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EDITORIAL
Katherine Bullock

Welcome to the eighth edition of the FCTC Digest.
With Halloween days away, this edition covers a
range of topics to chill the blood. But do not fear, help
is at hand within these pages.
Our first article is very special. It is one that we have
been urging Patrick Soares to write for a long time
and it fully merits the extra space allocated to it. A
subject that strikes fear into the heart of every tax
practitioner: The Tax Consequences of Loans and
Kindred Debt Structures.
Clients get very frustrated with how long HMRC’s
enquiries take and frequently want to bring the
matter to an end with an application for a closure
notice. In the Vitol case that approach was entirely
justified. But be careful what you wish for! Read
more in The Vitol Case by Patrick Way QC.
The article Security for Tax considers the almost
unbelievable penalties which can arise as a result of
security for tax being demanded by HMRC. In a

5

thorough and thoughtful examination of the
available case law, Peter Vaines asks whether
HMRC may be saving their powder for a sympathetic
hearing.
The Pandora Papers sent shivers down the spines of
many offshore trustees. I offer a 10 point checklist for
trustees new to the TRS that should enable problems
to be anticipated, managed, and mitigated. See A
Trustworthy Guide to the Trust Registration for
Offshore Trustees, Katherine Bullock.
In her article, To deduct or not deduct, that is the
question… A consideration of the Court of Appeal’s
decision in Royal Opera House Dilpreet Dhanoa
explores the complexities of VAT supplies and
examines the positions adopted at each stage of this
recent and fascinating case.
People seek to create security for themselves and
their families. In his article, David Southern QC
examines the quirky and mysterious rules regarding
the taxation of pension funds and in particular the
lifetime allowance (LTA) and LTA charge. See the
article: The Lifetime Allowance on Pension
Transfers.
Happy reading!

6

7

THE TAX CONSEQUENCES OF LOANS AND
KINDRED DEBT STRUCTURES
Patrick C Soares

Tax practitioners spend a lot of their time advising
on the tax consequences of loans and kindred debt
structures such as deeply discounted securities and
redeemable preference shares.
Some loans have fairly innocuous consequences for
some taxes (see Rules 4 & 17) whilst for other taxes
similar loans would be a disaster (see Rule 2).
There is set out below the tax consequences of some
common loan and kindred debt structures including
a note on the most dangerous loans in the tax
system (Rule 14).
How many of these has the reader come across?
Rule 1
If a taxpayer sells an asset at market value to his
trust the repayment of the loan is not a benefit
within TCGA 1992 s87.
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Rule 2
A golden trust can be tainted by “noncommercial” loans from the settlor or from a
settlement of which he is the settlor or a
beneficiary.
Rule 3
A DDS properly so-called is not a loan.
Rule 4
Under the golden trust regime a loan to the
settlor results in a charge on the annual loan
benefit (to income tax or capital gains tax).
Rule 5
A loan properly so-called is not a dividend.
Rule 6
The loans to participator provisions do not apply
to loans from foreign companies.
Rule 7
A loan from an underlying company may cause a
“flip-flop” charge.
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Rule 8
Some so-called loans may really be outright
advances.
Rule 9
The repayment of a loan may cause ITA 2007
s682 to apply.
Rule 10
A disposal of a debt by the original creditor is not
a chargeable disposal except in the case of debt
on security (TCGA 1992 s251).
Rule 11
Outstanding purchase price is not in itself a loan
Rule 12
A settlor and his spouse may be excluded from
benefit from a trust and its underlying offshore
company to avoid tax on future income. If they
have received a capital sum within ITA 2007
s729 before the exclusion the exclusion may not
be effective. Note that a loan which is repaid in
time may avoid the problem (ITA 2007 s727).
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Rule 13
Are redeemable preference shares issued by a
company a loan (a qualifying corporate bond).
Rule 14
Avoid the most dangerous loans in the tax code
– the Loan Charge loans. These are loans from
self-employed benefit trusts or EBTS which are
treated as outright payments.
Rule 15
Employee loans where the interest is rolled-up
does not avoid an annual IT charge.
Rule 16
A specialty debt may be located where the deed
is situate for IHT purposes.
Rule 17
A loan which is interest free repayable on
demand is not a transfer of value for IHT
purposes.
Rule 18
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A relending of a loan and any accrued interest
may not result in the interest being “paid.”
Rule 19
Loans backed by settlor deposits can offend the
income tax settlement code.
Rule 20
SDLT is payable on gifts of land if the donee
takes over any of the donor’s debt obligations.
Rule 1
If a taxpayer sells an asset at market value to
an offshore settlement leaving the sale
consideration outstanding as an interest free
loan repayable on demand, the repayment of
the monies by the settlement over the years
will not comprise benefits within TCGA 1992
s87.
TCGA 1992 s87 taxes gains made by non-resident
trusts upon UK resident beneficiaries who receive
benefits from the trust: a payment of the purchase
price which has need left outstanding as an interest
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free loan repayable on demand is not a benefit for
these purposes.

Rule 2
A golden trust (i.e. a settlement created by a
UK resident settlor who is deemed to be
domiciled in the UK but who created the
settlement when he was not deemed
domiciled in the UK: must also keep his
foreign domicile determined under common
law) can be tainted by “non-commercial”
loans (e.g. interest free loans) from the
settlor or from a settlement of which he is
the settlor or a beneficiary or from an
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underlying company of such a settlement.
See ITA 2007 s721B for example.
The settlement (settlement X) can be tainted by the
settlor or another settlement of which he is the
settlor or a beneficiary (settlement Y) or an
underlying company of settlement Y adding funds to
settlement X or a company in which settlement X is
a participator.

Rule 3
A deeply discounted security (DDS) properly
so called is not a loan
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Case Study
A Section 731 settlement (say the settlor has died)
with ITA 2007 Section 731 income and TCGA 1992
Section 87 gains may have been up many years ago
and a DDS properly so called issued to a UK
resident and domiciled individual on commercial
terms – there will have been no taxable benefits:
how do the changes in F2A 2017 affect the position?

The governing legislation for income tax (IT) on

15

overseas settlements, where, for example, the settlor
is deceased, is ITA 2007 s731(1). This assesses a
beneficiary to income tax to the extent he receives a
benefit and to the extent income has arisen in the
structure.
To the extent gains have arisen in the structure
TCGA 1992 s87 and 97(2) asses the beneficiary to
capital gains tax (CGT); the charge is limited to the
amount of the benefits he has received.
The IT charge (45%) has priority over the CGT
charge (20%).
The value of a benefit for IT purposes in the case of
a loan is defined thus:
“ITA 2007 s742C Value of benefit
provided by a payment by way of
loan
(1) The value of the benefit provided to a
person (P) by a payment by way of loan
to P is, for each tax year in which the loan
is outstanding, the amount (if any) by
which—
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(a) the amount of interest that would
have been payable in that year on the
loan if interest had been payable on the
loan at the official rate, exceeds
(b) the amount of interest (if any)
actually paid by P in that year on the
loan.
(2) In this section and section 742D the
“official rate”, in relation to interest,
means the rate applicable from time to
time under section 178 of the Finance Act
1989 for the purposes of Chapter 7 of
Part 3 of ITEPA 2003.
There is an identical provision mutatis mutandis for
CGT.
The HMRC Guidance of 31/1/18 provides thus:
“6.3 For the provision of loans the
legislation can be found as S97A TCGA
92 and S742C ITA 07. The value of the
benefit conferred on a person by way of a
loan is for each tax year in which the loan
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is outstanding the amount (if any) by
which the amount of interest that would
have been payable in that year on the
loan if interest had been payable on the
loan at the official rate, exceeds the
amount of interest (if any) actually paid
by the person in that year on the loan.
The official rate of interest is the rate
applicable from time to time under S178
FA 1989. It should be noted that any
interest due under the loan must be
paid in the year in order for it to be
deducted from the amount of
interest due under the official rate,
if the interest is deferred or added
to the capital of the loan it will not
be treated as having been paid and
no deduction from the interest due at the
official rate will be available.” (my
emphasis)
A DDS properly so-called is not a loan. The changes
thus do not affect a case where a DDS properly-so
called has been issued.
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Rule 4
Under the golden trust regime a loan to the
settlor results in a charge on the annual loan
benefit (to income tax or capital gains tax).
This is an attractive situation. It means that
settlement monies can be made available to the
settlor with only the annual benefit of the loan being
taxable. The benefit is based on the HMRC official
rate (presently 2% per annum).

Rule 5
A loan properly so-called is not a dividend.
There is no case law expressly stating this but it
must be the case as the funds of the company are
not reduced by say an interest free loan repayable
on demand.
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Rule 6
The loans to participator provisions do not
apply to loans from foreign companies.
The loans to participator provisions which impose a
corporation tax charge when monies are lent to a
participator in a close company do not apply to
loans from non-resident companies (CTA 2010
S455).
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GAAR
Panel
Participators

Decision

–

Loans

to

There has been a panel opinion on a scheme
involving loans to participators
GAAR Advisory Panel
Redacted and sub-panel approved version of
the Opinion Notice issued on 16 December
2020.
The individual borrowed £2m from his company (X
Ltd). To avoid an assessment under the loans to
participator provisions he set up another company
(Y Ltd) and took a share issue with approx. £2m
uncalled capital. He transferred the shares in Y Ltd
to X Ltd to repay the loan claiming Y Ltd was worth
£2m so the loan was properly discharged by the
transfer of an asset (the shares in Y Ltd worth £2m).
Panel’s Opinion: the entering into of the tax
arrangements was not a reasonable course of
action in relation to the relevant tax provisions;
and the carrying out of the tax arrangements was
not a reasonable course of action in relation to the
relevant tax provisions. In effect the loan was still
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outstanding and the loans to participators charge
remained.

Rule 7
Flip-flop charge
If a company owned by a foreign settlement lends
monies to the settlement to enable advances to be
made to beneficiaries there may be a deemed
disposal and reacquisition of the trust assets –
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resulting in the realisation of gains – under the flipflop code. See TCGA 1992 s76B and Schedule 4B.

