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Latest Rates of Inflation and Interest

The following are the current rates at January 2013

Current Rates January 2013

Retail Price Index: December 2012 246.8

Inflation Rate: December 2012 3.1%

Indexation factor from March 1982:

to April 1998

to November 2012

to December 2012

1.047

2.092

2.107

Interest on overdue tax

Interest on all unpaid tax is charged at the same rate.

The formula is Bank base rate plus 2.5% which gives a present rate of 3%.

There is one exception: Quarterly instalments of corporation tax bear interest at only 1.5%.

Repayment supplement

Interest on all overpaid tax is payable at the same rate.

The formula is Bank base rate minus 1% but with an overriding minimum of 0.5% which applies at
the present time.

Official rate of interest

From 6 April 2010: 4%
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High Value UK Properties : CGT

The Finance Bill clauses imposing the capital gains tax charge on high value UK residential
properties owned by companies were published on 31 January 2013. They are not easy to
understand. There is an awful lot of "in sub-section 3, for sub-section 2, substitute sub-sections 2
and 2(a)" and all that sort of thing. However, at least we now have the draft clause and can start
getting to grips with how the capital gains tax charge on the companies will work. Further information
will be available soon but in the meantime, information is available on request.

Inheritance Tax : Specialty Debts

Individuals with a foreign domicile are only exposed to IHT in respect of assets situated in the UK.
Assets situated outside the UK are excluded property – and outside the scope of the tax.
Accordingly, identifying where an asset is situated is rather important.

Specialty debts – generally those under seal – are regarded as situated where the document is
physically located. This has been the common law rule since practically the dawn of time and has
been acknowledged clearly by HMRC in their Manuals. Not any more. HMRC now say that this
interpretation is unlikely to be correct and that specialty debts should be treated for inheritance tax
purposes as situated where the debtor resides, corresponding with the general rule which applies for
simple debts.

There seems to be lots of indignation about this, but HMRC are perfectly entitled to change their view.
It does not mean they are right –indeed, they are probably wrong. Accordingly, there is now likely to
be lots of arguments (and probably litigation) before the position is clarified. We can no longer rely
on HMRC accepting the common law rule.

Although this is extremely important for inheritance tax, it may not be of such significance for other
taxes. There are statutory rules for the situs of specialty debts for capital gains tax in Section 275
TCGA 1992 and liability to income tax depends on the more broad concept of source – whether the
income arising has a UK or foreign source. That is normally found by the application of the
guidelines in the Greek Bank case.

This change in the view of HMRC resonates with some changes proposed in the Finance Bill. The
draft clauses impose an obligation to deduct tax from yearly interest arising under specialty debts
even if they are located abroad, if the interest would otherwise have a UK source.

Even if HMRC are right, there will no doubt be an insistence that they are bound by their previous
interpretation on the basis of a legitimate expectation – but that is only likely to be relevant to people
who have already died or have made transfers of specialty debts. Those in possession of such
debts now know that HMRC take a different view and can have no expectation that HMRC will
regard them as situated abroad.
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It will be necessary for foreign domiciled individuals with specialty debts located abroad (and trustees
who may, on HMRC's new interpretation, be subject to a 10 year charge) to consider what to do to
protect themselves. Some may take a robust (and perhaps imprudent) view that HMRC is wrong
and will back down in due course. Others may transfer the debts to a foreign incorporated company
to secure excluded property status for the future. That would be fine for IHT but could have capital
gains tax consequences if for example the debt was denominated in a foreign currency.

Legal Professional Privilege

It will have been difficult to miss the Supreme Court decision in Prudential Plc v Special
Commissioners of Income Tax [2013] UK SC1. The issue was whether the advice of accountants
should be protected by privilege in the manner traditionally afforded to lawyers.

I cannot begin to do justice to the eloquent analysis of their Lordships. I will simply say it was
powerfully argued that as most tax advice is given by accountants and as privilege would apply to
exactly the same advice if it had been given by a lawyer, it should apply to accountants as well.
However the Supreme Court did not feel the boundaries of legal advice privilege should be extended.
Any such extension was a matter for Parliament and it is significant that they have refused to do so
on a number of occasions.

