the provisions will work when applied to interests in tax-transparent schemes and
be simplified in application to existing schemes and changes may be made to what
constitutes a disposal .

Section 37: Roll-Over Relief

Summary

1

Section 37 preserves the availability of capital gains roll-over relief in relation to
farmers' payment entitlements under the European Union (EU) Single Payment Scheme
following changes to the Scheme in 2009.

The section also allows for future changes to the relevant classes of assetsin roll-over
relief to be made by secondary legidation.

Details of the Section

3.

Subsection (1) amends class of assets 7A (payment entitlements under the single
payment scheme) in section 155 of the Taxation of Chargeable Gains Act 1992 (TCGA)
to reflect a change in the EU Regulations governing the scheme.

Subsection (2) replaces section 86(2) of Finance Act (FA) 1993 and inserts subsections
2A and 2B. The new subsection (2) allowsthe Treasury to amend section 155 of TCGA
1992 by statutory instrument so as to add classes of assets or amend existing classes.
New subsection (2A) prevents any order being made under the power in subsection (2)
which limits classes of assetsqualifying for roll-over relief. New subsection (2B) allows
for reasonable consequential amendments to be made to section 156ZB (interaction
with corporation tax roll-over relief in cases of realisation and reinvestment) of, or

1

Directive 2009/65/EC of the European Parliament and of The Council.
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Schedule 7AB (roll-over of degrouping charge on business assets) to, TCGA 1992 in
line with those changes made through new subsection (2).

5. Subsection (3) repeals an earlier amendment to section 86(2) of FA 1993, which is
superseded by subsection (2) above.
6. Subsection (4) applies the change in subsection (1) retrospectively to the time of the

change in the EU Regulationsin 2009 providing for acontinuous availability of capital
gainstax roll-over relief for single payment scheme payment entitlements.

Background Note

7. Roll-over relief (as the reliefs at sections 152-159 of TCGA 1992 are commonly
referred to) permits the deferral of some or al of a chargeable gain on the disposal of
a qualifying business asset where the consideration received for that business asset is
wholly or partly applied in acquiring replacement qualifying business assets.

8. Qualifying business assets are listed in section 155 TCGA 1992. Class 7A refers to
the single payment scheme and, more specifically, the EU Regulation under which
payments were previously made (Regulation (EC) 1782/2003 of 29 September 2003
establishing common rules for direct support schemes under the common agricultural
policy and establishing certain support schemes for farmers).

0. Regulation (EC) 1782/2003 was withdrawn from 1 January 2009 and replaced by
Regulation (EC) 73/2009. This meant that without an amendment to class 7A, aslisted
in section 155 of TCGA 1992, payments made through the single payment scheme
would no longer qualify for roll-over relief.

10. Subsection 86(2) of FA 1993 provides a power for new classes of assetsto be added to
the list of those qualifying for roll-over relief by Treasury Order; an amendment to an
existing asset requires primary legislation through the Finance Act.

Section 38Schedule 6: Seed Enterprise I nvestment Scheme

Summary

1. Section 38 and Schedule 6 set out the new Seed Enterprise Investment Scheme (SEIS),
which is designed to incentivise investment in small, early stage companies.

Details of the Schedule

Part 1 of the Schedule

2. Paragraph 1 of the Schedule introduces a new Part 5A to Income Tax Act 2007 (ITA),
containing the rules for the new scheme.

Chapter 1 of New Part 5A of ITA

3. New section 257A defines SEIS income tax relief and provides that it will apply to
shares issued on or after 6 April 2012 and before 6 April 2017. The new scheme is
therefore of fixed length, but can be extended by a Treasury order.

4, New section 257AA provides that an investor is eligible for relief in respect of shares
issued to him or her where particular requirements are met. There are requirements
which apply to the investor, general requirements, and requirements that apply to the
issuing company. These requirements are in Chapters 2 — 4 of new Part 5A.

5. New section 257AB provides that the relief is a reduction of income tax calculated as
50 per cent of the amount the investor subscribes for shares, subject to an overall limit
of 50 per cent of £100,000 on the amount of relief that can be received in any one year.
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New section 257AB(5) allows an investment or part of an investment made in one year
to be treated as though made in the previous year (but not in the first year that the new
scheme operates), subject to the overal limit for ayear.

New section 257AC defines two periods of time with respect to which many of the
SEI'S conditions operate. Period A runs from the company’s incorporation to the third
anniversary of the share issue (defined at new section 257AC(4) as the “termination
date’). Period B runs from the issue of the sharesto the termination date.

New section 257AD is an overview of chapters 5 — 8 of new Part 5A, which deal with
the making of claims, withdrawal of relief, and supplementary matters.

New section 257AE(1) mentions new Section 150E of the Taxation of Chargeable
GainsAct 1992 (TCGA), which provides arelief from capital gainstax (CGT) on gains
on shares which qualify for SEIS relief (see paragraphs 93 below).

New section 257AE(2) mentions new Schedule 5BB TCGA, which provides relief
from CGT on the disposal of assets where the proceeds are reinvested under SEIS (see
paragraphs 97 to 108 below).

Chapter 2

11.

12.

13.

14.

15.

16.

17.

New section 257B is an overview of chapter 2 which contains the conditions which
apply to the SEIS investor.

New section 257BA provides that neither SEIS investors nor their associates may be
employees of the company or any qualifying subsidiary in period B (unless also a
director).

New section 257BB provides that SEIS investors must not during Period A have a
“substantial interest” in the company, defined at new section 257BF as having more
than a 30 per cent stake in the company through ordinary or issued share capital, voting
power or rights on winding up, or as having control of the company.

New section 257BC provides that SEIS investors must not subscribe for the shares as
part of a wider arrangement which includes somebody else subscribing for shares in
a company in which the investor — or anyone else party to the arrangement — has a
substantial interest.

New section 257BD providesthat during Period A there must be no loansto theinvestor
or their associates which are linked to their subscription for shares.

New section 257BE requires the subscription for shares to be for genuine commercial
reasons, and not as part of atax avoidance arrangement.

New Section 257 BF defines when a person has a“ substantial interest” in a company.

Chapter 3

18.

19.

20.

New section 257C isan overview of chapter 3 which contains the general requirements
under SEIS.

New section 257CA setsout the types of sharesfor which investors can subscribe under
the scheme, allowing for shares carrying certain preferential rightsto dividends. Shares
are still excluded if: they carry preferential rights to assets on winding up; they have
any right to be redeemed; the amount and timing of the dividends depend on adecision
of the company or any other person; or if they are cumulative. This new definition is
the same as that also being introduced for the Enterprise Investment Scheme (EIS).

New section 257CA (4) provides that shares must be subscribed for wholly in cash and
be fully paid up at the time they are issued.
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New section 257CB requires that the shares be issued to raise money for a qualifying
business activity carried on or to be carried on by the company or by a qualifying 90
per cent subsidiary. Qualifying business activity is as defined at new section 257HG.

New section 257CC requires that the money raised from the share issue must be spent
by the end of period B, for the purpose of the qualifying business activity for which
it was raised.

Section 257CC(2) provides that spending money on the acquisition of shares or stock
in a company does not of itself amount to spending the money for the purposes of a
qualifying business activity.

New section 257CD prevents“ pre-arranged exits’, which are any arrangementsin place
(at thetimethe shares areissued) for the disposal of shares or securitiesin the company
or its assets, or for its activities to cease, or for the investment to be protected from
normal commercial risks.

New section 257CE requires the issue of shares to be for genuine commercial reasons,
and not as part of atax avoidance arrangement.

New section 257CF isthe“ no disqualifying arrangements’ requirement. Arrangements
are“disqualifying” if they are entered into with the purpose of ensuring that any of the
venture capital scheme tax reliefs are available in respect of the relevant company’s
business, and either: al or most of the monies raised under the scheme are paid to or
for the benefit of a party to the arrangements; or in the absence of the arrangements, it
would be reasonabl e to expect that the business would be carried on as part of another
business by a person who is a party to the arrangements, or a person connected with
such aparty. Thisisthe same requirement that is being introduced for the EISand VCT
schemes.

Chapter 4

27.

28.

29.

30.

31

32.

33.

New section 257D isan overview of chapter 4 which contains the conditions that apply
to the company.

New section 257DA is the “trading requirement”, requiring that the company’s main
purpose throughout period B must be to carry on a new qualifying trade or trades.
Alternatively if it is the parent company of a group, the business of the group must not
consist wholly or asto a substantia part in carrying on non-qualifying activities.

Section 257DA(3) provides that if a company intends in the future to have qualifying
subsidiaries which will carry on new qualifying trades, then it is treated as a parent
company for the purposes of the trading requirement.

Sections257DA (4) and (5) describe how “the business of thegroup” isto bedefined: the
activities of the group areto be looked at together asthough carried on as one business.

Section 257DA(6) provides that certain intra-group transactions are to be ignored in
considering what the business of the group involves.

New section 257DB provides that the purpose of existence test is not breached due to
anything that happens because of the company or a subsidiary being in administration
or receivership, or being dissolved or wound up, provided that thisis done for genuine
commercial reasons and not as part of atax avoidance arrangement.

New section 257DC provides that throughout Period B, the new qualifying trade and
any preparation work or research and development leading to it, must be carried on by
the issuing company itself or by a qualifying 90 per cent subsidiary.

New sections 257DC(4) to (6) provide that this requirement is not breached due to
the new qualifying trade being taken over by an unconnected person because of the
company or aqualifying 90 per cent subsidiary being in administration or receivership,
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or being dissolved or wound up, provided that this is done for genuine commercial
reasons and not as part of atax avoidance arrangement.

New section 257DD requires the company to have a permanent establishment in the
UK throughout period B.