Rule 8
Some so-called loans may really be outright
advances.
This can arise if there is no intention that the loan
will be repaid. Trustee minutes and powers will be
important. The point can be relevant if loans are left
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outstanding
renewed.

for

long

periods

and

constantly

Rule 9
The repayment of a loan may cause ITA 2007
s682 (the share transactions code) to apply.
Taxpayers must take a view on this provision when
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loans are repaid out of the company’s profits for
example.

Rule 10
A disposal of a debt by the original creditor
is not a chargeable disposal for capital gains
tax purposes except in the case of the
disposal of a debt on security (TCGA 1992
s251).
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Rule 11
Outstanding purchase price is not in itself a
loan
As a general rule outstanding purchase price cannot
be said to be a loan from the vendor to the
purchaser (unless the parties draw up a loan
document to that effect). Harman J in Ramsden v
IRC 37 TC 619 stated at 625:
“A vendor selling property to a purchaser
cannot be said to lend him the unpaid
portion of the purchase price …”
Rule 12
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A settlor and his spouse may be excluded
from benefit from a trust and its underlying
offshore company to avoid tax on future
income. If they had received a capital sum
(this includes a loan or an outright payment)
within ITA 2007 s729 before their exclusion
as beneficiaries the exclusion may not be
effective. However, if the capital sum took
the form of a loan to the settlor and this was
repaid before their exclusion the problem
may be avoided (ITA 2007 s727).
An offshore settlement may have been created
under which the settlor and his spouse can benefit.
They may be taxed on the trust income. To avoid
charges in the future they may be excluded from
benefit. This may not work if they have received
outright capital sums from the settlement prior to
their exclusion. If they have received loans they
solve the problem for the future by repaying the
loans before their exclusion.
Rule 13
Redeemable preference shares issued by a
company are shares but have many of the
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characteristics of a loan.
There may be cases where the taxpayer may prefer
to take an issue of redeemable preference shares
than make a loan or take an issue of a deeply
discounted security.

Rule 14
Avoid the most dangerous loans in the tax
code – the Loan Charge loans.
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The Loan Charge loans are loans from selfemployed benefit trusts (SEBTs) or employment
benefit trusts (EBTS) which are treated as outright
payments for income tax purposes (see F2A 2017
Schedules 11 and 12 and FA 2020 Schedule 2).
Rule 15
Employee loans where the interest is rolledup do not avoid an annual IT charge.
As a general rule a loan can be on commercial terms
even if the interest is rolled up. There are now many
exceptions to this. One is if an employee loan is
made the rolling up of the interest does not avoid
the annual income tax charge.
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Rule 16
A specialty debt may be located where the
deed is situate for IHT purposes.
The latest HMRC position is thus:
“IHTM27079
- Foreign property:
specialty debts: bonds and debentures
under seal
A specialty debt is:
•

a debt made by deed, or

•

a deed which records or creates
obligations, or

•

a debt incurred by way of statute,
or

•

a certain type of debt that is given
the nature of a specialty debt by
statute

The debt may be secured or
unsecured. At present the law by which
the situs of such debts is determined is
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largely set out in a number of Privy
Council decisions from 1891 onwards.
HMRC has revised its previous approach
to the Inheritance Tax (IHT) treatment of
such debts, which was that where the
debt is situated depends on where the
relevant document is to be found. HMRC
will take the following approach, which
will apply regardless of when the
specialty debt was created.
Secured specialty debts
Where the debt is solely secured on land
or other tangible property situated in the
UK the situs of the debt will also be in the
UK. HMRC considers the situs of the
debt follows the genuine interest of the
creditor in the secured property, not
merely the personal obligation of the
debtor to repay (which may be situated
elsewhere, for example where the debtor
is resident).
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Any claim that a debt secured on UK
assets is not UK situs property must be
sent to Technical.
Unsecured specialty debts
Where the debt is not secured the
view of the Courts is that the situs
of the debt is usually where the
relevant
deed
or
instrument
evidencing the debt is found.
HMRC will generally adopt this
approach to unsecured specialty
debts. However, it is possible to exploit
this approach artificially by, for example,
removing the document from the UK to
avoid an IHT charge. Where the creditor
and debtor are both resident in the UK
but the deed evidencing the debt has
been removed from the UK, it may be
possible for HMRC to argue that the debt
is nevertheless situated in the UK for the
purposes of the IHT charge. For this
reason all cases in which a specialty debt
is claimed to be situated outside the UK
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should be referred to Technical. (writer’s
emphasis in bold)”
Rule 17
The granting of an interest free loan
repayable on demand is not a transfer of
value for IHT purposes.
HMRC in their manual provide thus:
IHTM14317 - Lifetime transfers:
gifts with reservation (GWRs): the
gift: interest free loans
The grant of an interest free loan
repayable on demand
•

is not a transfer of value (because
the value of the right to repayment
of the loan is equal to the amount
of it)

•

but it is a gift because there is a
clear intention to confer bounty:
the property disposed of is the
interest foregone.

33

But, the grant of such a loan is not, in
itself, a GWR.
Rule 18
A relending of a loan and any accrued
interest will not result in the interest being
“paid.”
If interest is capitalised and relent along with the
originally lent amounts the interest cannot be said
to have been “paid.” The taxation of interest
appears to be the one area in income tax where the
maxim “receivability without receipt is nothing” has
some sort of sway. Capitalisation does not amount
to payment (see CIR v Oswald (Trustee of the
Cosier Settlement) 26TC435 and Minsham
Properties v Price 63TC570).
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Rule 19
Back to back deposits with loans to
settlements can offend the income tax
settlement code
In Wachtel v IRC 46 TC 542 the settlor deposited
money with a bank as security for a loan made to his
settlement by the bank. As the loan was repaid from
time to time by the settlement the deposit was
unfrozen and was released to the settlor. It was held
the settlor had retained an interest in the settlement
and was thus taxable on the income of the
settlement. See ITTOIA 2005 s625.
Rule 20
If land is transferred subject to a debt
obligation the transferee will pay stamp duty
land tax on the amount of the debt obligation
the transferee takes over.
If the debt obligations remain with the transferor
however no SDLT is payable even though the lender
has a charge on the property and can exercise its
powers of sale in the event of a default. See FA 2003
Schedule 3 para 8.
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THE VITOL CASE
Patrick Way QC

Introduction
The case of Vitol Aviation UK Limited, Vitol SA in
respect of its UK permanent establishment, Vitol
Services Limited and Vitol Broking Limited v
HMRC [2021] UK FTT 0353(TC) (the “Vitol case”)
is an important one.
It considers three main topics:(a) closure Notices;
(b) HMRC’s information powers; and
(c)

the interplay between diverted
profits tax (“DPT”) and corporation
tax generally.

Speed read
•

If HMRC have sufficient information
to make an informed judgment then
a closure notice is in order;
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•

HMRC cannot object to being asked
to scrutinise highly confidential
information on the taxpayer’s own
premises; and

•

DPT sits behind corporation tax so if
corporation tax can be agreed in
relation to all relevant matters,
including a company’s “diverted
profits”, then the DPT charge falls
away: it is subsumed into the
corporation tax assessment.

Closure Notices
The case reminds us that HMRC are entitled to
enquire into a company tax return within specified
time limits (Finance Act 1998) (“FA 1998”) Schedule
18 paragraph 24.
Further, an enquiry is completed when a closure
notice is issued but, pursuant to paragraph 33 of
Schedule 18, the company may apply to the tribunal
for a direction that HMRC are to give a partial or
final closure notice.
In those circumstances, where a company applies
for such a closure notice, the burden of proof is on
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HMRC to demonstrate that they have reasonable
grounds for not giving such a closure notice and if
they cannot satisfy the burden of proof then the
tribunal is required to direct that a closure notice
shall be given.
The decision in BCM Cayman LP v Revenue &
Customs Commissioners [2017] UK FTT 226 (TC)
sets out a helpful summary of the relevant
legislation and case law and in particular it refers to
the decision in Eclipse Film Partners No. 35 LLP v
HMRC [2009] STC (SCD) 293. There it was noted
as follows:
“It is implicit in the powers given to the
[tribunal] to give a direction requiring
the issue of a closure notice, and as part
of that “reasonable balance”, that a
closure can be required notwithstanding
that the officer has not pursued to the
end every line of enquiry or investigation
– what is required is that he should have
conducted his enquiry to a point where it
is reasonable for him to make an
informed judgment as to the matter in
question, so that, exercising such
judgment, he can state his conclusions
and make any related amendments to the
taxpayer’s return. The exercise of that
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judgment may require the officer to
express his conclusions in broad terms…”