This does place accountants in a difficult (and unsatisfactory) position as their advice is not protected
by privilege and can be demanded by HMRC to assist them in their arguments – whereas advice
given by lawyers cannot be called for by HMRC. The Supreme Court acknowledged that this was
illogical and outmoded in the modern world.

This decision does not affect litigation privilege which applies to documents created for the purpose
of litigation, and these may afford accountants some protection.

Statutory Residence Test

The latest revisions to the statutory residence test have caused a good deal of comment and it is
hoped that areas of uncertainty will be resolved by the time it comes into force on 6 April 2013.

It is easy to get carried away with the UK Ties tests and to assume that the Automatic Tests will only
apply in the most obvious cases. This may be unwise.

There is the Automatic Non Residence test. If you satisfy any of the conditions for this test, you will
be conclusively non resident, whatever else may happen and you can forget all about the various
connecting factors.
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If you cannot satisfy the Automatic Non Residence test you have to consider whether you satisfy the
Automatic UK Residence Test. If you satisfy any of these conditions you will be automatically UK
resident without reference to any of the connecting factors. (However if you satisfy both the
automatic tests, the non resident test takes priority).

One area of uncertainty relates to the new elements recently introduced into the Automatic UK
Residence Test which could bite some people unexpectedly.

You will be automatically resident in the UK if you are here for more than 182 days during the tax
year. That is no great surprise - everybody knows that. You will also be automatically resident here
if you work full time in the UK, subject of course to various conditions.

The controversial area relates to whether you have a home in the UK and how long you spend here.
What qualifies as a home is fraught with difficulty but we need not dwell on that for the moment.

The relevant test is that:

(a) you have a home in the UK for more than 90 days; and

(b) you are present at that home on at least 30 separate days during the tax year; and

(c) there is a period (part of which falls within the tax year) of 91 consecutive days throughout
which you either have no home overseas, or if you do, you are present at that home on
fewer than 30 separate days in the tax year.

So let us consider an Australian resident who has a home in Australia and a home in the UK. He
comes to Europe in the summer and spends 31 days in the UK at various sporting events.

On his way to the UK he takes the opportunity to visit other parts of Europe and on the way home he
stops off to visit friends in America. Let us assume that he leaves Australia on 10 July and spends 2
weeks getting to the UK; he spends 31 days in the UK and then spends 2 weeks or so going home,
returning to Australia on 10 September.

Clearly (a) and (b) are met and the question is whether (c) is also met. Is there a period of 91
consecutive days throughout which he was present at his Australian home on fewer than 30
separate days in the tax year?

I think there is. The period 2 July to 30 September is a period of 91 days and during the period he is
present in his Australian home for only 29 days. That would seem to make him UK resident on the
Automatic UK Residence Test.

This result may be unexpected and troublesome because all his attention is likely to be directed to
the various connecting factors and staying below the number of days on the chart. He would
probably feel quite safe if the UK home is the only connecting factor because he may think he has up
to 182 days before he would be regarded as resident. He would be surprised to find that all the stuff
about UK ties is irrelevant because he will be caught by the Automatic UK Residence test.
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However, there is another interpretation arising from the words "in the tax year" at the end of (c)
above. It can be argued that the reference to "in the tax year" means that he will not satisfy this test
if he spends 30 days in total at home in Australia during the tax year. That seems an unlikely
interpretation as it would vitiate the need for considering the 91 day consecutive period at all -
because if he is there for 30 days during the whole of the tax year, it would not matter about the 91
day period. If that is the intention, I hope it will be made clear in the final amendments to the
legislation.

Main Residence Relief

The recent case of Ellis v HMRC was a bit odd. Mrs Ellis lived in a property in Horton and as she
had another property which could also be described as a residence, she made an election under
Section 222(5) TCGA 1992 for the Horton property to be her main residence for the purposes of the
capital gains tax. Section 222 says:

"So far as it is necessary for the purposes of this Section to determine which of 2 or more residences
is an individual's main residence for any period … the individual may conclude that question by
notice to the Inspector given within 2 years from the beginning of that period …."

One of the conditions for such an election is that the elected property must be "a residence". You
cannot make an election for any old property. It must be a place where a person is based, or where
he continues to live, where he sleeps and shelters and has his home with a degree of continuity or
permanence.