New section 257DE requires the company not to be “in difficulty” at the beginning of
period B. Thismeansit must not be a“firm in difficulty” under European Commission
guidelines.

New section 257DF requires the company to be “unquoted” at the beginning of period
B and provides that there must be no arrangements at that time for it to cease to be
unquoted.

A company is “unquoted” if its securities are not marketed to the general public —
defined in new section 257DF(3) as being listed on arecognised stock exchange, listed
on a designated exchange outside the UK, or dealt with, outside the UK, by any such
means as may be designated.

New sections 257DF(4) and (5) provide for the Commissioners of HMRC to make the
designations referred to in new section 257DF(3).

New section 257DG contains the control and independence requirement;

* The control part of the requirement is that the company may not, in period A,
control (whether onitsown or together with any person connected with it) any other
company which is not a qualifying subsidiary. There must be no arrangements in
existence by virtue of which the company could fail to meet this requirement.

e Theindependence part of the requirement is that the company may not, in period
A, be under the control of any other company — either alone or with any connected
person — and nor must there be any arrangements for this to happen (whether in
period A or outsideit). It may not, therefore, be asubsidiary in period A.

New section 257DH requires that neither the company nor any qualifying 90 per cent
subsidiary may be amember of either apartnership or alimited liability partnership (or
any foreign equivalent) at any timein period A.

New section 257DI is the gross assets requirement. Immediately before the shares are
issued, thetotal value of the company’ sassets (or of the group assetswherethe company
is aparent company), must not exceed £200,000.

New section 257DJisthe number of employees requirement. At thetimethe sharesare
issued, the company together with any subsidiaries must have fewer than 25 full time
equivalent employees.

New section 257DK provides that neither the company nor any qualifying subsidiary
may have previously raised money under either the EIS or VCT schemes.

New section 257DL ensures that any investment under SEIS is kept within the limits
which alow SEIS to be regarded under EU regulations as providing de minimis and
therefore non-notifiable State aid.

New section 257DL (1) provides that the amount of al SEIS investment, together with
any other de minimis State aid received by the company in the 3 yearsto the date of the
latest SEIS investment, must not exceed £150,000.

New sections257DL (4) to 6) apply so that where ashareissuetakes above £150,000 the
total aid received by the company inthe 3 yearsto thedate of investment, theinvestment
in the share issue is apportioned so that relief is given only on the proportion of the
investment which doesn’t exceed the £150,000 limit.
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Chapter 5

48.

49.

50.

51.

52.

53.

55.

56.

57.

New section 257E contains rules setting out how relief given to an individual isto be
attributed to shares for which the individual has subscribed.

New section 257EA provides that SEIS relief can not be claimed more than five years
after the SA filing deadline for the year in which the shares are issued.

New section 257EB provides that the investor can only claim relief if he or she has a
compliance certificate from the company for the shares.

New section 257EC defines a compliance certificate. Thisis a certificate issued by the
company stating that the shares meet the requirements for SEIS relief (excluding those
requirements that are dependent on the investor).

New section 257EC(2) provides that a certificate cannot be issued until the company
has supplied a compliance statement to HM Revenues & Customs (HMRC) and new
section 257EC(3) that it must have authority from HMRC to issue a certificate.

New section 257ED defines a compliance statement. This is a statement to the effect
that at the time the statement is made, the requirements for SEIS are met or have been
met (excluding those requirements that are dependent on the investor).

New section 257ED(3) provides that the company may not make a compliance
statement until either it has traded for at least four months, or at least 70 per cent of
the money raised by the share issue has been spent for the purposes of the qualifying
business activity for which it was raised.

New section 257EE providesfor an appeal against adecision by HMRC not to authorise
a compliance certificate.

New section 257EF prescribes a maximum penalty of up to £3,000 where a company
negligently or fraudulently issues a certificate or statement or issues one in breach of
the conditionsin new section 257EC.

New section 257EG alows the Treasury, by order, to amend new sections 257EC and
257ED. Thisisintended to allow changes in the administrative processes without the
need for primary legislation.

Chapter 6

58.

59.

60.

61.
62.

63.

New section 257F is an overview of chapter 6 which contains provisions dealing
with the withdrawal of relief given for SEIS shares (“relevant shares’). Many of
the provisions in chapter 6 are counterparts to conditions contained in the preceding
chapters, setting out what happens when those conditions are breached.

New section 257FA withdraws relief where, before the end of period B, the investor
disposes of shares for which SEIS relief has been given. In particular, it contains
computational rules setting out how much relief is to be withdrawn.

New section 257FA(6) ensures that the death of an investor does not trigger the
withdrawal of any relief given.

New section 257FB supplementsthoserulesfor caseswherefull relief wasnot obtained.

New sections 257FC and 257FD withdraw relief where the investor holds acall or put
option in relation to the relevant shares.

New section 257FE withdraws relief where during period A the investor receives any
value from the company relating to the relevant shares.

New section 257FF provides that relief is not withdrawn where the value received is
insignificant (defined in new section 257FG).
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New section 257FG defines insignificant as an amount that does not exceed £1,000, or
if it does exceed that amount is insignificant compared to the amount subscribed for
the shares.

New section 257FH defines a number of different circumstances in which value is
received. These cover various ways in which the company might make paymentsto the
investor. A number of circumstances are excluded — for example where the investor is
adirector of the company and is reimbursed expenses incurred in performance of his
or her duties.

New section 257FI defines the amount of value received in the various cases described
by new section 257FH.

New sections 257FJ— 257FO contain supplementary provisions concerning the receipt
of valuein particular circumstances.

New section 257FP withdraws relief where, during period A, the company or any
qualifying subsidiary takes over the trade or assets previously used by another person
in their trade, and the investor either had or has more than a half share in the trade,
or controls or has controlled the issuing company and controls or has controlled the
company which previously carried on the trade.

New section 257FQ withdrawsrelief if the company acquiresall theissued share capital
of another company in period A, and the investor is a person or one of a group of
persons, who control(s) both companies.

New section 257FR withdraws relief given where, at some later date, it is found not
to have been due.

Chapter 7

72.

73.

74.
75.

76.

7.

78.

79.

New section 257G provides for relief to be withdrawn or reduced by making an
assessment.

New section 257GB sets a time limit for any such assessment, which must be made
within six years of the end of whichever is the later of the tax year in which period B
ends, or the tax year in which the event causing the withdrawal or reduction occurs.

New section 257GC sets out cases where no such assessment may be made.

New section 257GD providesthat when an assessment is made under new section 257G
to withdraw relief as prescribed by particular provisions of chapters 2, 4 and 5, interest
isto be charged from 31 January following the tax year in which the assessment ismade.

New section 257GE requires the investor to notify HMRC if he or she ceasesto be a
qualifying investor, or if relief should be withdrawn for one of a number of specified
reasons and new section 257 DF places a similar requirement on the company.

New section 257GG gives HMRC power to require information where either new
section 257GE or new section 257GF applies or could have applied.

New section 257GH gives HMRC a power to require information in other cases,
specifying from whom information may be required in various different circumstances.

New section 257Gl allows HMRC to disclose to a company that SEIS relief has been
obtained in respect of its shares.

Chapter 8

80.

New section 257H alowsfor transfers of shares between spousesor civil partnersnot to
betreated asadisposal. The SEISrelief remainsattributabl e to the sharesuntil adisposal
or other relevant event by the spouse or civil partner to whom they were transferred.
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New section 257HA sets out rules determining which shares are treated as having been
disposed of under either new section 257FA or 257H.

New section 257HB provides for the continuity of SEIS relief where a new holding
company is inserted above a company which has issued shares to which SEIS relief is
attributable, resulting in shareholders exchanging their original sharesfor sharesin the
new holding company.

Providing that certain conditions as specified by section 257HB(2) are met, new
section 257HB(3) provides that the original shares are not treated as disposed of, and
that the relief which was attributed to them isinstead attributed to the sharesin the new
holding company.

New sections 257HC and 257HD ensure that in other respects, the SEIS legidlation
appliesin respect of the new shares as it would have done in respect of the old shares.

New section 257HE contains provisions applying to nominees and bare trustees.

New section 257HF defines a“new qualifying trade” as being one which has not been
carried on by either the company or by any other person for longer than two years at
the date of issue of the shares; and neither the company nor any qualifying subsidiary
had carried on any other trade before the company in question began to carry on the
new trade.

New section 257HG defines “qualifying business activity” as either carrying on, or
preparing to carry on, anew qualifying trade, or carrying on research and devel opment
from which a new qualifying trade will be developed (or which will benefit a new
qualifying trade). For a business activity to be “qualifying” it must be carried on by
either the issuing company or by a qualifying 90 per cent subsidiary.

New sections 257HH and 257HI define the terms “disposal of shares’ and “issue of
shares’.

New section 257HJ contains anumber of definitions of termsused elsewherein part 5A.

Part 2 of the Schedule

90.
91.

92.
93.

94,

95.

96.

Part 2 provides for relief for capital gains.

Paragraph 2 provides for the Taxation of Chargeable Gains Act 1992 (TCGA) to be
amended.

Paragraph 3 inserts new sections 150E and 150F into the TCGA.

New section 150E mirrors existing section 150A TCGA that applies to EIS shares.
Section 150E reduces the consideration taken into account for capital gains tax on
a disposal of shares by the amount of the SEIS relief attributable to those shares. It
reduces or eliminates any chargeable gain on adisposal of sharesto which SEIS relief
is attributable and provides rules that permit those shares to be identified.

New section 150F mirrors existing section 150B TCGA that applies to EIS shares. It
modifies the effect of new section 150E to limit the reduction in any chargeable gain
on the disposal of sharesto which SEIS relief is attributable to the extent that valueis
received and the SEIS relief reduced in consequence.