In the situation under review concerning the
applicants, it was clear that all the information
which had been received by HMRC was sufficient
for them to conclude their enquiry. Specifically,
they were in a position where they had already made
an informed decision as to the relevant matters
under enquiry.
It followed from that there were no reasonable
grounds for HMRC not issuing the closure notices in
question and therefore the tribunal directed that
HMRC should issue closure notices within 30 days
in respect of all the enquiries under review.
Planning point
It is often the case that clients get very frustrated
with how long HMRC’s enquiries are taking and
frequently want the matter to be brought to a
conclusion by making an application for a closure
notice. The Vitol case is an example where that
approach was entirely justified in the circumstances.
This is not always the case, however, and it should
be noted that a closure notice accelerates, where
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relevant, an assessment which will be made against
the taxpayer. Consequently, clients need to be
careful “what they wish for”. Often it is better to
continue discussions with HMRC when there is the
chance of obtaining a suitable outcome without
obtaining a closure notice. More particularly, there
can be a concern if there is a “rush” to obtain a
closure notice that an unfavourable assessment will
be received which will then have to be appealed
through the form of the appeals process. Whereas,
it might simply have been better to “keep one’s
powder dry” and keep the discussions outside the
court room at least for the time being.
Provision of information
In the Vitol case the position was slightly unusual in
that the relevant information request came not from
HMRC “in frustration at a failure to provide
information requested” but was instead specifically
requested by the applicants in order to bring about a
resolution to the disagreement between the parties.
Specifically, the applicants asked for a “consolidated
list of all the information HMRC would require in
order to finalise [their] views such that [they] would
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be in a position to issue closure notices for all the
years under enquiry.”
One of the sticking points was that Vitol were
concerned
about
the
need
for
extreme
confidentiality and they did not want copies of the
relevant information to leave their control. They
made repeated attempts to produce a sensible
solution to this problem which included making a
version of the relevant documents available to
HMRC at their own premises in London and they
observed that such an arrangement had been
acceptable to HMRC in the past. HMRC had
objected to this, citing concerns over Covid, and also
that they had issues about being able to navigate,
analyse and review the data in in the circumstances.
Reference was made to the case of Qualapharm
Limited v Revenue & Customs Commissioners
[2016] UK FTT 100 (TC) (“Qualapharm”) which
concluded, in the context of an appeal against an
information notice, that information should be sent
to HMRC in a particular form. More particularly,
the judge in that case held that HMRC had the right
to specify the way in which the information should
be provided and the judge concluded that it was not
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open to the appellant in that case to argue that the
material should be provided in a different form. On
this basis, HMRC’s objections in the Vitol case
might have been expected to have been upheld.
However, in the Vitol case the First-tier tribunal
held that the key point in the legislation and in
Qualapharm was the word “reasonable”. It was
held that HMRC’s contentions were not reasonable
grounds for refusing to issue a closure notice within
a specified time period.
Planning point
It is worth remembering that the closure notice does
not commit HMRC to the conclusions which are
stated in that particular notice. See the decision in
Tower MCashback LLP 1 and Another v Revenue &
Customs Commissioners [2011] UKSC 19. More
particularly if HMRC want later to put in an
alternative approach in the context of an appeal they
would not be precluded from doing so.
Also, clients need to be careful in relation to
information requests.
Very often, clients get
“irritated” by being asked for information but
generally speaking they are better off, in the writer’s
view, in providing information. This is because
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current experience shows that HMRC will bring
directions hearings to obtain information and will
usually be successful. The argument is often put
forward, after all, that HMRC is very much “in the
dark” and will nearly always be successful in
obtaining the information it wants. In other words,
it is entitled to receive information from the
taxpayer to give it a fairer chance in the litigation.
That particular objection (HMRC did not have
enough information) could not apply in the Vitol
case since Vitol had gone out of its way to provide
an enormous amount of information.
This brings the writer to a point about evidence
generally. It should be borne in mind that during a
formal appeal hearing the only evidence that is
available to the tribunal will be that which has been
disclosed beforehand except in exceptional
circumstances. So the appellant needs to think
carefully pursuant to the relevant tribunal directions
as to what documentation it is going to rely on
because it will be generally too late to add to that
documentation later.
The interplay between diverted profits tax (“DPT”)
and corporation tax generally
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Quite apart from the arguments that were put
forward by HMRC they also argued that issuing a
closure notice would pre-empt the end of the
relevant DPT review in respect of two of the
applicants.
To a large extent HMRC’s argument was that there
was nothing in the tax legislation which required
them to tax the disputed amounts under
corporation tax rather than the DPT legislation.
Indeed, it was contended by HMRC that they were
required to bring the relevant amounts to tax under
the DPT legislation exclusively.
The relevant section to look at is Finance Act 2015
s.100A which provides some sort of overlap relief
since corporation tax relief is given for amounts
which are both subject to corporation tax and DPT.
Reference was made, in the Vitol case to the
statement of the then economic secretary to the
Treasury, Mel Stride MP, at a select committee
debate on 29th November 2018 in respect of the
s.101A provisions:“When DPT is charged, companies are
required to pay up front before they can
lodge a dispute with HMRC during the
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DPT review period. DPT incentivises
companies to agree adjustments to their
corporation tax return during the DPT
review period and thus pay the correct
amount of corporation tax on their
diverted profits, thereby removing
such
profits
from
the
DPT
charged.” [writer emphasis]

This extract was brought to the attention of the
tribunal by HMRC but, in fact, the tribunal noted
that the relevant injunction was “to pay the correct
amount of corporation tax”. On that basis, the
tribunal concluded that HMRC had established in
effect what it considered to be the correct amount of
corporation tax to be paid on the profits in dispute
including any diverted profits.
From that it
followed that the purpose of the DPT legislation
would be satisfied if the closure notice were issued
(in this case) in respect of corporation tax as the
effect of issuing the closure notice would be to give
the intended effect to the provisions of the DPT
legislation as well. The decision would not be
establishing a corporation tax liability that was
contrary to the purpose of the legislation, nor
making an ultra vires decision that corporation tax
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should apply over DPT in respect of the disputed
profits.
As the judge said, she considered that HMRC had
not established that in this case the underlying
purpose of the DPT legislation provided reasonable
grounds for not issuing a closure notice in respect of
the corporation tax enquiries into the applicants’
tax affairs.
Further, she said that HMRC’s argument that
statute does not indicate that Parliament had a
preference for corporation tax in the context of
diverted profits “is somewhat undermined by the
point that the statute, in fact, does provide that the
company may amend its corporation tax return to
bring amounts into tax under corporation tax rather
than DPT, and that the Economic secretary to the
Treasury has made it clear that corporation tax is
the preferred solution”.
Planning point
This is a very important point. There are often
investigations into a company’s tax affairs including
its transfer pricing affairs and, separately, its DPT
affairs. There are different time limits in respect of
the DPT enquiries but the Vitol case demonstrates
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that the important point is to have regard to the
corporation tax position, and if that is resolved,
then the DPT position “falls away” even if the
separate DPT time limits have not then been
exhausted.
This is likely to be something which HMRC will
disagree with because this approach reduces the
time in which they can investigate DPT matters.
On that basis, I would expect HMRC to appeal.
However, the position is that where clients have
DPT enquiries then this case is helpful in
demonstrating that if all the tax matters in respect
of which DPT might otherwise relate can be
resolved, then there is no need to finish off the DPT
enquiry separately: it is subsumed into the general
tax enquiry.
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SECURITY FOR TAX
Peter Vaines

This may seem to be a subject of limited interest – but
like any potential disaster, it is really serious when it
hits. The reason why it is so important is because of
the almost unbelievable penalties which can arise as a
result of security for tax being demanded by HMRC.
HMRC are entitled to seek security from a taxpayer if
they consider that it is necessary for the protection of
the public revenue. This power arises under Schedule
11(4) VAT Act 1994 and Regulations 97N of the PAYE
Regulations. It is likely to arise where, for example,
the taxpayer has failed to comply with his tax
obligations in the past or there is reason to believe that
he might fail to do so in the future.
As far as VAT is concerned, it is a criminal offence to
continue to make taxable supplies for VAT if you have
not provided the security demanded by HMRC. This
means that you must cease to trade if you want to avoid
committing a criminal offence.
Of course, if a person is unable to pay his current VAT
bill, he is hardly going to be able to pay a security
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representing a few months VAT liabilities in advance.
So to avoid criminal liability he must cease to trade.
However draconian this may seem, it is generous
compared with the rules for PAYE and NIC.
Regulations 97M – 97X provide that where an officer
of HMRC considers it necessary for the protection of
the revenue he may require the company or the
directors, to provide security for payment the PAYE in
the future. The failure to provide security demanded
by HMRC is a strict liability criminal offence.
You don’t get out of this penalty by ceasing to trade.
Not paying the amount of security demanded by
HMRC is a criminal offence and carries an unlimited
fine.
This is very serious indeed for the directors of a
company which finds itself in financial difficulty
because the demand for security can be made to the
directors personally – and they will be criminally liable
if they fail to pay up.
Unlike the position for VAT, there is a right of appeal
against a security notice for PAYE and NIC.
Regulation 97G provides the taxpayer with a right of
appeal and under regulation 97H the Tribunal is
entitled to uphold, set aside, or vary a security notice.
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Under these circumstances, it is no surprise that
Tribunals have tended to approach the matter with
great sensitivity. Anybody faced with such a demand
can reasonably expect it will be seriously scrutinized by
the Tribunal before they are put out of business or
confirmed as a criminal – or both – by an inability to
satisfy the demand for security from HMRC.
However, that is unlikely to do much to assuage their
anxiety.
These issues were considered in the case of in D-Media
Communications Limited v HMRC TC 5183 where the
Tribunal held that hardship should be a factor in the
decision of HMRC to require security. Judge Roger
Berner said that:
“I do not consider that adherence to a policy
which dictates the amount of the security to
be required without having regard to ability
to pay is consistent with the scheme of the
legislation. If the level of security required is
unlikely to be provided, the giving of a Notice
in such circumstances is unlikely to provide
the protection of the revenue that the
regulations are designed to secure. If the only
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likely result is that the recipient of the Notice
will inevitably fail to provide the security and
thus will inevitably be liable to a criminal
penalty as a matter of strict liability that in
my view cannot have been the purpose of
Parliament in making these regulations.”
The subsequent case of Tower Hire & Sales Limited v
HMRC TC 7423 again examined the security which
had demanded. They found that HMRC had taken
into account irrelevant factors in making their decision
to issue the notices for security and accordingly their
decision was unreasonable and should not have been
made.
However, the Tribunal has limited jurisdiction in this
matter and if they had found that HMRC would
inevitably have come to the same decision even if they
had not considered irrelevant matters, the security
notices would have been confirmed.
In CNM Estates (Tolworth) Limited v HMRC TC 6941,
the Tribunal took the view that on the evidence it
seemed very likely that the debt claimed by HMRC was
either substantially overstated or non-existent and
therefore the decision of HMRC to require security was
flawed because they took into account irrelevant
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information or at least information about which they
knew very little. Unfortunately, however, the limited
ability of the Tribunal to affect matters meant that the
Tribunal concluded that even though HMRC’s
decision was flawed, if they had approached the matter
correctly, they would still have come to the same
conclusion and that was sufficient to allow the security
to stand.
The PAYE and NIC position was examined in Smith v
HMRC TC 6936 where the demand for security in
respect of PAYE and NIC was seriously excessive.
HMRC argued that this did not matter because the
Tribunal only had a supervisory jurisdiction and
should confirm the notice unless the decision was
flawed at the time when the officer issued the notice.
The Tribunal did not agree. They considered that they
did have jurisdiction to consider the effect of hardship
on the taxpayer deriving considerable support from DMedia. Although they acknowledged that it was a
proper exercise of the powers of HMRC to require
security in this case, they determined that the amount
of security should be reduced to an appropriate figure.
Two further decisions were released earlier this year:
FMC Limited v HMRC TC 8182 and Southend United
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Football Club Limited v HMRC TC 8178. The essential
point in these cases was to explain that the Tribunal is
not permitted to approach the issue as they can in a
normal appeal. The Tribunal is only able to consider
whether the decision by HMRC to demand security
was properly made as a question of procedure.
In essence, the Tribunal has to determine whether
there had been an error of law in the procedure or the
decision was one that no reasonable panel of HMRC
Commissioners could have reached. Having regard to
the history of tax defaults by the taxpayers in both
these cases, the Tribunals had no hesitation in
confirming that the decisions satisfied these criteria.
However, an important point of significance arose in
the case of FMC where the Tribunal rejected HMRC’s
assertion that “there is no right of appeal against
quantum”. Judge Beare said that he regarded this
statement as being profoundly misleading, and as it
seemed to be standard wording adopted by HMRC, he
urged them to change their practice.
He said that HMRC cannot just decide that security
would be reasonable and then impose any level of
security they wish. If the quantum is excessive the
decision as a whole can be unreasonable and
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susceptible to a successful challenge. Accordingly, he
considered that the right to challenge the
reasonableness of the decision encompasses both the
decision to require the security and the amount of the
security demanded.
It is obviously right that HMRC should have power to
protect the public revenue where there is danger of a
loss of tax to the Crown, and in principle the idea of
imposing a requirement for security is reasonable.
However, to provide HMRC with the power to make a
taxpayer guilty of a criminal offence without any
possibility of a defence (or right of appeal in VAT
cases) must surely be unacceptable.
There is however a blot on this particular landscape –
the case of Blue Chip World Sales & Marketing
Limited v HMRC TC 7477 which expressly contradicts
the approach in D-Media. The Tribunal said that the
fact that the taxpayer does not have the means to pay
is irrelevant. This is very uncomfortable reading for
anybody interested in safeguards for the taxpayer.
This surely cannot be an accurate reflection of the law.
In Blue Chip World, the authority cited for this
conclusion was High Lake Limited v HMRC TC 5533
but in that case the Judge was specifically referring to