HMRC accepted that the Horton property was used as a residence by Mrs Ellis but claimed that the
nature and extent of the use made by her of the property indicated that it was not her "main"
residence.

This was strange because Section 222 allows the taxpayer to conclude that question by notice. That
is what it says. It is only when no such election is made that one needs to consider the nature and
extent of the residential use of the respective properties to determine which residence should be
designated as the main residence.

The Tribunal observed that if HMRC was correct, an election under Section 222 would not conclude
the question at all and that the HMRC submissions were contrary to the plain meaning and effect of
the statutory provisions.

As far as I can see from the judgment, there was no tenable argument advanced by HMRC that the
exemption should be denied. The stance taken by HMRC was completely hopeless and it is a
mystery how the matter ever got to the Tribunal at all.
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Delivery By Post

Last September I made reference to the case of Browns CTP Limited v HMRC TC 2244 where the
issue was whether the taxpayer had a reasonable excuse for late payment of tax where his cheque
was delayed in the post. Payment was due on the 19th each of each month and cheques were
regularly sent on 18th of each month. Some cheques did not arrive the next day and HMRC charged
a penalty.

The view of HMRC, set out in their Manuals was:

"If paying by post, your cheque payment must be posted early enough to reach
HMRC no later than the 19th of the month. To allow for postal delays for which we
are not responsible, please allow at least 3 working days for the payment to reach us".

This was an expression of HMRC's view, but with no authority. The Interpretation Act 1978 says that
in connection with service by post, service is deemed to be effected at the time when a properly
addressed letter will be delivered in the ordinary course of post. Interestingly, in Browns CTP Limited
HMRC accepted that the ordinary course of first class post is delivery next day.

Accordingly, if you send a cheque the day before the due date (and HMRC accept that you can
reasonably expect it to be delivered in the ordinary course of post on the due date) you would think
that you would have a reasonable excuse if it did not arrive in time. However HMRC said this was
wrong but without giving any reason. Their position was hardly enhanced by their published practice
that cheques sent in payment of VAT one working day prior to the due date are accepted as being
posted in time.

The Tribunal said that providing the taxpayer had a reasonable expectation that the payment would
be received on or before the due date then he will have a reasonable excuse for non payment if it is
not received. He clearly did have such a reasonable expectation (and this was obviously accepted
by HMRC) so he had a reasonable excuse and no penalty was payable.

I apologise for going over this old ground but the matter has resurfaced in the recent case of Panther
Parcels and Courier Limited v HMRC TC 2247. In this case the taxpayer claimed that he had posted
the cheques in a timely fashion and that any delay was the fault of the postal service. The Tribunal
did not accept this and found as a fact that the taxpayer had regularly posted its payments late.
Accordingly, there was no defence to any penalty which was properly charged by HMRC. Fair
enough. End of story.

However, the following finding by the Tribunal may raise some eyebrows:

"I found that despite the warning, the Appellant continued to post its PAYE without
allowing the necessary 3 working days for the payment to reach to HMRC".
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Where does this "necessary 3 working days" come from? It comes from the submission by HMRC
that to allow for postage delays the Appellant should have allowed at least 3 working days for the
payment to reach HMRC.

As there is no authority for this "necessary" 3 day requirement and that the Tribunal in Browns CTP
Limited had decided that the taxpayer had a reasonable expectation of cheques being delivered the
following day, and that HMRC have acknowledged that next day delivery can be reasonably
expected, as well as their published position on VAT payments, this is a bit tough. It may be that this
Tribunal simply disagreed with the Tribunal in Browns CTP Limited (and that decision was not
binding) but they did not say so.

You would have thought that if HMRC were advancing an argument which had been shown to be
wrong in another very recent case, somebody might have mentioned it.

Worse perhaps is the real possibility that when the Tribunal found that the Appellant had regularly
posted its payments late, it meant that they were posted "without allowing the necessary 3 working
days" and if so, there is scope for some genuine grievance.

I think we deserve some clarity about all this.

Clawback and Negative Earnings

Aredhel Darnley a senior tax associate at Squire Sanders, contributes the following commentary on the recent
case of Julian Martin v HMRC TC 2460.

Clawback provisions in bonus and share plans have generally been adopted on the basis that the
employee will not get any tax credit for any amount clawed back. Sometimes, the clawback
provisions expressly reflect this understanding by requiring a repayment of only the net amount,
thereby accepting that the tax originally paid is lost.