Paragraph 4 of the Schedule inserts a new section 150G into the TCGA. Section 150G
introduces Schedule 5BB to the TCGA, which provides the SEIS re-investment relief.

Paragraph 5insertsnew Schedule 5BB into the TCGA —see paragraphs 97 to 108 bel ow.
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New Schedule 5BB TCGA

97.

98.

99.

100.

101.

102.

103.

104.

105.

106.

Paragraph 1 of Schedule 5BB sets out the conditions for relief and the amount of relief
available.

Paragraph 1(2) to (4) sets out three conditions for relief:
a. Anindividual must realise again on adisposal of an asset inthetax year 2012-13.

b. Theindividual must make aninvestment that qualifiesfor SEISrelief fromincome
tax, and claim that relief.

¢. Theindividual must claim SEIS re-investment relief in respect of the amount on
which the SEIS relief is claimed.

Paragraphs 1(5) to (7) sets out the amount of SEIS re-investment relief. Paragraph 1(5)
sets the amount on which SEIS relief is claimed (“the SEIS expenditure”) against the
gain onthedisposal of the asset. Paragraph 1(6) providesthat the amount of the gain that
has the SEIS expenditure set against it is not liable to CGT. Paragraph 1(7)(a) restricts
the SEIS expenditure on which relief may be claimed to the extent it has already been
used to claim to other SEIS reinvestment relief or to EIS deferral relief. Paragraph 1(7)
(b) ensures SEIS re-investment relief is not given against any part of the gain that has
already been covered by other SEIS re-investment relief or by EIS deferral relief

Paragraph 2 of Schedule 5BB restricts the amount of SEIS re-investment relief that is
given under paragraph 1 in two circumstances.

Paragraph 2(1) and (2) applies where the amount invested under SEIS exceeds the
maximum amount of £100,000 on which an individual can obtain income tax relief in
any one tax year. In this circumstance the SEIS re-investment relief is capped at the
amount on which SEIS relief is due, applying the formulain sub-paragraph (2).

Paragraph 2(3) and (4) applies where SEIS relief isrestricted before the claim to SEIS
re-investment relief is made. In this case the maximum amount on which SEIS re-
investment relief can be claimed is restricted by a similar amount, under the formula
in sub-paragraph (4).

Paragraph 2(5) gives the order in which the two restrictions in paragraph 2 are to be
applied in cases where they both apply.

Paragraph 3 of Schedule 5BB setsthe timelimit for claiming SEIS re-investment relief
asthe same asthelimit that appliesfor claimsto SEISrelief. The paragraph also makes
clear that claimsto SEIS re-investment relief may be made before effect is given to the
claim for SEISrelief on which the SEIS re-investment relief claim depends.

Paragraph 4 of Schedule 5BB treats the amount on which SEIS re-investment relief
is given as spread (‘attributed’) equally across all the shares in respect of which the
claimtorelief ismade. Thisisrequired in order to be able to recover the correct amount
of relief, should this become necessary, under paragraph 5 or 6 of Schedule 5BB (see
below).

Paragraph 5 of Schedule 5BB applies where the SEIS relief attributed to shares is
withdrawn or reduced so that the SEIS re-investment relief attributed is also withdrawn
or reduced in the same proportion. For example, if the SEIS relief were reduced by
60 per cent the SEIS re-investment relief will aso be reduced by 60 per cent. Where
this happens paragraph 5(2) makes the individual who made the investment liable to
CGT for the tax year 2012-13 on a chargeable gain of the appropriate amount. Where
paragraph 5 appliesto reduce the amount of SEIS re-investment relief attributableto the
sharesin question, sub-paragraphs (4) and (5) reduce the amount of SEISre-investment
relief remaining attributable to the shares by a corresponding amount.
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Paragraph 6 of Schedule 5BB modifies the effect of paragraph 5 in cases where the
investor in shares to which SEIS re-investment relief is attributable transfers some or
all of the shares to their husband or wife or civil partner, and that transfer does not
itself lead to relief being withdrawn. Where SEIS re-investment relief is withdrawn or
reduced after the transfer, a gain is charged to CGT on the transferee spouse or civil
partner in respect of the shares which they hold, and the amount of the gain charged on
the original investor is based on only the shares they till hold.

Paragraphs 7 and 8 of Schedule 5BB make supplementary provision. Paragraph
7(1) permits all necessary adjustments to be made to give effect to clams or
charges under the Schedule, notwithstanding the normal time limits for amending or
making assessments to CGT. Paragraph 7(2) provides that when an assessment under
paragraphs 5 or 6 to withdraw re-investment relief, interest is to be charged from 31
January following the tax year in which the assessment is made. Paragraph 8 defines
various terms in Schedule 5BB.

Part 3 of the Schedule

109.

110.

111

112.

113.

114.

115.

116.

117.

118.
119.

120.

Part 3 makes consequential amendmentsto ITA (and in particular to the existing EIS
and VCT rulesin Parts 5 and 6 of that Act) and to the TCGA 1992.

Paragraph 7 of the schedule amends the overview of ITA, adding a reference to the
new Part 5A.

Paragraphs 8 and 9 amend sections 26 and 27, which form part of the computational
rules for income tax liability, to add SEIS relief.

Paragraph 10 amends section 169, which deals with the EIS rules on directors and
the circumstances in which they may qualify for relief in respect of an investment in
shares. The rules are amended to allow a paid director to qualify for EIS relief where
the relevant investment was made before the end of the qualifying holding period for
aholding of SEIS shares which attracted relief.

Paragraph 12 amendsthe EISrules so that any SEISinvestment received by acompany
in the 12 monthsto the date of issue of EIS shares, istaken into account in determining
the maximum amount of investment which will attract tax relief in that 12 month period.

Paragraphs 11 and 13 amend the EIS rules to add a new requirement, that before a
company can issue shares qualifying under EIS it must have spent at least 70 per cent
of any money raised under SEIS.

Paragraph 14 amends the EIS rule determining identification of shares on a disposal,
to include those which have attracted SEIS relief.

Paragraph 16 amendsthe V CT rulesso that any SEISinvestment received by acompany
in the 12 months to the date of any investment by a VCT, is taken into account in
determining whether a holding will form part of aVCT’s qualifying holdings.

Paragraphs 15 and 17 amend the VCT rules to add a new requirement, that before a
company may receive a VCT investment it must have spent at least 70 per cent of any
money raised under SEIS.

Paragraph 18 introduces amendments to the TCGA.

Paragraphs 19 and 20 make amendments to the rules which determine how any gain
or loss on disposal of shares which have attracted EIS relief, isto be calculated. These
amendments arise as a consegquence of other changes in the Schedule and do not
materially alter the rules.

Paragraph 21 amends Schedule 5B TCGA. Schedule 5B allowsindividualsto defer the
time at which gains on disposals of assets become liable to CGT where they invest in
shares under the terms of the main EIS. The amendments made by paragraph 21 ensure
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that both EIS deferral and SEIS re-investment relief cannot be claimed in respect of
the same expenditure.

121.  Paragraph 22 amends section 98 of the Taxes Management Act (TMA) 1970 to include
the information obligations provided for by sections 257GE, 257GF, 257GG and
257GH. Section 98 lists those information obligations which may carry apenalty if not
complied with.

Background Note

122.  The Chancellor announced at Budget 2011 that the Government would bring forward
proposalsfor support for investment in small, early stage companies, in addition to that
provided by the EIS and Venture Capita Trusts (VCT) scheme.

123. A consultation document, "Tax-advantaged venture capital schemes. a consultation”
was published on the Treasury website on 6 July 2011 setting out proposals and seeking
views on a number of design issues.

124.  Views expressed in response to the consultation have been taken into account in
developing the new SEIS relief. The Government’s response to the consultation was
published on 6 December 2011 and is available on the HMT website.

125.  The Government announced the proposal to introduce SEIS re-investment relief in the
autumn statement 2011. HMRC issued a Technical Note outlining the scope of therelief
on 6 December 2011 and draft legidation was published on 31 January 2012.

Section 39Schedule 7: Enterprise I nvestment Scheme

Summary

1 Section 39 and Schedule 7 make a range of changes to the Enterprise Investment
Scheme (EIS), in respect of shares issued on or after 6 April 2012. This increases
the annual amount an investor may invest under the EIS, and provides for three
simplifications to the EIS rules. A trade which consists substantially in the receipt of
feed-in tariffs (with certain exceptions) will become a non-qualifying activity. Monies
used to acquire shares or stock in acompany will no longer be regarded as employed for
the purposes of a qualifying business activity. A “no disqualifying arrangements’ test
isintroduced. The Schedule al so raises the thresholds for eligible companies under the
scheme, subject to a Treasury appointed day order. The increases in these thresholds
are subject to State aid approval.

Details of Schedule

Part 1

2. Paragraph 1 introduces the changes to be made to Part 5 of the Income Tax Act 2007,
dealing with EIS income tax relief.

3. Paragraph 2 removes the requirement for an investor to have subscribed a minimum of
£500 in acompany in order to qualify for relief.

4, Paragraph 3 of the Schedule increases from £500,000 to £1million the annual amount
that an investor may invest under the EIS.

5. Paragraph 4 amends the EIS * connected person” rules so that any loan capital that the
investor has in the company is not taken into account when computing whether they
are excluded from EIS income tax relief through having a 30 per cent interest in the
company.

6. Paragraph 6 widens the definition, for EIS, of the sorts of shares for which investors
can subscribe under the scheme to include shares carrying certain preferential rights
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to dividends. Shares are still excluded if: a) they carry preferentia right to assets on
winding up; or b) if the amount and timing of the dividends depend on a decision of
the company or any other person; or c) if the rights to dividends are cumulative (that
is, the right to receive a dividend rolls forward to future periods if the company has
insufficient profits to pay the dividend).