54

the requirement to stop trading (the test which applies
for VAT) and did not address the strict liability offence
which applies in connection with the security for
PAYE.
There have been various suggestions by the Tribunals
(and it is said in the HMRC Manual at SG23000) that
the maximum fine is £5000 being Level 5 on the
standard scale. However in D-Media the Tribunal
analysed the position very carefully and explained that
the £5,000 limit was removed in 2012 for relevant
offences which include the failing to provide security
for PAYE and NIC; accordingly this offence is
punishable by a fine of unlimited amount. This was
subsequently confirmed by Smith v HMRC TC 6936.
This power to make directors of companies (who may
otherwise be blameless) criminally liable by the failure
of the company to provide security ought to cause a
number of sleepless nights. Especially at the moment
when cashflow difficulties could cause the company to
be unable to meet all its liabilities promptly – and
where the provision for security for a few months’
future PAYE and NIC could be completely impossible.
The consequences are so severe that one might
reasonably expect an avalanche of judicial review
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applications from directors desperate to avoid a
(career-ending) criminal liability being visited upon
them and the widespread publicity to which these
draconian provisions would be subject.
The
comparatively small number of cases may be an
indication that HMRC are taking care to leave the
provisions as a threat to encourage compliance rather
than forcing a very public fight which might ultimately
be to their disadvantage.
HMRC may be saving their powder for the worst cases
where they can be assured of a sympathetic hearing by
reason of egregious failures by the taxpayer.
Such an approach may be entirely sensible and
appropriate – but it hardly a reasonable justification
for granting such extreme powers. It is the existence
of an excessive power which is so toxic to the
relationship between the citizen and the state. A man
with a gun is no less frightening just because he says
he won’t use it – unless of course you don’t do what he
says.
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A TRUSTWORTHY GUIDE TO TRUST
REGISTRATION FOR OFFSHORE
TRUSTEES
Katherine Bullock
It’s simpler than it seems, trust me!
In under a year new and improved trust registration
requirements come into effect. As a result, many UK
and offshore trustees, who up to this point remained
blissfully free from the need to record vast swathes
of personal data on HMRC’s Trust Registration
Service (TRS), will now have to review their
positions once again. While the contents of these
new rules have been known for some time, there are
still a number of considerations for offshore trustees
that bear repeating, and certainly bear pondering
before the newly announced deadlines that have just
been rolled out are upon us.
It is not simply a matter of timely compliance. Trust
registration now also raises the spectre of disclosure
of the confidential information provided by HMRC
to third parties. With the Pandora papers front of
mind offshore trustees will be concerned about the
likelihood of private information entering the public
domain and how best to avoid that situation.
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The slow and steady sifting of the basic data for TRS
entries is also bringing to light omissions and errors
in the past and these will need to be addressed. Some
may require further disclosure and discussion with
HMRC to forestall tax enquiries but some of the
issues coming to light now concern the constitution
of trust deeds themselves and these may require
careful rectification with application to the Courts
where necessary.
In this article, I offer a ten point checklist of issues
that offshore trustees may wish to apply as they
consider registration on or after 1st September 2022.
Before we begin…
The Trust Registration Service (TRS) was introduced
as part of the Money Laundering, Terrorist
Financing and Transfer of Funds (Information on
the Payer) Regulations 2017 (MLR 2017), which
came into force from 26 June 2017 following the
transposition into UK law of the EU Fourth Money
Laundering Directive (4MLD).
These rules are therefore first and foremost antimoney laundering legislation. As HMRC’s new TRS
Manual states: “These new rules have been
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introduced by the Money Laundering, Terrorist
Financing and Transfer of Funds (Information on
the Payer) Regulations 2017 to ensure that the UK
has an anti-money laundering and counter terrorist
financing regime that is up to date, effective and
proportionate, and improved transparency about the
ownership of assets held in trusts”.
However, TRS has a second function as the
mechanism by which trustees register trusts with
HMRC to obtain a UTR and deliver tax returns. This
duality of purpose has created much of the
complexity and difficulties with the process – that
and IT problems!
These regulations impose two duties on trustees: a
duty to maintain and if required produce certain
records and a duty to register with the TRS. The duty
to register was until October 2020 limited to taxable
relevant trusts.
In July 2018, the EU passed the EU Fifth AntiMoney Laundering Directive (5MLD) in response to
the 2016 terrorist attacks and the Panama Papers. As
a result, on 6 October 2020 and despite Brexit, the
Money Laundering and Terrorist Financing
(Amendment) (EU Exit) Regulations 2020 came
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into force. The changes affecting TRS are
implemented by amendments to Part 5 of MLR 2017.
The changes as a result of 5MLD extend the scope of
trusts required to register by no longer limiting the
requirement to register to express trusts that pay UK
tax and expanding the requirement to non-UK trusts
in certain circumstances.
The Pandora Papers of course trigger the possibility
of still more extensive disclosure requirements and
penalties for non-compliance. The tsunami of
disclosure continues to build. In the meantime, it is
clear that there will be a large number of trusts that
are now required to register, many with lay trustees
and many with offshore trustees unfamiliar or
unaware of the TRS.
Point 1: Confirm whether or not your trust is
UK resident
This should be obvious. Sadly, TRS uses a slightly
different definition of ‘resident’ to other parts of the
UK tax legislation, which may be more familiar to
trustees. A trust is UK resident if all of the trustees
are resident in the UK. If none of the trustees are UK
resident, the trust won’t be either. This seems simple
enough, so far.
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What if there is a mix of UK and non-UK resident
trustees? In that case, if the settlor was resident and
domiciled in the UK, (note, merely deemed
domiciled will not be sufficient here) at the point in
time when the trust was established or when
property was added to it, it will be a UK trust. If they
weren’t, it won’t.
For these purposes, companies incorporated (note,
not centrally managed and controlled) in the UK
count as UK-resident trustees. An individual is UK
resident if they pay income tax, CGT, IHT, SDLT,
LBTT, LTT, or SDRT as a UK resident. These factors
must therefore be kept front of mind not only when
analysing whether a trust is UK resident for the
purposes of the TRS but also when engaging in any
planning actions that will alter that status and thus
require unexpected registration and disclosure of
personal data.
Point 2: Work out how to track and trace
beneficial owners
Going forward trustees impacted by TRS will have
90 days to register and notify changes to the
information registered in relation to the trust’s
beneficial owners, that is the trustees, settlors,
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beneficiaries, and protectors.
The burden on
trustees of large family trusts with a large number of
beneficial owners may be significant. The first step
may be to consider how this data can be limited. Is
it possible to register a class of beneficiaries rather
than every individual? For those whose data must be
provided, a mechanism will be needed to compile
and maintain careful records of who exactly is a
beneficial owner at any given time (not necessarily
as obvious as may first appear) and where they are at
any given time. Keeping track of this information
and having it ready in the event that registration is
required is key. It will be even more important where
beneficial owners may be mobile. How best to
achieve this or to incentivise beneficial owners to
assist may require more than an annual file review.
Point 3: Don’t ignore trusts that produce no
income
This is an especially tricky situation for the adviser
to relevant trustees. The trustees of such trusts may
never have had cause to interact with HMRC before.
Now they may find themselves required to register
because on or after 6 October 2020 they have formed
a new business relationship with their UK bank,
accountant or solicitor or they have acquired an
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interest in UK land.
There are no blanket
exemptions or de minimis thresholds to keep even
those trusts with no income or few assets out of the
reach of the TRS. Registration will be required
unless the trust fits into one of the categories of
excluded trusts. Familiarity with the exclusions is
now essential. Making assumptions based on either
common sense or tax exposure would be ill-advised.
For example, both bare trusts and pilot trusts
established on or after 6 October 2020 must register.
Point 4: If you need a UTR, make sure you
build in time for registration
Take for example the requirement for notification
and payment of CGT on the sale of UK residential
land within 30 days. Since registration is required to
obtain the UTR needed to submit a trust tax return,
it is vital that practitioners keep TRS registration
front of mind to avoid falling foul of the selfassessment deadlines. Here, we should perhaps all
be grateful that the deadlines have been extended
from the originally proposed 30 days!
A taxable trust created before 6 April 2021 had to
register on or before 31 January after the tax year in
which the tax liability occurred or by 5 October after
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the end of the tax year for a first time liability to
income tax or CGT. This continues to be the case.
However, for trusts set up on or after 6 April 2021,
the new rules apply as follows:
•

A trust that incurs a taxable liability before 9
February 2022 must register before 1
September 2022.