However, the recent decision in Julian Martin v HMRC indicates that this reluctant admission may no
longer be necessary. The Tribunal allowed an amount which had been clawed back by an employer
to be deducted from earnings received that year and possibly carried back to an earlier year. This is
all to do with the concept of negative taxable earnings in Section 11 ITEPA 2003.

Mr Martin entered an employment contract which provided for a £250k "signing on bonus" but, if he
were to leave the employment within five years, a proportion of the bonus was to be repaid by Mr
Martin (gross). He left the employment within five years and had to repay £162,500. HMRC
acknowledged that this could well have the result that Mr Martin was worse off than if he had never
had the bonus at all - but said it was nothing to do with them. They just had to apply the law.

The Tribunal observed that there was, "astonishingly", no guidance in the legislation about negative
taxable earnings in Section 11 ITEPA 2003 – what they are and how you calculate them. However,
the Tribunal could "barely think of a more obvious example" of negative taxable earnings than that
presented by Mr Martin and his payment to his employer of £162k. Although the amount repaid was
not itself a loss, it could be deducted from his other income of £140k in the same tax year and this
meant:
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(a) there was no income tax for the year of the repayment because the deduction reduced the
income to nil; and

(b) there were surplus negative taxable earnings, entitling him to a claim for relief of £22,500.

Subject to a possible appeal, it may be that HMRC will address the issue of clawback and how the
tax position should be revised.

This decision gives rise to an interesting position where the deduction from income in the year of the
clawback shelters income which would otherwise be taxed at a higher rate than originally payable on
the bonus.

For example, let's say that in January 2011 a bonus of £25k is paid on top of a salary of £120k. The
marginal rate of tax would have been 40%, so the tax on the bonus would be £10k. If in 2014, the full
amount of the bonus is clawed back pursuant to a contractual requirement when the base salary is
£170k. Without the relief for the clawed back amount, the employee’s top rate of tax (post April
2013) would be 45% - on £25,000 of the base salary. However, taking the clawed back amount into
account as negative taxable earnings, there will be no income charged at 45% (because the 45%
threshold is no longer achieved). As a result, the ability to take into account the repayment when
computing the tax liability means a tax bill that is £11k lighter (which is also £1k more than the tax bill
originally levied on the bonus…).

The draft Finance Bill 2013 introduces a cap on the relief that this kind of loss. Accordingly, from
April 2013, the relief is limited to £50,000 or 25% of income, whichever is the greater. Unless the
employee has non-employment income in the year that the clawback is operated, presumably the
£50k cap will apply as the clawback would reduce the taxable income to below zero.

Reasonable Excuse

It is well established these days (and confirmed in all the relevant bits of legislation) that lack of
money is not a reasonable excuse against most HMRC penalties for non payment of tax. For
example, in the penalty regime set out in FA 2009 the following phrase appears more than once:

"An insufficiency of funds is not a reasonable excuse unless attributable to events
outside the taxpayers control".

It is therefore interesting to read the case of Stephen Brand v HMRC TC2434 in which he was
charged a penalty because he failed to pay the relevant tax by the due date. Mr Brand said he had a
reasonable excuse. He had sold a property but had not received the sale proceeds. He was
planning to borrow the amount needed to pay the tax and applied to HMRC for time to pay. HMRC
refused to allow him time to pay and he ended up paying it a month or so late.
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The Tribunal acknowledged that he had realised a large gain but did not receive payment, leaving
him with the obligation to pay his tax without any resources to do so. They accepted that if he had
known that HMRC would not allow him time to pay he would have organised the borrowings earlier.
The absence of funds was no fault of his and he had a reasonable excuse for assuming that HMRC
would have dealt with his application for time to pay, leaving him insufficient time to raise the funds in
order to make payment by the due date.

Although everybody would sympathise considerably with Mr Brand in these difficult circumstances, it
is perhaps a surprise that his insufficiency of funds was found to be a reasonable excuse despite the
statutory prohibition. It might be said that the insufficiency of funds was attributable to events outside
his control and it is very encouraging that the Tribunal are taking such a sympathetic line.

P S Vaines
Squire Sanders (UK) LLP
31 January 2013
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