Paragraph 7(2) increases, for EIS, the annual amount of investment that acompany may
raise under theV C schemesfrom £2millionto £5million. Theincreaseis subject to State
aid approval and will come into effect in respect of shares issued on or after 6 April
2012, subject to a Treasury appointed day order bringing the legislation into effect.

Paragraph 7(3) provides that where a company has received any other risk capital
investment which constitutes a State aid, that investment is also taken into account in
calculating whether the £5million limit has been reached.

Paragraph 8 amends the rules on how the monies raised by the share issued are to be
employed, so that monies used to buy shares or stock in a company will no longer be
regarded as having been employed for the purposes of a qualifying business activity.

Paragraph 9 introduces a “no disqualifying arrangements’ requirement. Arrangements
are “disgualifying” if they are entered into with the purpose of ensuring that any of the
venture capital schemes tax reliefs are available in respect of the relevant company’s
business, and either: al or most of the monies raised under the scheme are paid to or
for the benefit of a party to the arrangements; or in the absence of the arrangements, it
would be reasonable to expect that the business would be carried on as part of another
business by a person who is a party to the arrangements or a person connected with
such a party.

Paragraph 11 increases the gross assets limit for EIS from £7million before the EIS
investment and £8million afterwards to £15million and £16million respectively. The
increases are subject to State aid approval and will comeinto effect in respect of shares
issued on or after 6 April 2012, subject to a Treasury appointed day order bringing the
legislation into effect..

Paragraph 12 increasesthe limit on the number of employeesthat aqualifying company
may have from fewer than 50 to fewer than 250. The increase is subject to State aid
approval and will come into effect in respect of shares issued on or after 6 April 2012,
subject to a Treasury appointed day order bringing the legidation into effect..

Paragraphs 13 and 14 exclude as qualifying trades, any which consist substantially
in the generation or export of electricity in respect of which the company receives
a feed-in tariff under a UK government scheme or a similar overseas scheme. This
applies generally where the relevant shares are acquired on or after 6 April 2012. For
shares issued on or after 23 March 2011 and before 6 April 2012, a holding will still
qualify providing the subsidised generation or export beginsbefore 6 April 2012. Trades
where the electricity is generated by anaerobic digestion or hydroel ectric power are not
excluded by the legidlation. Irrespective of the means by which electricity is produced,
trades carried on by community interest companies, co-operative soci eties, community
benefit societies or Northern Irish industrial and provident societies are not affected by
the legislation.

Paragraph 17 brings the legidation in line with that on the new Seed Enterprise
Investment Scheme, by making clear that the death of an investor within the qualifying
period for the shares will not trigger the reduction or withdrawal of relief.

Paragraph 19 amends the information powers at section 243 of the Income Tax Act
2007, to allow HM Revenue & Customs (HMRC) to seek information in relation to the
“disqualifying arrangements’ requirement from relevant parties.

Paragraph 21 amends the existing definition of “arrangements’ to make it clear that
“arrangements’ includes a single transaction or a series of transactions.
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Part 2: Enterprise Investment Scheme: Chargeable gains

17.

18.

19.

20.

21

22.

Paragraph 26 introduces the changes to be made to the Taxation of Chargeable Gains
Act 1992 (TCGA), dealing with EIS disposal relief and EIS deferral relief.

Paragraph 27 makes an amendment to section 150A of TCGA to ensure that the
calculation of any capital gain on the disposal of shares to which EIS relief has been
attributabl e takes account of EIS relief at the appropriate rate.

Paragraph 29 increases, for reinvestment relief under Schedule 5B to TCGA, theannual
amount of investment that acompany may raise under the VC schemes from £2million
to £5million. The increase is subject to State aid approval and will come into effect in
respect of shares issued on or after 6 April 2012, subject to a Treasury appointed day
order bringing the legidation into effect..

Paragraph 30 introduces a® no disqualifying arrangements’ requirement. Arrangements
are“disqualifying” if they are entered into with the purpose of ensuring that any of the
venture capital schemes tax reliefs are available in respect of the relevant company’s
business, and either: al or most of the monies raised under the scheme are paid to or
for the benefit of a party to the arrangements; or in the absence of the arrangements, it
would be reasonable to expect that the business would be carried on as part of another
business.

Paragraph 31 amends the information powers at Paragraph 11 of Schedule 5B, to allow
HMRC to seek information in relation to the “ disqualifying arrangements’ requirement
from relevant parties.

Paragraph 32 amends the existing definition of “arrangements’ to make it clear that
“arrangements’ includes a single transaction or a series of transactions.

Background Note

23.

24,

25.

The EIS and Venture Capital Trusts (VCT) scheme encourage investment in small,
higher risk trading companies by offering tax incentives to investors in qualifying
companies.

Following consideration of responses to a consultation document "Financing a Private
Sector Recovery", published on 26 July 2010 and to a further consultation, “The path
to strong, sustainable and balanced growth" (the “Growth Review”), published on 29
November 2010, the Chancellor announced in his Budget on 23 March 2011 that subject
to State aid approval, limits on the size of companies which can benefit under the
schemes would be increased.

A further consultation document, "Tax-advantaged venture capital schemes. a
consultation" was published on the Treasury website on 6 July 2011 seeking views on
waysin which the EIS and VCT might be improved.

Section 40Schedule 8: Venture Capital Schemes

Summary

1

Section 40 and Schedule 8 make arange of changesto the Venture Capital Trust (VCT)
scheme. A tradewhich consists substantially in thereceipt of feed-in tariffs (with certain
exceptions) will become a non-qualifying activity. Monies used to acquire shares or
stock in a company will no longer be regarded as employed for the purposes of a
qualifying business activity. A “no disqualifying arrangements” test is introduced, and
there is a relaxation to the restriction on the amount of money a VCT may invest in
a company. The Schedule also raises the thresholds for eligible companies under the
scheme. The increases in these thresholds are subject to State aid approval.
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Details of Schedule

2.

10.

11.

12.

Paragraph 1 introduces the changes to be made to Part 6 of the Income Tax Act 2007,
dealing with the VCT scheme.

Paragraphs 2 and 3 amend the conditions which a VCT must meet in order to obtain
VCT approval, to prevent aVCT from making an investment in any company in excess
of the maximum amount permitted in a 12-month period by State aid rules applying to
risk capital investment. This appliesin respect of any investment made by the VCT on
or after the date on which Finance Act 2012 is passed.

Paragraph 3(4) describes which previous investments in a company are to be taken
into account and includes not only previous VCT, Enterprise Investment Scheme (EIS)
investment or Seed Enterprise I nvestment Scheme (SEIS) investment but al so any other
any other risk capital investment which constitutes a State aid.

Paragraph 5 removesthe restriction that preventsaV CT investing more than £1million
per annumin any singlecompany. Therestriction continuesto apply wherethe company
isamember of a partnership or joint venture that carries on the qualifying trade. This
takes effect in respect of shares or securitiesissued on or after 6 April 2012.

Paragraph 6(2) increases the annual amount of investment that a company may raise
under the VCT schemes from £2million to £5million. The increase is subject to State
aid approval and will take effect in respect of shares or securities issued on or after 6
April 2012, subject to a Treasury appointed day order,

Paragraph 6(3) provides that where a company has received any other risk capital
investment which constitutes a State aid, that investment is also taken into account in
calculating whether the £5million limit has been reached.

Paragraph 7 amends the rules on how the investee company may use the VCT
investment, so that monies used by it to buy shares or stock in another company will no
longer be regarded as having been employed for the purposes of a qualifying business
activity.

Paragraph 8 increasesthe grossassetslimit for VCT investee companiesfrom £7million
before the VCT investment and £8million afterwards to £15million and £16million
respectively. The increases are subject to State aid approval and will come into effect
in respect of shares or securities issued on or after 6 April 2012, subject to a Treasury
appointed day order,

Paragraph 9 increases the limit on the number of employees that a qualifying company
may have from fewer than 50 to fewer than 250. The increase is subject to State aid
approval and will come into effect in respect of shares or securities issued on or after
6 April 2012, subject to a Treasury appointed day order,

Paragraph 10 introduces a“ no disqualifying arrangements’ requirement. Arrangements
are“disqualifying” if they are entered into with the purpose of ensuring that any of the
venture capital schemes tax reliefs are available in respect of the relevant company’s
business, and either: al or most of the monies raised under the scheme are paid to or
for the benefit of a party to the arrangements; or in the absence of the arrangements, it
would be reasonable to expect that the business would be carried on as part of another
business. The legislation includes a definition of “arrangements” which applies for the
purpose of thistest. This takes effect in respect of shares or securitiesissued on or after
6 April 2012.

Paragraphs 11 and 12 exclude as qualifying trades any which consist substantially in
the generation or export of electricity in respect of which the company receives afeed-
in tariff under a UK government scheme or a similar overseas scheme. This applies
generally where the VCT acquires the relevant holding on or after 6 April 2012. For
holdings acquired on or after 23 March 2011 and before 6 April 2012, a holding will
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still qualify providing the subsidised generation or export begins before 6 April 2012.
Trades where the el ectricity is generated by anaerobic digestion or hydroel ectric power
are not excluded by the legidation. Irrespective of the means by which electricity is
produced, trades carried on by community interest companies, co-operative societies,
community benefit societies or Northern Irish industrial and provident societies, are not
affected by the legidlation.

Paragraph 15 introduces an information power to allow HM Revenue & Customs
(HMRC) to seek information from those it believes are parties to “disqualifying
arrangements”.