•

A taxable trust that is set up on or after 9
February 2022 must be registered within 90
days of the trustees becoming liable to pay UK
taxes.

•

Non-taxable trusts within the scope of the
legislation before 9 February 2022 must
register by 1 September 2022.

•

Non-taxable trusts that become registerable
after 1 September 2022 must register within
90 days.

•

In the case of both taxable and no-taxable
trusts, trustees have 90 days from the date of
any change of circumstances to update the
information on the TRS.

•

N.B.: HMRC have confirmed that any trust
created close enough to the 1 September
deadline that they would have less than 90
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days to register will be allowed to use the 90day deadline for post-1 September trusts
instead.
Point 5: There is now one year to review all
trusts
As already explained, the TRS regime has hugely
expanded. It is vital, therefore, that advisors of
trustees review their client data and identify trusts
that now need to register. With less than 12 months
left to go until full implementation, professionals
with large portfolios of trusts to manage must be
especially diligent in making sure that they are aware
of the new position of each trust they advise on.
There are three new categories of trusts that must
register:
•

“Type A” trusts are UK express trusts which
are not an EEA registered trust or excluded
from registration. While the legislation does
not define an ‘express trust’, HMRC’s view is
that it is a trust deliberately created by a
settlor during their lifetime or on their death,
usually by means of a document such as a
written deed or trust declaration.
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•

“Type B” trusts are non-UK express trusts
with at least one UK-resident trustee (and
which are not an EEA registered or excluded
trust) where the trustees either:
o Enter into a new business relationship
with a UK obliged entity on or after 6
October 2020, or;
o Acquire an interest in land in the UK
on or after 6 October 2020.

•

“Type C” trusts are non-UK express trusts
where none of the trustees are UK residents
but where the trust has acquired an interest in
UK land.

Point 6: HMRC will know a great deal more
about each trust
The simple fact of the matter is that HMRC is going
to be given a significant amount of information both
on the trust itself and on anyone involved with it as
either a trustee, settlor, protector or beneficiary.
Where trusts may have been remiss in submitting
perhaps an HT100 or other tax return, HMRC will
soon have the information required to pursue
unpaid taxes and impose penalties for late filing
where they may not have had sufficient information
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to do so in the past. The extended deadlines and
penalties relating to offshore disclosure and
assessment are further exacerbated by the TRS.
It is these penalties that are the real risk of TRS.
Whilst the new regulations also add penalties for
those who fail to meet the new requirements set out
in the TRS regime, these are modest. HMRC has
recognised the need for a more lenient punishment
system for those making a genuine mistake. HMRC
will not treat those believed to be failing to register
or update the register deliberately so gently. These
trustees may incur financial penalties at the first
instance. For those found to be involved in money
laundering or terrorist financing, however, a
different penalty regime exists which is (hopefully)
not of any relevance here.
It is worth recalling also that every obliged entity
must obtain an extract from the register, check it to
their own customer due diligence and advise HMRC
of any mismatch.
Since trustees are personally liable for any failure to
register a trust or to update a trust’s information in
a timely fashion, they would be wise to review their
indemnities.
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Point 7: Consider whether Trustees should
act directly
For trustees concerned about the risk of falling
within the ambit of the TRS when otherwise outside
its scope, perhaps as a non-UK resident trust with no
or only one UK-resident trustee, then one option
may be to use an underlying company to engage with
the advisers or to acquire UK land. While the wider
tax and commercial considerations will require
thought, trustees who are more privacy-minded and
who do not mind giving up some of the advantages
of their trust structure may find steering clear of the
TRS requirements and subsequent potential release
of personal information to those with a legitimate
interest to be worthwhile.
Point 8: Proactively advise HMRC if the
beneficiaries are at risk of harm
Trustees of trusts whose beneficiaries or settlors
would be subject to a disproportionate risk of harm
in the event that their personal information were
released should be proactive in approaching HMRC.
There is certain information that can be made
available via the registration process itself. For
example, HMRC should be able to see that a
beneficial owner is under 18 or lacks mental
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capacity, and information should be automatically
withheld in those circumstances. However, whether
a beneficiary would be at disproportionate risk of
fraud,
kidnapping,
blackmail,
extortion,
harassment, violence or intimidation seems to rest
entirely upon HMRC’s judgement, with no
mechanism to advise HMRC of that risk. Trustees
may wish to make representations to that effect at
the earliest possible juncture to avoid any
unfortunate outcomes further down the line. This is
particularly important because, as you would expect
with anti-money laundering provisions, HMRC will
not advise the trustees of any request for information
from a person with a legitimate interest or of their
decision to provide or refuse the information
requested. Fortunately practitioners do have the
experience of FATCA to assist and inform their
approach.
Point 9: Consider where to register if a trust
operates in multiple EU member states
Trustees of non-UK trusts may want to consider
where to register if they own land or have engaged
service providers in more than one EU member state
and/or the UK, as they may only need to register in
at least one EU member state (or the UK). This is
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because EEA-registered trusts are excluded from the
requirement to register with the TRS, on the basis
that relevant authorities already have a mechanism
to access the details of those trusts. As such, it is
important before registering with TRS to check
whether the trust has registered or could register in
another territory and so is disqualified from its UK
registration requirement.
Point 10: Don’t overlook the trust that has
been recently wound up
A curious situation with no clear resolution arises
where a trust was wound up after 6 October 2020 but
before the 1 September 2022 deadline for
registration. An obligation to register has been
created, but then potentially does not need to be
satisfied until after a time where it would be entirely
pointless to do so. It is possible that HMRC may take
the practical approach and waive the need to register
such trusts. However, until further clarity is
provided, it remains possible that trust must be
registered and then immediately deregistered in
what may well be a sad waste of time for all involved,
and which raises the question of ‘who should pay for
this?’. Unfortunately, this question has no easy
answer.
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In a similar vein, a trust that has no funds
whatsoever to its name must still register with the
TRS. In these circumstances, who will pay for that
registration? This may in the end prove one of the
most difficult and taxing question of all for
professional advisers and professional trustees.
Conclusion
The potential problems with TRS go well beyond
those caused by the often-temperamental websites
and servers upon which the system relies and raises
significant strategic and logistical challenges for
many trustees. However, with careful planning,
appropriate forethought, and a well-laid plan, these
problems can be anticipated, managed, and
mitigated as appropriate. The key will be to start
planning now and reap the rewards next September!
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TO DEDUCT OR NOT DEDUCT, THAT IS
THE QUESTION…
A CONSIDERATION OF THE COURT OF
APPEAL’S DECISION IN ROYAL OPERA
HOUSE
Dilpreet K. Dhanoa

“This is too difficult for a mathematician. It takes a
philosopher.” 1

Although Albert Einstein was speaking about his
income tax, one might just as easily apply this to VAT
– particularly in the context of supplies of services in
the entertainment sphere, specifically theatres. The
recent case concerning the infamous Royal Opera
House (‘ROH’) in Covent Garden exemplified this
complexity. The ROH had made a claim to recover
input tax of £532,069 associated with the cost of
staging productions. This was on the basis that
whilst admission to the opera or ballet is an exempt

Albert Einstein (when asked about completing his income tax
form.

1
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supply for VAT purposes (per VAT Act 1994,
Schedule 9, Group 13), the ROH also makes a
number of taxable supplies to which production costs
have a direct and immediate link. Such supplies
include programme sales and production specific
commercial sponsorship. This was common ground
between the parties. The issue was whether there
was a direct and immediate link between production
costs and the following: catering income; shop
income; commercial venue hire; production work for
other companies; and, ice cream sales (‘the disputed
supplies’).

HMRC upheld the decision upon review, and the
ROH appealed to the First-tier Tribunal (‘the FTT’) 2.
The case subsequently went on to the Upper-tier
Tribunal (‘the UT’) 3 and then the Court of Appeal 4.
This article explores the different positions adopted
Royal Opera House Covent Garden Foundation Trust v
Revenue & Customs Commissioners [2019] UKFTT 329 (TC)
(‘FTT Decision’).
3 The Commissioners for Her Majesty’s Revenue & Customs v
Royal Opera House Covent Garden Foundation [2020] UKUT
0132 (TCC) (‘UT Decision’).
4 Royal Opera House Covent Garden Foundation v The
Commissioners for Her Majesty’s Revenue & Customs [2021]
EWCA Civ 910 (‘Court of Appeal Judgment’).
2
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by at each stage of the litigation process, and the
complexities of supplies in the world of VAT and
theatres.

Act 1: In Which a ‘Direct & Immediate Link’ is
Established

Scene 1: The Legal Framework (‘the Backdrop’)

Article 1 of the Principal VAT Directive (‘PVD’), EU
Directive 2006/112/EC provides:

“…On each transaction, VAT, calculated
on the price of the goods or services at
the rate applicable to such goods or
services, shall be chargeable after
deduction of the amount of VAT borne
directly
by
the
various
cost
components.”
[emphasis added]
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Article 168, PVD provides the right to deduct, whilst
Article 173(1), PVD sets out the principle of
attribution. Articles 174 and 175, PVD deal with
apportionment of input tax where supplies are used
by a taxable person – both for its taxable and exempt
supplies. These two articles are implemented in
domestic law in VAT Act 1994, sections 24-26. The
‘standard method’ of apportionment, where a person
makes both taxable and exempt supplies, is
prescribed by the VAT Regulations 1995, Regulation
101(2)(d). Regulation 107A provides for the standard
method override.