Paragraph 17 adds the new information power to the list already at section 98 of the
Taxes Management Act 1970. Section 98 allows HMRC to seek a penalty for failure
to comply with an information notice, or for fraudulently or negligently providing
incorrect information in response to an information notice.

Background Note

15.

16.

17.

The EIS and VCT scheme encourage investment into small, higher risk trading
companies by offering tax incentives to investors in qualifying companies.

Following consideration of responses to a consultation document "Financing a Private
Sector Recovery"”, published on 26 July 2010 and to a further consultation, “The path
to strong, sustainable and balanced growth" (the “Growth Review”), published on 29
November 2010, the Chancellor announced in hisBudget on 23 March 2011 that subject
to State aid approval, limits on the size of companies which can benefit under the
schemes would be increased.

A further consultation document, "Tax-advantaged venture capital schemes. a
consultation" was published on the Treasury website on 6 July 2011 seeking views on
waysin which the EIS and VCT might be improved.

Section 41Schedule 9: Capital Allowances. Restricting the Exception for
Manufacturers and Suppliers

Summary

1

Section 41 and Schedule 9 removes an exception from the capital allowances anti-
avoidance rules that exists for certain transactions where unused plant or machinery
is bought or hire purchased from the manufacturer or supplier, but only where the
transaction has an avoidance purpose. This is a change from the 12 August 2011
announcement, which announced the outright repeal of this exception (that is, without
the current proviso) in relation to expenditureincurred on or after 12 August 2011. The
change now effected by this Section providesthat the exception from the anti-avoidance
rules will continue for expenditure incurred on or after 12 August 2011, but before the
relevant April start date, but only as long as it is not incurred as a result of a relevant
transaction with an avoidance purpose, or as a result of a scheme or arrangement that
has an avoidance purpose. (The position in relation to expenditure incurred on or after
the relevant April start date is dealt with separately in paragraph 7 of Schedule 9.)

Details of the Section

2.

Subsection (1) amends section 230 of the Capital Allowances Act 2001 (CAA) so
that transactions with manufacturers or suppliers are no longer exempted from any
restriction on the buyer’ sallowances made by section 217 of CAA (which deniesannual
investment allowance or first-year allowances).

Subsection (2) provides that the change applies to expenditure incurred on or after 12
August 2011.
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Subsection (3) provides that, in relation to expenditure incurred between 11 August
2011 and ‘the next amendment date’ (later defined as 1 April 2012, for corporation tax
purposes, or 6 April 2012, for incometax purposes) first-year allowances are not denied
provided the condition in subsection (4) is met.

Subsection (4) sets out the condition, providing that if the amendments made by
paragraphs 1 to 7 of Schedule 9 had been in force between 12 August 2011 and the
relevant April 2012 start date, the transaction would not have been caught by the anti-
avoidance rulein the revised section 215 and first-year alowances will not be denied.

Subsection (5) defines ‘the next amendment date’ and explains that it means the date
defined in paragraph 9 of Schedule 9, that is, 1 April 2012 for corporation tax purposes,
or 6 April 2012 for income tax purposes.

Background Note

7.

10.

11.

12.

Chapter 17 of CAA contains anti-avoidance rules that restrict the capital allowances
that may be claimed where person B buys, or acquiresunder ahire-purchase (or similar)
contract, plant or machinery from person S.

Allowances may be restricted where B and S are connected, where there is a sale and
leaseback between B and S or wherethe capital allowanceswerethe sole or main benefit
which might have been expected to accrue from the transaction between B and S. In
these circumstances B’ s allowances may be restricted in two ways. Firstly, B will be
prevented from claiming annual investment allowance (AlA) or first-year allowance
(FYA) (by section 217 CAA). Secondly, B’s qualifying expenditure (the amount on
which capital alowances may be claimed) will be restricted (by section 218 CAA).

However, where B buys, or hire-purchases, unused plant or machinery fromSand S's
businessisthe manufacture or supply of such plant or machinery then section 230 CAA
provides an exception from the anti-avoidance rules. For expenditure incurred before
12 August 2011, the exception was from both section 217 and section 218 so that B was
ableto claim AlA and FY A and there was no restriction of B’s qualifying expenditure.

However, in light of evidence that the manufacturers and suppliers exception was
being used to facilitate avoidance, on 12 August 2011 the Government announced that
legislation would be introduced in the 2012 Finance Act to repea the exception from
section 217 for expenditure incurred on or after 12 August 2011.

Asaresult, although the amount of B’ squalifying expenditureisnot restricted, the anti-
avoidance rules can prevent B claiming AlA or FY A in respect of expenditureincurred
on or after 12 August 2011 even where the plant or machinery is acquired from the
manufacturer or supplier.

However in the light or representations made during the consultation period and
following the publication of the draft legislation on 6 December 2011 the Government
decided that it was not necessary to wholly repeal section 230 from 12 August
2011. The repeal now applies only to transactions that have an avoidance purpose
and normal commercial manufacturer supplier transactions, involving connected parties
or sale and leaseback arrangements are not affected... In summary, for expenditure
incurred on or after 12 August 2011 section 230 will continue to provide an exception
from the restrictions in both section 217 and section 218 unless the transaction has an
avoidance purpose.

Section 42Schedule 9: Capital Allowances for Plant and Machinery: Anti-
Avoidance

Summary

1

Section 42 and Schedule 9 amends the legislation that counters abuse of the rules for
plant and machinery allowances, to make it more effective at preventing Exchequer
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loss. The changes will apply to expenditure incurred on or after 1 April 2012 (for
businesses within the charge to corporation tax) and on or after 6 April 2012 (for
busi nesses within the charge to income tax).

The legidlation is also amended to confirm the meaning of the word ‘assigns’ for the
purposes of the Capital Allowances Act (CAA)2001.

Details of the Schedule

3.

10.

11.

12.

13.

Paragraph (1) replaces section 215 of the CAA 2001: Transactions to obtain
allowances, with new section 215 of CAA: Transactions to abtain tax advantages.

Subsection (1) of new section 215 provides that plant and machinery allowances will
berestricted if arelevant transaction between B and S has an avoidance purpose, is part
of a scheme or arrangement that has an avoidance purpose or occurs as a result of a
scheme or arrangement with an avoidance purpose.

New subsection (2) provides that a relevant transaction can be treated as part of, or
occurring as a result of, a scheme or arrangement regardiess of when the scheme or
arrangement is entered into or whether it islegally enforceable.

New subsection (3) defines an *avoidance purpose’: if the main purpose, or one of the
main purposes, of a party in entering into a transaction, scheme or arrangement is to
enable any person to obtain atax advantage that woul d not otherwise have been obtained
then that transaction, scheme or arrangement has an avoidance purpose.

New subsection (4) provides that a ‘tax advantage that would not otherwise have been
obtained’ in subsection (3) includes an allowance that is in any way more favourable
to any person — for example an allowance at a higher rate, claimed sooner or on a
greater amount of qualifying expenditure—than the one that would otherwise have been
obtained.

New subsections (5) and (6) provide that allowances may be restricted in different ways
depending on the kind of tax advantage. Section 217 of CAA deniesannual investment
allowance or first-year allowance where the transaction has an avoidance purpose. The
way in which writing down allowances may be restricted by new section 218ZA is
determined by the nature of the tax advantage.

New subsection (7) describes two particular kinds of tax advantage: (a) the allowance
is calculated using a higher rate than the one that would otherwise be used, or (b) the
allowance in respect of an amount of expenditure is available sooner than it would
otherwisebe. These particular kinds of tax advantage are specified to enableallowances
to be restricted in an appropriate way, by new section 218ZA (5).

New subsection (8) providesthat if atransaction, scheme or arrangement involves more
than one tax advantage (for example, allowances at a higher rate on a greater amount
of expenditure) then allowances may be restricted in more than one way.

Paragraph (2) amends section 57 (3) of CAA to ensure that expenditure excluded by
new section 218ZA is not included in the amount of a person’s available qualifying
expenditure.

Paragraphs (3) and (4) amend sections 214 and 216 respectively to reflect the
introduction of new section 218ZA. Allowances may be restricted under section 218
where there is a transaction between connected persons (within section 214) or where
there is a sale and leaseback transaction (within section 216). If a connected person
transaction or asale and |easeback also has an avoidance purpose, or is part of ascheme
or arrangement with an avoidance purpose, then allowances may be further restricted
under new section 218ZA(3).

Paragraph (5) makes various amendments to section 218 so that section 218 will no
longer restrict allowances where there is a transaction to obtain tax advantages within
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section 215, unless the transaction falls within section 215 and section 214 (connected
persons transactions) or section 215 and section 216 (sale and |easebacks).

Paragraph (6) inserts new section 218ZA of CAA which determines how writing-down
allowances areto be restricted where there is a transaction to which section 215 applies.
New section 218ZA appliesevenif thetransaction also fall swithin section 214 (because
it is aconnected person transaction) or within section 216 (sale and leasebacks). New
section 218ZA operates by restricting the allowances that B can claim following the
transaction (B is the person who has incurred, or is treated as having incurred capital
expenditure on the provision of plant and machinery). Allowances can be restricted by
reducing the amount of expenditure on which B can claim alowances, by reducing the
rate at which allowances are given or by reversing any timing advantage sought (or any
combination of restrictions).

New section 218ZA subsection (1) provides that where there is an avoidance purpose
the amount of expenditure on which B can claim capital allowancesis restricted. The
restriction of allowances is made under this subsection unless the tax advantage is
within section 215(7), that is, either that B's allowances are calculated at a higher rate
or B isentitled to an alowance sooner than it would otherwise be.