The legal framework, provides a useful backdrop to
understand how the difficulties arise in the supply of
services for VAT. The FTT set out a detailed
exposition of the case law, but the cases which gave
rise to much of the debate at each level were: the
Mayflower 5, Chester Zoo 6 and Sveda 7 - amongst
others.

Mayflower Theatre Trust Ltd [2006] EWCA Civ 116.
North of England Zoological Society v HMRC [2015] UKFTT
287 (TC).
7 Sveda (C-126/14); [2016] STC 44.
5

6
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Scene 2: A Clear Case of Legal Application?

Whether VAT is recoverable (giving rise to the right
to deduct) or not, is a question of attribution to
taxable or exempt supplies. The ‘attribution’ concept
is simply a concise way of setting out the test:
whether the goods or services in question (i.e. on
which the VAT in question was incurred), have a
direct and immediate link with taxable or exempt
transactions. 8

A link may exist, and one way of ascertaining whether
there is a ‘direct and immediate link’ with reference
to a particular transaction is to test whether those
goods or services are cost components of the price of
that transaction. 9 References to ‘price’ can be
misleading, as the UT noted in the ROH case:

8 This is also sometimes referred to as the ‘BLP test’ (see: BLP
Group [1995] STC 424).
9 See: Rompelman [1985] ECR 655.
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“…it is clear that the non-inclusion of the
input costs [in question] in the price
charged
for
the
downstream
transactions will not prevent the inputs
being treated as cost components of
[those
downstream
transactions]…provided
the
link
[between the two] is not merely a causal
link.” 10

At first blush this may appear simple and obvious,
but as highlighted by the ROH case, it is often a
complex area. As the FTT discovered in ROH, there
was evidence on the commerciality of the
transactions that there was a link between the costs
of putting on a production and the catering supplied
(including the ice cream sold). However, the UT
considered that the “mere fact that “but for” the
input cost in question taxable supplies would not
have been made is not enough to establish the
requisite “direct and immediate link” between the

10

UT Decision, para. 54.
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input cost and the taxable supplies” 11. The Court of
Appeal upheld the UT.

*cue: The Mayflower*

The Mayflower was a case which eventually reached
the Court of Appeal. It concerned a theatre company
(‘MTT’) which bought in performances (production
services) under contract from touring companies.
That supply of production services was treated as a
single supply for the purposes of VAT. MTT argued
that the input tax was partly deductible as the
production costs had a direct and immediate link not
only to exempt admissions, but also to taxable
supplies such as catering, programme sales and
corporate sponsorship. HMRC maintained the
position that none of the input tax was deductible
because it related to solely to supplies of exempt
admission.

11

UT Decision, para. 42.
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Despite rejecting the ‘taxable tickets’ argument and
the argument that the costs were overheads of the
business as a whole, the Court of Appeal held that the
production services did include provision of raw
material that was essential for the printing of taxable
programmes (e.g. logos, photographs and casting
information).
Carnwath LJ (as he then was)
indicated that in his view:

“[there was] no sufficient link between
such sales and the production services.
Such sales are the same in character
whether they are in an ordinary shop, a
theatre kiosk, or a railway station… any
link with the activities of the particular
location
is
“indirect
and
not
immediate”.’ 12

He went on to state that:

12

Mayflower, at [40].
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“…applying the BLP test correctly[13], the
only reasonable view is that there was a
direct and immediate link between the
production
services
and
the
programmes.
It is true that the
production companies were not directly
responsible for the programmes, other
than the provision of information. But
the productions for which they were
responsible, and which provided the
subject-matter of the contracts, also
provided the subject-matter of the
programmes. To that extent, they were
as much part of the raw material used in
preparing the programmes, as the paper
and ink from which they were physically
made. That in my view is an objective
link, sufficiently close to satisfy the
test.” 14
The BLP test is [19]: “the goods or services in question must
have a direct and immediate link with the taxable
transaction, and that the ultimate aim pursued by the taxable
person is irrelevant in this respect.” This was further qualified
by Lord Hodge in Frank A Smart at [28] where he stated that
the ruling in BLP relates only to the use of services on exempt
transactions.
14 Mayflower, at [43].
13

80

Accordingly, the input tax was held to be residual.
Interestingly, HMRC did not appeal this decision.
Instead, it updated its guidance (HMRC Brief
45/07). 15 HMRC’s policy is now that a theatre can
treat input tax as residual (that is, partially
recoverable) where they receive supplies of
production services from touring companies, and
where those supplies include materials essential for
the printing of the programmes. However, supplies
of (for example) costumes and scenery in instances
where the theatre stages its own productions are not
(in HMRC’s view) to be treated as residual.

*cue: Chester Zoo*

Thereafter came the case of Chester Zoo. The zoo had
incurred a range of costs, and it wished to deduct the
VAT incurred on animal-related costs from catering
and retail supplies to visitors. The FTT, in rejecting
the narrow approach of HMRC, found in favour of

15

See also: HMRC Manual PE78100.
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the taxpayer and held that there was a direct and
immediate link. It instead adopted a broader,
commercial view which took account of the economic
reality, noting:

“The [Zoo’s] business model, in
commercial terms, exploits the animals
in order to achieve various income
streams, the most significant of which
are admissions, catering and retail. In
that sense the animal related costs are
borne by all those supplies.” 16

Significantly, for the purposes of the ROH case, the
FTT in Chester Zoo placed weight on the fact that
visitors to the zoo did not just see the animals, but
also spent significant sums on catering and
merchandise. In other words, there was importance
to be given to the ‘integrated experience’; namely,
that observing the animals and enjoying the
additional offerings (such as retail and catering) were
not separate and distinct activities. The FTT
16

Chester Zoo, at [130].
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considered there to be a ‘virtuous circle’ at play,
noting that:

“We are satisfied that ‘the core of the
Zoo’s commercial proposition’…is the
animals. To a greater or lesser extent
everything is driven by the animals. We
accept that there are or were some
products where the link to animals is
weak or non-existent…. However we
consider that looked at in the round
there is a strong economic link between
the catering and retail offerings and the
animals. Catering outlets and shops are
carefully positioned and themed by
reference to the animals. The Zoo is
operated in a way designed to increase
dwell time. This is done by improving
and renewing animal exhibits and the
other facilities offered by the Zoo,
including catering and retail facilities.
This is what [the Zoo’s witness]
described as a “virtuous circle”. The
better the collection of animals and
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habitats the greater the income from all
income streams. In turn, that provides
funding to improve the animal
collections and habitats.” 17

In succeeding in its appeal against HMRC, the zoo
reclaimed £1.3 million. The ROH relied significantly
on this case, and one can see why. However, it would
be a half-filled scene if the European perspective
were not considered at this juncture.

*cue: the European Court (‘the CJEU’) & Sveda*

There has been a broader trend towards
consideration of the underlying economic reality in
cases, and this is a matter that courts have had to deal
with – including the Court of Appeal in the ROH
case, as can be seen below.

17

Chester Zoo, at [118].
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In the case of Sveda, the taxpayer had constructed a
‘recreational (discovery) path’ which had free access
to the public. The Lithuanian domestic court had
found as a matter of fact that the construction was
also a means of attracting visitors with a view to
providing them with a variety of taxable supplies of
goods and services (for example, food, drinks and
souvenirs). The CJEU made clear that its own case
law had set out that:

“…where goods or services acquired by a
taxable person are used for purposes of
transactions that are exempt or do not
fall within the scope of VAT, no output
tax can be collected or input tax
deducted…. In both cases, the direct and
immediate link between the input
expenditure incurred and the economic
activities subsequently carried out by the
taxable person is severed.” 18

18

Sveda, at [32] [emphasis added].
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It concluded that the immediate use of the path
free of charge did not affect the existence of the
direct and immediate link between input and
output transactions, or with the taxable
person’s economic activities as a whole.

Scene 2: The FTT Considers the Appeal

The FTT considered the Chester Zoo case ([2015]
UKFTT 287) to be persuasive, and as part of the
Tribunal’s general observations (para. 77 (emphasis
added)), noted that: “Like the animals in Chester
Zoo, everything in the present case “is driven” by the
ROH’s operatic and ballet productions with such
productions being the “central draw”, “main event”
or the “core” of its commercial production.”

The FTT stated (paras. 83-84):

“[83.] [The] approach…, is to objectively
considered whether there is a “necessary
economic link between the initial
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expenditure and the economic activities
which follow”.
Adopting such an
approach I have come to the conclusion
that there is such a link between the
Production Costs and taxable catering
supplies in this case.
[84.] As with the animals in Chester
Zoo, in this case, as I have already
mentioned, it is the opera or ballet that
is central to everything the ROH does. It
is these performances that bring the
restaurants and vars of the Opera House
their clientele.
Such a connection
between the production and catering
supplies is, in my judgment, more than a
“but for” link. Taking an economically
realistic view the performances at the
Opera House, and therefore the
Production Costs, are essential for the
ROH to make its catering supplies. It
therefore follows that the purpose of the
Production
Costs,
objectively
ascertained, is not solely for the
productions of opera and ballet at the
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Opera House but also to enable the ROH
to maintain its catering income.”

The FTT was persuaded that there was a direct and
immediate link between the production costs and the
taxable catering supplies of the ROH – but not so for
the remaining supplies. The appeal was therefore
part successful.

Act 2: In Which a ‘Direct & Immediate Link’ is Not
Established
*cue: the UT*

Scene 1: The UT

HMRC appealed to the UT on two points:
i)

that the judge had erred in law by applying
a simple ‘but for’ test in order to establish
a direct and immediate link with respect to
catering supplies; and (in the alternative),
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ii)

the chain-breaking rule did apply, with the
link between catering supplies and
production costs operating only through
the exempt supply of tickets.

Although it was not disputed between the parties that
the profits from the disputed supplies enable the
ROH to produce its highly acclaimed productions,
the UT considered that the supplies were parallel as
opposed to having a direct and immediate link.
The UT undertook its own comprehensive review of
the previous authorities, including considering two
decisions that had been handed down since the FTT’s
decision: Frank A Smart and University of
Cambridge. Unlike the FTT, the UT took a different
approach to the Chester Zoo case. Rather than
engaging with the question of whether the ROH
circumstances of a ‘fully integrated’ operatic and
dining experience should be factored in, the UT took
the view that the case could be “decided on its own
facts…[and it]…does not contain any statement of
general principle” which it was required to apply –
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although it did concede there were similarities
between the two matters.

In upholding HMRC’s appeal, the UT stated that
there were two separate supplies which operated in
parallel and to which the production costs were
linked. It was held that the production costs were
directly and immediately linked to the performance
for which tickets were sold. However, whilst there
was an indirect link economically between the
production costs and the catering supplies, it was not
enough to be direct and immediate. It was agreed
between the parties that application of the ‘but for’
test of causation was not sufficient to establish a link.
The UT further held that expressing the test in
economic terms only was insufficient for the
purposes of creating a direct and immediate link.
The UT was persuaded with the reasoning of Lord
Hodge in Frank A Smart, noting that:
“Either there was a direct and
immediate link between a particular
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input transaction and a particular
output transaction or transactions,
which would be established if the
acquired goods and services are part of
the cost components of taxable
transactions which utilise those goods or
services, or there is a direct and
immediate link between the particular
input transaction and the whole of the
taxable person’s economic activity
because the cost of the input transaction
forms part of the business’s overheads
and is thus a component part of the price
of the taxable outputs it supplies.”

The UT considered that the FTT did not elaborate
enough on whether a direct and immediate link could
be established either through specific attribution to
particular outputs, or through there being a direct
and immediate link between the acquired goods and
services and the whole of a taxable person’s economic
activity because the costs form part of the taxpayer’s
overheads. 19 As a result, it took the view that the FTT
19

See: UT judgment, para. 96.
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did not apply the ‘direct and immediate link’ test
correctly. 20

*cue: the Court of Appeal*

Scene 2: the Court of Appeal

The ROH appealed to the Court of Appeal on the
ground that it was the UT, not the FTT, that applied
the wrong approach to the application of the ‘direct
and immediate link’ test. It had four grounds of
appeal:
i)

the UT failed to apply the correct objective
economic link approach;

ii)

the UT erred in concluding there had been
no development in the case law since the
Mayflower case;

iii)

the UT erred in treating the requirement
for a direct and immediate link as

20

See: UT judgment, para. 97

92

significantly

different

in

specific

attribution cases and overheads cases;
and,
iv)

the UT erred in concluding that the FTT
had erred in its reliance on Sveda and ANL
and had applied a ‘but for’ test of
causation.

The Court of Appeal analysed the cases with respect
to what was required to establish a ‘direct and
immediate link’ versus parallel supplies. It noted
that the test as adopted in the University of
Cambridge was:
“…essentially a legal construct which
explains the abstract language used and
the difficulties involved in its application
to particular factual circumstances.” 21

21 Court of Appeal, at [39] citing University of Cambridge, at
[19].
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In upholding the UT’s decision, the Court of Appeal
held that there was no direct and immediate link
between the ROH’s production costs, and the sale of
food and drink that would permit input VAT on the
former to be deductible.
What is curious is that the Court of Appeal confirmed
that the “unchallenged evidence described a visit to
the Royal Opera House as “a fully integrated
experience”.” 22 Yet the court remained unconvinced
of the economic reality and commercial arguments
advanced by the ROH. It stated:
“The use of phrases in Sveda focusing on
an economic link, on which the ROH
relies, do no more than explain the
nature of the connection required to
satisfy the test of a direct and immediate
link in cases where there is also a link
non-economic activities, such as the
gratuitous provision of the path and of
22

Court of Appeal, at [7].
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the retail vouchers. They do not herald
a new and broader test for determining
the existence of a direct and immediate
link. As is made clear in the Advocate
General’s opinion and the CJEU’s
judgment in Sveda, and in Patten LJ’s
judgment

in

ANL,

the

legal

developments after BLP related to the
recognition that overhead costs, which
could

not

be

linked

to

specific

transactions, could be linked to the
output transactions of the taxable
person’s general economic activity.” 23
In rejecting the FTT’s approach to the direct and
immediate link, the Court of Appeal made clear that
it did “not accept that [the test] has been reinterpreted as a test of economic necessity”. 24

23
24

Court of Appeal, at [83].
Court of Appeal, at [86].
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Finally, and by way of obiter comment, although both
the FTT and UT had arrived at the conclusion that
there was no ‘chain-breaking’ transaction, because
the ticket sales and catering supplies were not links
in the same chain of transactions, the Court of Appeal
saw force in HMRC’s position that the ticket-sales
were in fact, chain-breaking transactions.

Conclusion & The Final Curtain Call?

The Court of Appeal’s decision will undoubtedly
come as a disappointment not only to the ROH, but
to the arts and entertainment industry more widely.
As an industry it has been through significant
upheaval and change. It has had reductions in public
funding

and

lower

numbers

of

audience

attendance 25. Coupled with the global pandemic (in
which this sector suffered significantly), and now the
Arts Council England Analysis of Theatre in England, 13
September 2016
(https://www.artscouncil.org.uk/sites/default/files/download
-file/Analysis%20of%20Theatre%20in%20England%20%20Final%20Report.pdf) (Accessed: 12th October 2021).
25
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Court of Appeal’s decision – it is a grim scene that is
being painted for the wider arts industry.
The Court of Appeal adopted a conservative
approach, and did not accept the framing of the
objective economic link by the FTT that existed
between production costs and catering supplies. This
was not a point specifically contested by HMRC, and
the uncertainty continues with the court’s obiter
comments

in

respect

of

the

chain-breaking

transactions. No decision was arrived at on the point,
and rather than give resolution to the issue the
appellate court has opened up a proverbial Pandora’s
Box that provides no real certainty.
Having said that, the court made clear that it would
all depend on the factual matrix at hand and the
circumstances should be assessed on a case by case
basis. Pandora’s Box has been left ajar just enough
to provide arguments for both sides. Furthermore,
whether the ROH – or another theatre company –
decides to appeal once more or make a decision that
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it is time for the final curtain call, is one which only
time will tell. For present purposes, it appears that
the costs of putting on a production cannot be
attributed to catering and ice cream, no matter that
the ‘main event’ or ‘core’ of the commercial
proposition is the ROH’s operatic and ballet and that
everything is driven by this central component of the
performances (including, some may say, the sales of
catering and ice cream). It seems almost artificial
and too narrow an approach not to permit the input
tax to be deducted, and with decisions like Chester
Zoo still in force as good law – the territory remains
far from clear.