New subsection (2) explains that, if new subsection (1) applies, B's qualifying
expenditureisrestricted by the amount that would in effect cancel out the tax advantage
whether or not the tax advantage arisesto B. However, the restriction can never be more
than B’ s expenditure under the relevant transaction.

New subsections (3) and (4) provide that if B’s writing-down alowances could be
restricted both under subsection (1) (because there is an avoidance purpose) and also
under section 218 or section 228, then B’ s allowances are restricted by the amount that
isthe larger of the two restrictions.

New subsection (5) providesthat if the tax advantage is within section 215(7) — where
B’ sallowances have been cal culated at a higher rate or claimed sooner than they would
otherwise have been - then the restriction is that B’s writing-down allowances are
calculated using the rate that would have been used or the entitlement is delayed to
when it would have been avail able without the tax advantage.

New subsection (6) provides that a restriction calculated under subsection (5), by
referenceto therate or timing of B’ sallowances, can be made in addition to arestriction
under section 218 or section 228.

Paragraph (7) providesthat section 230 of CAA, asamended by section 686a, is further
amended.

Subparagraph (2) amends subsection (1) of section 230 so that the ‘exception for
manufacturersand suppliers fromtherestrictionsin sections218 and 217 will not apply
if there is a transaction with an avoidance purpose, or which is part of or occurs as a
result of a scheme or arrangement with an avoidance purpose, within section 215.

Paragraph (8) inserts new section 268E of CAA which confirms the definition of the
terms ‘assigns’ and ‘assignments’ which apply for Part 2 of CAA.

Paragraph (9) provides that the amendments made by this section will apply from 1
April 2012 (for corporation tax purposes) and 6 April 2012 (for income tax purposes).

Background Note

24,

Depreciation of fixed assets charged in the commercia accounts of a business is not
allowed as a deduction in computing the taxable profits. Instead capital allowances
may be given at prescribed rates on certain assets, including plant and machinery. The
Annual Investment Allowance (AlA) provides an annual 100 per cent allowancefor the
first £25,000 (thisisthe maximum annual allowance from April 2012) of investment in
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plant and machinery to all businesses. There are also 100 per cent first-year allowances
(FYA) available for expenditure on certain types of plant or machinery. Otherwise
expenditure on plant and machinery attracts writing down allowance (WDA) at the
main rate of 18 per cent per annum or the special rate of 8 per cent per annum (these
are the rates that apply from April 2012).

Chapter 17 CAA contains anti-avoidance rules that restrict the plant and machinery
allowances that may be claimed following certain relevant transactions. A relevant
transaction isone in which: S sells plant or machinery to B, or

» B entersinto ahire-purchase or similar contract for plant or machinery with S, or

e Sassigns the benefit of a hire purchase or similar contract for plant or machinery
toB

Allowances may be restricted where the relevant transaction is ¢ between connected
persons (defined in section 214), or

» atransaction to obtain allowances (defined in section 215), or
» asdeand leaseback (defined in section 216).
The anti-avoidance rules are being amended to make them more effective.

The ‘sole or main benefit’ test currently in section 215 is being replaced by a new
‘purpose’ test that will apply where the main, or one of the main, purposes of aparty in
entering into atransaction (or ascheme or arrangement of which therelevant transaction
is part) isto enable any person to abtain atax advantage that would not otherwise have
been obtained. The tax advantage may arise to a party to the transaction or any other
person.

A ‘tax advantage’ is defined in section 577(4) of CAA. The term includes allowances
that are ‘greater’ or more favourable because the amount of qualifying expenditure has
been artificially increased, because the allowances have been aclaimed at aratethat is
too high or because they have been claimed sooner than they should have been.

Where a transaction, scheme or arrangement has an avoidance purpose then B’s
allowances are restricted to, in effect, cancel the tax advantage. To this end, the
restriction may be to reduce the rate at which B’s allowances are calculated (if the tax
advantage B would otherwise obtainisallowances at arate that istoo high) or to reverse
any timing advantage sought by B so that B is, in both cases, in the position that B would
have been in without the tax advantage. In other situations B’ squalifying expenditureis
restricted to an amount that has the effect of negating the tax advantage. If appropriate
more than one restriction may be made to B’ s alowances.

It is possible that a transaction with an avoidance purpose is also a connected person
transaction or asale and leaseback, in which case the application of the existing rulesin
section 218 or section 228 must also be considered and the largest applicablerestriction
made.

The ‘purpose’ test and the consequences of entering into a transaction, scheme or
arrangement with an avoidance purpose are consistent with the approach used in other
purpose tests elsewhere in the Taxes Acts.

Section 43Schedule 10 Plant and Machinery Allowances: Fixtures

Summary

1

Section 43 and Schedule 10 make the availability of capital allowancesto apurchaser of
fixtures conditional on: (i) previous business expenditure on qualifying fixtures being
pooled before asubsequent transfer on to another person, (ii) the value of fixtures being
fixed formally within two years of a transfer. However, in relation to the rule at (ii),
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there is an aternative method of fixing the value that applies only in some (narrowly
defined) cases where an intermediate owner or lessee, who was not entitled to claim
an allowance, had failed to determine a fixtures apportionment with the past owner.
In addition, the new provisions make atechnical adjustment in respect of the Business
Premises Renovation Allowances (BPRA) scheme, to enable a new owner to claim
plant and machinery capital allowanceson any fixtures expenditure not already relieved
by BPRA.

Details of the Schedule

2.

3.

Paragraph 1 isintroductory and explains that the Capital Allowances Act 2001 (CAA)
isto be amended.

Paragraph 2 introduces new sections 187A and 187B into CAA.

New Section 187A Effect of changesin ownership of afixture

4.

New subsection (1) of section 187A sets out the circumstances in which the section
applies. It appliesif :

e acurrent owner incurs capital expenditure on acquiring a property containing
fixtures from another person, for the purposes of his business;

» that other person, or a previous owner, is treated as having been the owner of the
fixtures at arelevant earlier time (see new subsection (2) and new section 187B (4)
and (5)) asaresult of incurring other expenditure (* historic expenditure”) on their

provision, for the purposes of a business carried on by that past owner;

e that past, business owner was entitled to claim plant and machinery allowances
(PMAS) in respect of the historic expenditure; but -

The new section does not apply if the previous owner was only entitled to relief by
virtue of the contributions legislation in section 538, CAA.

New subsection (2) explains what is meant by:

e “the past owner”. In respect of an amount of historic expenditure, it is the person
who was entitled to claim most recently in respect of that amount; and

* ‘“relevant earlier time.” This has the meaning given by new section 187B (4) and

(5).

New subsection (3) providesthat the qualifying expenditure incurred by the new owner
isto betreated asnil if -

» the“pooling requirement” (see new subsection (4)) is not satisfied;

» “the fixed value requirement” (see new subsections (5),to (8)) applies but is not
satisfied; or

» “the disposal value statement requirement” (see new subsections (10) and (11))
applies but is not satisfied,

in relation to the past owner. So, in al cases to which this new section applies,
the pooling requirement must be satisfied. In addition, one or other of the “value’
requirements will apply and must be satisfied in every case to which this new section
applies. (In practice, the “fixed value requirement” will apply in the vast mgjority
of cases and the “disposal value statement requirement” is likely only to apply very
infrequently.)

New subsection (4) explains “the pooling requirement”. It provides that the historic
expenditure must have been allocated to a pool in a chargeable period beginning on or
before the day on which the past owner ceased to own the fixture, or the past owner
claimed afirst-year alowance on the expenditure (or any part of it).
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New subsection (5) explainswhen “thefixed value” requirement applies. Itonly applies
where the past owner is or has been required to bring the disposal value of the plant
or machinery into account in accordance with one of three particular disposal events
described inthe Tablein section 196, CAA. (Therelevant disposal eventsareitems1, 5
or 9inthat Table. Item 1 coversthe case of amarket value sale; item 5 covers the case
of an incoming lessee paying a capital sum for the lease, which sum falls to be treated
in whole or part as expenditure on the provision of the fixture; and item 9 covers the
case of apast owner, who permanently discontinues his business, followed by a sale of
the qualifying interest in the property, including its fixtures. This last case should be
distinguished from the example giveninrelation toitems 1, 5 or 9 in that Table. Item
1 covers the case of amarket value sale; item 5 covers the case of an incoming lessee
paying a capital sum for the lease, which sum falls to be treated in whole or part as
expenditure on the provision of the fixture; and item 9 covers the case of a past owner,
who permanently discontinues his business, followed by asale of the qualifying interest
in the property, including its fixtures. Thislast case should be distinguished from the
example given inrelation toitems 1, 5or 9 in that Table. Item 1 coversthe case of a
market value sale; item 5 coversthe case of anincoming lessee paying a capital sum for
the lease, which sum fallsto be treated in whole or part as expenditure on the provision
of thefixture; and item 9 coversthe case of apast owner, who permanently discontinues
his business, followed by a sale of the qualifying interest in the property, including its
fixtures. Thislast case should be distinguished from the example given in relation to

New subsection (6) explains that the fixed value requirement is met when one of two
outcomes occurs. That is, either:

(&) ‘arelevant apportionment of the apportionable sum has been made’ (see new
subsection (7); or

(b) the current owner has obtained certain statements where the property is acquired
from someone other than “the past owner”, as defined in subsection (2) (see new
subsection (8))

The overwhelming majority of commercial property transactions involving second-
hand fixtures will fall within new subsection 6(a) (see new subsection (7) below for
more information),

New subsection (6) (b) isa changefrom the draft legidlation published for consultation
on 6 December 2011 (see new subsection (8) below for more information).

New subsection (7) explains that a relevant apportionment is made if —

(8) theTribunal has determined the part of the sale price that constitutes the disposal
value of the fixtures, on an application made by one of the affected parties within
two years of the purchaser’s acquisition; or

(b) there has been ajoint election, under either section 198 or section 199 of CAA,
as appropriate, between the past owner and the purchaser within two years of the
acquisition (or, if an application to the tribunal is made within two years, and not
determined or withdrawn, before the end of that period before that application is
determined or withdrawn).

The overwhelming majority of commercial property transactions involving second-
hand fixtureswill involve arel evant apportionment, so that therewill be the requirement
for areference to the tribunal, or for ajoint election to be made, within two years of a
sale. Infact, itisto beexpected that ajoint el ection (option (b) above), under section 198
or 199 of CAA, will bethepreferred coursein thevast majority of cases. Thisisbecause
it will clearly not be in the interests of either side to incur the trouble and any cost of
going to a tribunal unnecessarily, in any case where it would have been possible to
agree an apportioned value voluntarily.
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New subsection (8) introduces a relaxation to the draft legisation published for
consultation on 6 December 2011 to help ensure that it applies fairly. Under the
consultation draft of the legidation, an immediate purchaser, who was not entitled
to claim an allowance (for example, a charity) should have ensured that the “fixed
value requirement” was satisfied (either by entering into a joint section 198 or 199
of CAA election with the past owner, or by applying to the tribunal to determine the
apportionment) if that purchaser wanted to be able to pass on an entitlement to claim
allowances on those fixtures to anew owner in the future.

Persons who are not entitled to claim an allowance (such as charities that are not
chargeableto tax) buying property from * past owners’ are entitled to make asection 198
or 199 of CAA election, or to apply to the tribunal for a determination of the fixtures
value, if they wish to do so. They may wish to do so, in order to enable a future
business purchaser to claim in respect of those fixtures, thereby potentially enhancing
or protecting the value of their property investment. If they duly elect or apply to the
tribunal, they will then be able to provide the election notice or tribunal determination
to a new owner, on a later sale, thereby establishing the new owner’s entitlement to
allowances on those fixtures.

However, it ispossible that non-taxpayers, such as charities, may have scant knowledge
or awareness of the capital allowances legislation and may therefore inadvertently
omit to follow either of the election or tribunal procedures for making a fixtures
apportionment. Of course, it may be that the non-taxpayer had informally agreed with
the seller that the seller could return a nil disposal value for the fixtures, precisely
because the non-taxpayer was uninterested in the capital allowances. Indeed, it could
even be that the non-taxpayer obtained the property for a somewhat lower price in
consequence of allowing this. In such asituation, the expenditure on the fixtureswould
have been written off in full in the hands of the seller and it would be in accordance
with the underlying policy for those fixtures to have anil value in the hands the current
owner, purchasing the property from the non-taxpayer. However, in a case where it
can be formally demonstrated by the past owner that he returned a specific disposal
value for those fixtures, and that it is too late for the non-business purchaser to fix an
apportionment with him, a narrowly defined exception from the normal rule appears
to be justified.

New subsection (8) therefore providesthat, in these circumstances, if the current owner
obtains a written statement made by the ‘purchaser from the past owner’ (in our
example, say, a charity) that new subsection (6) (a) has not been met and is no longer
capable of being met, and also awritten statement made by the past owner of the actual
amount of the disposal value that the past owner, in fact, brought into account, then
the “fixed value requirement” would be regarded as met in that way. The expression
‘purchaser from the past owner’ in subsection (6)(b) means, in effect, an intermediate
owner or lessee who was not entitled to claim an allowance, and who acquired an
interest in the fixtures from a “past owner”, who was so entitled to claim.

New subsection (9) defines various expression used in new subsections (6) to (8), and
gives the statutory meaning of “election” for the three affected disposal events. That
is, if the disposal event fallswithinitem 1 or 9 of the Table in section 196, the election
will be under section 198 of CAA, whereas if the disposal event falls within item 5 of
that Table, the election will be under section 199 of CAA.

New subsection (10) explainswhen “the disposal value statement requirement” applies.
This provision is designed to cater for a very small subset of disposal events that may
have occurred, other than by virtue of an immediate sale of, or grant of alease of, the
fixtures by a person carrying on a qualifying activity. The requirement would apply
if, for example, a past owner had previously permanently ceased his business activity,
finalising his cessation accounts and tax return, in which he would have been required
to bring the market value of the fixtures, at that time, into account, in accordance with
item 7 of the Tablein section 61 of CAA. If, someyearslater, hethen decided to sell his
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former business premises with itsfixturesto a purchaser, “the disposal value statement
requirement” would apply.

New subsection (11) explains how “the disposal value statement requirement” is
satisfied. Thisis done by the past owner making a written statement of the amount of
the disposal value of the fixtures that heis, or has been, required to bring into account,
within two years of the date when he ceased to own them. The current owner must
obtain this statement, or a copy of it, either directly or indirectly from the past owner.

Thus if, for example, the immediate purchaser is not a business, but a later purchaser
isabusiness, the later purchaser may obtain the required statement either directly from
the past owner, or indirectly from the intermediate owner, who sold the property to
the current owner. Aswith the “fixed value requirement”, an intermediate purchaser,
who is not a business should ensure that he obtains this written statement from the
past owner, if he wants to make sure that he is able to pass on an entitlement to claim
on those fixtures to a future owner. However, the later owner is free to try to obtain
the statement, or a copy of it, directly from the past owner, if the past owner is still
contactable and willing to oblige.

New Section 187B Supplementary provision

19.

20.

21

New subsection (1) of section 187B providesthat it isfor the current owner seeking to
claim allowances to demonstrate whether:

» thefixed value requirement applies and, if so, is satisfied, and

» thedisposal value statement requirement applies and, if so, is satisfied

and, for this purpose, to provide a copy of any relevant tribunal decision, election or
statement, satisfying the relevant requirement, to HM Revenue and Customs (HMRC)
onrequest. (Althoughitisconsideredthat it isfor thetaxpayer to substantiateaclaimto
capital alowances, so that, from this perspective, and to this extent, this new subsection
could be viewed as somewhat superfluous, one of the main policy purposes of the new
provisions is to increase the operational clarity and certainty of the fixtures regime.
This new subsection is, therefore, intended to put beyond doubt what a current owner
will need to obtain and retain in order substantiate a fixtures claim under the new
provisions.)

As previoudly indicated, if a non-business purchases fixtures from a past owner who
was entitled to claim allowances on those fixtures, the non-business —

» should make the required election, or obtain atribunal determination if it wishesto
ensure that a known entitlement to claim can be passed on to a future owner;

or, exceptionally, it may be possible to retrieve the situation if -

* that non-business owner makes a written statement, in accordance with
section 187A(9)(a), at the time when it sells on the fixtures to a current owner
who wishesto claim allowances, if the current owner isalso ableto obtain (whether
directly or indirectly) from the past owner a written statement of the disposa
value which the past owner, in fact, brought into account, in accordance with
section 187A(9)(b). .

In general, current owners will require to hold on to the appropriate paperwork to
demonstrate their entitlement to claim in respect of historic expenditure on fixtures.

New subsection (2) provides that amounts stated in either the disposal value statement
or a statement provided by a past owner (where arelevant apportionment should have
been made, but a non-business owner acquiring the fixtures from a past owner, omitted
to do this) have effect in place of any apportionment that could have been made under
sections 562, 563 and 564(1).

New subsection (3) provides that for the purposes of section 187A the current owner
and the past owner may be the same person.
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New subsection (4) explains what is meant by ‘relevant earlier time in new
section 187A (2). It is any time that falls before the earliest time when the current
owner istreated as owning the fixtures, but that time must be on or after 1 April 2012
for corporation tax purposes or 6 April 2012 for income tax purposes because of the
commencement provisions in Paragraph 13 of the Schedule.

New subsection (5) ensures that the legislation does not apply where there has been
a sale of an asset that is no longer a fixture at the time of sale, unless that sale is
to a connected person. For example: company A owns a building, containing an
antique copper water heater, which it strips out and sells to an architectural salvage
dealer. Company B, not connected with company A, buys the copper water heater from
thedealer andinstallsit in aproperty it owns. Company B isnot required to establish the
disposal value brought into account by Company A and is not precluded from claiming
allowances based on what it paid for the asset.

New subsection (6) makes it clear that none of the conditions in section 187A (3) in
relation to the current owner, affects the disposal value that the past owner must bring
into account. So, for example, in a sale and purchase between two businesses, if the
fixed value requirement is not satisfied because no election has been made, and neither
hasthe tribunal been asked to determine the part of the sales proceeds that relatesto the
fixtures, so that the current owner’ s qualifying expenditure is deemed to be nil, the past
owner isstill required to bring in adisposal value, in accordance with section 196 CAA.

New subsection (7) provides that expressions used in this section have the same
meaning as expressions used in section 187A.

Paragraph 3 makes certain consequential amendments to section 198, CAA.
Paragraph 4 introduces changes to section 201 CAA.

Paragraph 4(3) introduces a new subsection 1A into section 201. The new subsection
provides that where new subsection (7)(a) of new section 187A applies, and an
application is made to the tribunal, then the time limit in section 201(1) does not
apply, but is modified to run to the time the tribunal determines the application or the
application is withdrawn.

Paragraph 5(1) makes a change to section 563, CAA, so that a question concerning
the amount to be fixed in relation to the fixed value requirement can be referred to
the tribunal, even if it only affects the liability to tax of one person, rather than of two
or more persons. For example, where a taxpayer sells a fixture to a non taxpayer and
agreement cannot be reached but the non taxpayer wishes for certainty in relation to
the ability of a potentia future business owner to be able to claim on those fixtures,
then, absent the change to section 563, that matter could not have been referred to the
tribunal, but in future it may bereferred. Paragraph 5(2) makes a consequential change
to the heading of section 563, CAA.

Paragraph 6 introduces new section 186A into CAA

186A Fixtures on which a business premises renovation allowance has been made

31.

Thereisageneral rulein section 9 of CAA that if any person has claimed an allowance
under any Part other than Part 2, then no other personisableto claim afixture allowance
under Part 2. The general rule is relaxed in the case of fixtures on which industrial
buildings allowances, or research and development allowances, have been claimed.
New section 186A introduces a similar relaxation in relation to business premises
renovation allowances (BPRA), ensuring that where a property which has qualified for
BPRA, under Part 3A, is sold then the new owner can claim allowances under Part 2, to
the extent that the original BPRA qualifying expenditure was not relieved but only to
that extent. In all other cases no allowances are available to the new owner. Thedrafting
of new section 186A follows section 186 in most material respects. The only significant
change from the consultation draft of the legislation published on 6 December 2011 is
that the definition of ‘R’ has been changed as, unlike the IBA code, Part 3A does not
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reset ‘RQE’ following abalancing event (because thereis no need to do s0). ‘R’ isnow
defined as the qualifying expenditure incurred by the past owner on the fixture less the
‘net Part 3A allowances' in respect of that asset. ‘net Part 3A allowances' are defined
as the total of any allowances made under Part 3A (that is, any initia allowance and
any writing-down allowance) less the total of any balancing charges made under Part
3A inrelation to that expenditure.

Paragraphs 7 to 10 make minor consequential amendments to sections 9, 57, 198 and
199 of CAA to include references to the amendments in respect of BPRA and the new
section 186A.

Paragraph 11 explains that the amendments made by paragraphs 1 to 5 have effect:

» forincometax purposes, in relation to new expenditure incurred on or after 6 April
2012, and

» for corporation tax purposes, in relation to new expenditure incurred on or after 1
April 2012

Paragraph 12 explains that the amendments made in relation to BPRA by paragraphs
6 to 10 have effect:

» for income tax purposes, in relation to balancing events which occur on or after 6
April 2012, and

» for corporation tax purposes, in relation to balancing events which occur on or after
1 April 2012

Paragraph 13(1) dealswith expenditure of a past owner where the period of ownership
was entirely before 1/6 April 2012 and provides that neither the pooling requirement
nor regquirementsto fix formally the value of fixtures apply in relation to such a period
of ownership.

Paragraph 13(2) disapplies the pooling requirement in relation to the new section 187A
if the period for which the plant or machinery istreated as having been owned by the past
owner ends no later than the end of the two years beginning with the commencement
date, as defined in paragraph 13(3). This is a change from the consultation draft
of the legidation to cater for the case of a sale in the transitional period to a non-
business owner, who is not entitled to claim allowances, and who would, therefore, be
unableto pool any hitherto un-pooled qualifying expenditure onfixtures. In effect, this
change disapplies the pooling requirement for an extended period, where the period
of ownership of a past owner (who was entitled to claim) ends no later than a period
ending on 5 April 2014 (for income tax purposes) or 31 March 2014 (for corporation
tax purposes).

Paragraph 13(3) gives the meaning of commencement date as used in paragraph 13(1)
and the transitional period as used in paragraph 13(2).

The commencement date means

» for income tax purposes, 6 April 2012, and
» for corporation tax purposes, 1 April 2012
Thetransitional period means

» for income tax purposes, the period beginning with the commencement date and
ending with 5 April 2014, and

» for corporation tax purposes, the period beginning with the commencement date
and ending with 31 March 2014.
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Background Note

38.

39.

40.

41.

42.

43.

45.

At Budget 2011, the Government announced that it would consult on proposals to
ensurethat the capital allowancesrulesfor fixtures secured their original policy purpose
of limiting allowances overall to the fixture's original cost. That is, that the cost of a
fixture should be written-off once, and once only, during that fixture’ s useful economic
life.

The Government decided to act in order to protect the Exchequer from further tax
leakage and to maketherulesfairer and clearer for businessesto understand and operate
- without giving rise to disproportionate administrative burdens.

A formal consultation was launched on 31 May and closed on 31 August 2011. The
Government’s formal response to the consultation was published on 6 December
2011, together with a draft of the proposed legislative provisions, for a period of
technical consultation, which closed on 10 February 2012. Following this technical
consultation some changes have been made to the draft provisions to help ensure the
fairer application of the new rules, and these changes are highlighted in the detail of
this Explanatory Note.

The fixtures legislation is contained in Chapter 14 of Part 2 of the Capital Allowances
Act 2001 (CAA). To deliver the policy purpose - that expenditure on a fixture should
be written-off against taxable profits only once over its economic life - the current
legislation contains rules to limit the allowances that can be given to the lower of
original cost (section 62 CAA) or the last disposal value that has been brought into
account by any previous owner of the fixture (section 185 CAA).

However, the current law does not prescribe when expenditure on fixtures should be
pooled, and thereisno timelimit laid down to govern when aseller and purchaser should
agree the part of the sale price of aproperty that should be attributed to the fixtures.

These gaps have given rise to uncertainties and difficult questions of proof. They have
led to a large number of 'late’ claims by current owners at a time when a single sale
value for fixtures can no longer be agreed and brought into account by both parties.

This section and Schedule are designed to address these practical problems with the
existing legidation, in order to ensure that the fixtures regime operates as originally
intended in future.

An additional technical, fixturesissue, in relation to the Business Premises Allowances
scheme (in Part 3A of CAA), emerged during the Government’s consideration of its
proposed fixtures changes for Finance Act 2012. The Government decided to address
thisissue at the same time as the other changes.

Section 44Schedule 11 Expenditure on Plant and Machinery for Use in Designated
Assisted Areas

Summary

1

Section 44 and Schedule 11 provide 100 per cent first-year allowances (FYAs) for
companiesinvesting in plant or machinery for use primarily in designated assisted areas
within Enterprise Zones. Toqualify for thisnew relief, the expenditure must beincurred
in the period from when an area is treated as being a designated assisted area and 31
March 2017.

Details of the Schedule

2.

Paragraph 1 isintroductory and explains that the Capital Allowances Act 2001 (CAA)
isto be amended.
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Paragraph 2 adds expenditure on plant and machinery for use in designated assisted
areas to the categories of expenditure, listed in section 39 of CAA, that can qualify for
FYAs.

Paragraph 3 introduces new sections 45K to 45N into CAA.

Section 45K Expenditure on plant and machinery for use in designated assisted areas.

5.

10.

New section 45K(1) sets out the circumstances in which expenditure on plant or
machinery constitutes first-year qualifying expenditure. The conditions are that the
expenditure must be incurred:

* by acompany on the provision of plant or machinery for use primarily in an area
whichisadesignated assisted areaat that time. (Therestriction of the new FY Asto
“acompany” meansthat unincorporated businesses and partnerships of companies,
even if the partnership may be a body corporate, are not eligible for these new
FYAS);

* inthe period of five years beginning with 1 April 2012;
and -

« fivefurther conditions (conditions A to E) must also be met.

New section 45K (2) sets out the meaning of “designated assisted area”: this means an
area which has been designated by an order made by the Treasury, and an area that
falls wholly within an assisted area (see new subsection 14). This latter requirement is
the first of a number designed to ensure that these new FY As fallwithin Commission
Regulation (EC) No 800/2008 known as the General Block Exemption Regulation
(“GBER”) (see new subsection (13) in respect of State Aid. Because they provide a
geographically selective benefit, the new FY Aswould constitute regional State Aid.

New section 45K (3) sets out the circumstances in which an areamay be designated by
an order. There are two requirements:

« theareamust fall wholly within an enterprise zone (see new subsection 14), and

» the Treasury and the responsible authority (see new subsection 14) must have
entered into amemorandum of understanding relating to the availability of the new
FY Asin the area. (The memoranda of understanding, each of which will include a
map of the relevant designated assisted area, will be published on the HM Treasury
website.)

New section 45K (4) ensures that, where appropriate, the order may have retrospective
effect. So, for example, if the order so provides, the new FY As may be made available
in respect of qualifying expenditureincurred on or after 1 April 2012, even if the order
is not made until some time after Royal Assent to Finance Act 2012, say, in late August
2012.

New section 45K(5) prevents an area being revoked or reduced in size with
retrospective effect.

New sections 45K (6) to (10) set out the five further conditions (that is, in addition to
those in New section 45K (1)), which also have to be met:

e conditions A and B restrict the new relief to UK resident companies, which are
liable to corporation tax, and that carry on atrade or a mining, transport or similar
undertaking (as mentioned in section 12(4) of Income Tax (Trading and Other
Income) Act 2005 (ITTOAI) or 39(4) of Corporation Tax Act 2009 (CTA 2009));

e condition C ensures that the GBER requirement for the expenditure to comprise
investment aid, rather than operating aid, is met. This effectively means that the
expenditure must be incurred on setting up a new business, expanding an existing
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business or on a fundamental change to a product or production process of, or
service provided by, a business carried on by a company;

» condition D focuses the relief on new and unused plant and machinery, which is
a GBER requirement; and

» condition E isthat the expenditure is not “replacement expenditure” (as defined in
New section 45K (11)), which is also a GBER requirement.

New sections 45K (11), (12) and (13) explain the meaning and scope of “replacement
expenditure” and also provide for ajust and reasonabl e apportionment where part only
of the expenditure is replacement expenditure.

New section 45K (14) defines “assisted ared’, “enterprise zone” and “the responsible
authority”.

New section 45K (15) allowsthe Treasury to amend the definition of “assisted area” by
order, 