98

THE LIFETIME ALLOWANCE CHARGE ON
PENSIONS
David Southern QC

The rules
A new scheme for the taxation of pension
contributions, benefits and funds was established by
Finance Act (FA) 2004, which came into force on 6
April 2006 (‘A Day’). The tax rules are largely
contained in FA 2004, together with numerous
statutory instruments, all as interpreted in HMRC’s
Pensions Tax Manual. The FA 2004 rules have been
revised on a regular basis in successive annual
Finance Acts,
Since 2006, almost all UK pension funds are
registered pension funds. HMRC does not have to
approve registration, but a fund and its members
will not obtain the pension tax benefits if it is not
registered. In turn a registered fund becomes
subject to penal tax charges if it fails to follow the
tax rules.
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The lifetime allowance (LTA) and LTA charge were
fundamental changes introduced by the 2004
legislation. This piece concentrates on the lifetime
allowance (LTA) charge. However, it operates in
conjunction with other main features of pensions
rules. Accordingly, the wider context of pensions
taxation has to be considered, before we reach the
LTA charge.
Pensions in general
People seek to create security, however limited, for
themselves and their families. This is usually a joint
exercise between the state and the individual.
Deciding where to draw the line in this collaboration
is one of the key tasks of politics. Pension provision
offers an example of this.
For those with limited means, social security
provides a basic level of subsistence. All those who
pay national insurance contributions benefit from
the state pension scheme, which is unfunded, i.e. it
is paid out of current tax revenues in an amount
determined by qualifying contribution years.
Additional pension benefits have to be provided by
occupational pension schemes.
For those in
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employment, occupational pension schemes are
funded in part or in whole through contributions by
the employer and the employee. Private sector
pension schemes cater for employees in the private
sector and the self-employed. These are funded out
of dedicated pension funds, in many cases held by
pension trustees.
Since 2004 each member of a scheme has for
particular purposes an individualised pension fund
(pension pot).
Defined benefit and defined contribution schemes
Under a defined benefit (DB) occupational pension
scheme the employee is paid a pension which is a
fixed proportion of his final salary, subject to
prescribed annual increases.
Under a defined contribution (DC) pension scheme,
the worker – who may be employed or selfemployed – becomes entitled to such pension
benefits as his pension fund will purchase on
retirement, subject now to flexible access. These are
money purchase schemes: your pension benefits
are what you pension fund will buy.
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Defined benefit (DB) occupational pension schemes
played a fundamental part in social and economic
life until the 1990s. DB schemes pay an annual
pension which is a fixed percentage of final salary,
usually average final salary in the last five years of
employment. Typically private sector schemes were
40/60 schemes (1/60 of final salary multiplied by
number of years of employment up to a maximum
of 40), while public sector schemes were 40/80
schemes, but with a lump sum.
Pension schemes may be funded or unfunded. In a
DB scheme the financial risk that the fund will not
pay the pensions promised falls on the scheme.
There may be an implicit employer covenant to
cover any shortfall.
Outside the public sector, DB pension schemes were
killed off by a combination of Parliament’s goldplating of schemes and the accountants. The
problem with DB schemes is how to ensure that
funds will be there to fulfil promises to pay pensions
of uncertain amounts at an uncertain date, perhaps
40 years in the future. In other words, the problem
is to ensure that scheme liabilities match scheme
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assets on an on-going basis. Accountancy rules
meant that the pension scheme’s futures liabilities
were discounted at a lower rate that the scheme’s
assets, with the result in most cases that the scheme
showed a deficit, changes in which had to be
reflected in profit and loss account. This in turn
leads to a deficit reduction scheme to be agreed with
the pensions regulator.
Most public sector schemes are unfunded, because
the scheme’s covenant to pay the promised pensions
is backed by the entire tax revenues of the UK. The
quality of the employer’s covenant to make good any
shortfall of pension provision in the future is
crucial. But few companies which existed 20 or 30
years ago, however great or small, still exist in
recognisable form. There is a limited state back-up
in the form of the Pension Protection Fund (PPF),
established by FA 2004. This is financed by an
annual levy on DB schemes, which in turn adds to
their financing provisions.
Hence in the private sector DB schemes have largely
been replaced by defined contribution (DC)
schemes. Each member of the scheme has a person
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pension fund (pension pot) funded by the employer
and employee. His pension entitlement is limited to
whatever benefits that individual fund will provide
at any given time. Hence fund liabilities and fund
assets are necessarily always self-balancing.
The self-employed never had the luxury of DB
schemes. On the other hand, they had no fixed
retirement age.
Moreover, there were few
restrictions on the amounts which they could invest
in pension funds on a tax advantaged basis. Their
schemes were necessarily all DC schemes. DC
schemes are in almost all cases ‘money purchase
schemes’ (MPS).
It is possible to be both self-employed and a
member of a statutory superannuation scheme.
This is the case with NHS general medical and
dental practitioners.
Multiple schemes
Individuals approaching retirement may be or have
been a member of a number of different pension
funds: public sector DB; private sector DB; private
sector DC for employees; self-employed DC.
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Benefits under earlier schemes may have been
accessed under the pension scheme rules, e.g. on
redundancy after 50 or after attaining the age of 55.
Or the individual may have continued as a deferred
member of the scheme, preserving his pension
entitlement until a future date. Or he may have
transferred his pension benefits as a lump sum to a
transferee scheme.
The pension rules have to take account of all these
possibilities.
As the pension rules have regularly changed both
before and after 2004, it is often necessary to have
regard to the rules as they applied in earlier years to
establish current tax charges.
Stakeholder pensions
Most employers with five or more employees, who
do not operate their own occupational pension
scheme, are required to provide access to a
stakeholder pension scheme.
Tax relief for pension contributions
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Most benefits which people pay for from income
have to be bought out of taxed income. Pension
benefits are special because they qualify for tax
benefits, on condition that benefits can only be
taken in prescribed ways. Under occupational
pension schemes pension contributions can, subject
to restrictions, be deducted from taxable earnings.
However, the tax benefits are only available if the
contribution if the pension scheme is a registered
pension scheme.
Official policy was to encourage occupational
pension saving. This was achieved by (i) untaxing
pension contributions, (ii) by not taxing the rate of
increase of pension funds pending payment, but (iii)
taxing pensions on payment as deferred
remuneration. Contributions to pension schemes
were tax free, and pensions were taxed once they fell
into payment.
The tax reliefs were only available if the form in
which benefits could be taken was prescriptively
regulated.
In recent years this policy has been substantially
curtailed, because the annual cost of tax reliefs for
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occupational pension savings has been seen as
unduly high; it favours higher rate taxpayers; and
taxing pension savings is a concealed form of tax
increase. At the same time, the rules governing the
ways in which benefits to be taken have been made
more flexible. This is in turn in danger of defeating
the raison d’être of pension provision.
No allowable deductions for pension contributions
can be made after the age of 75.
Pension benefits
Until 2015 pension benefits under DC schemes
could only in most cases only be taken by using the
fund on retirement to purchase a lifetime annuity
([purchased life annuity, PLA). As interest rates
fell, so did annuity rates, so the pension pot needed
to purchase a target level of income steadily
increased. In calculating annuities the insurance
company will seek to ensure that the fund from
which the annuity is to be paid will be exhausted
with the last payment. The insurance company
bears the risk that the annuitant exceeds his or her
life expectancy, which it offsets against the
possibility that annuitants will die earlier than their
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predicted life expectancy. The trustees of DB
pension funds had always been in this position.
Each instalment of a purchased life annuity is
treated partly as a return of capital (tax free) and
partly as savings income (taxed).
From 6 April 2015 ‘flexible’ benefits were
introduced, whereby an individual could after 55
designate the whole or part of his fund for ‘flexible
drawdown’. In that case he can leave that part of his
fund with a pension provider as a drawdown fund.
It continues to grow tax free as a pension fund; and
all withdrawals are treated as income in the year of
withdrawal.
Pension benefits can normally be taken after the age
of 55, except in cases of earlier retirement through
ill-health.
As a general rule, 25% of pension benefits can be
taken in the form of a tax-free lump sum, the
pension commencement lump sum (PCLS).
Tax charges
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There are now two major restrictions on the amount
which can be contributed to pensions without
causing the individual to suffer a tax charge of up to
55% or higher. These are:
i)

the annual allowance.

ii)

the lifetime allowance (LTA)

Once either of these is exceeded a tax charge is
incurred.
The two tax charges are accordingly:
i)

Annual allowance tax charge;

ii)

Lifetime allowance tax charge

The two are related, because annual pension
contributions (net of tax) go to swell the pension
fund, which is then measured against the LTA.
There is no limit on contributions or funds as
such. The limit is on the size of contributions or
funds which qualify for tax relief, or which do not
attract an additional tax charge.
The annual allowance
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The annual allowance governs how much income
can be contributed to an individual’s pension fund
in a year and qualify for tax relief.
The annual allowance is made up of two elements:
(i) the employer contribution as measured; and (ii)
the employee contribution. Both employer
contributions and employee contributions are taken
into account when measuring the annual pension
contribution against the annual allowance.
Since 6 April 2015 the input period for the annual
allowance, i.e. the period by reference to which
annual contributions are measured, is the tax year,
beginning on 6 April and ending on the following 5
April.
In 2010/2011 the annual allowance was £255,000.
Since 2016/2017 it has been reduced to £40,000.
That is the amount which may be added to the basic
rate tax band, in calculating tax payable on total
income for a year.
However, the tapered annual allowance (TAA)
applies to those whose threshold income (excluding
pension contributions) exceeds £110,000, and

110

whose ‘adjusted income’ (including pension
contributions) exceeds £150,000. Where the TAA
applies, the annual allowance reduces on a sliding
scale to a minimum of £10,000.
If an individual over 55 takes an excess of cash from
a defined contribution scheme, while continuing to
earn, he becomes subject to the money purchase
annual allowance (MPAA) of £4,000.
In the case of DB schemes the annual contribution
is the size of the employee’s pension fund at the end
of the year, minus the amount of the employee’s
pension fund at the beginning of the year. The
amount of pension built up in the input period is
multiplied by 16, and increased by any lump sum
payable. The pension provider is obliged to provide
these figures (the pension savings statement) to
HMRC and the employee.
The employee contribution is the amount paid in
cash. In the case of DC schemes the employer and
employee contribution are simply the sum of the
contributions paid in the year.
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Importantly, any unused allowance can be carried
forward for up to three years.
Employer contributions
Employer contributions are a business expense,
being a payment of remuneration which is wholly
and exclusively incurred for the purposes of the
trade or business.
Employee contributions
Where contributions are within the annual
allowance, the qualifying contribution is treated
grossed up by reference to the basic rate of income
tax. The individual’s basic rate band is increased by
the grossed up amount. The individual’s tax liability
for the year is reduced by the difference between
higher and additional rate tax on this amount and
basic rate tax. Because the payment to the pension
provider is made out of income which has borne
basic rate income tax, the pension fund can recover
this amount from the Exchequer and add it to the
individual’s pension fund.
Example
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Mr A’s total income for 2021/2022 is £80,000. His
marginal rate of tax is 40%.
His employer
contributes 10% of salary to a DC pension scheme.
Mr A contributes a further £8,000. He pays his
contributions under the relief at source (RAS)
system, i.e. pension contributions are paid to the
scheme net of basic rate tax. This is grossed up by
10/8, by reference to the basic rate of income tax.
His basic rate band is increased by 10,000, so
saving higher rate tax of £2,000. The pension
provider recovers the basic rate tax.
Item

£

Employer
contribution

8,000

Employee
contribution

8,000 x
10/8

£

8,000
10,000

Basic rate tax

(2,000)

Recovered by
pension fund

2,000

Higher rate tax
Basic rate band

Pension
fund

(2,000)
50,270 +
10,000

Recovered by
taxpayer

2,000
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Pension
contribution

18,000

Cash cost of
employee
contribution of
£10,000

6,000

The annual allowance charge
In cases where the annual allowance is exceeded,
the excess is added to the individual’s income and
charged to tax at his marginal rate. This has caused
for particular difficulties for high earners in DB
schemes, where the annual increase in the value of
the member’s pension benefits may take him above
the annual allowance, with the result that he is
charged to tax at 45% on ‘dry income’, i.e. income
which he does not receive and which, when it falls
into payment as pension benefits, will be taxed at
his marginal rate.
Under FA 2004, s 237 this charge may, at the
request of the member, be paid by the scheme
provider under the ‘scheme pays’ facility when it
exceeds £2,000. The individual’s pension fund is
correspondingly reduced.
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The lifetime allowance charge
The lifetime allowance (LTA) governs how much
can be saved, or grow, in an individual’s pension
fund before tax charges apply to the fund as such.
What is taxed is the excess of the fund over the LTA
at the time of measurement. The tax charge is 55%
or 25% of the excess.
Accordingly, it has a
significant effect on the fund taken forward to fund
the remainder of retirement. Payment of the LTA
charge is the joint liability of the pension provider
and the member.
It applies alike to public sector and private sector
schemes,
to
employed
and
self-employed
occupational pensions, to DB and DC schemes.
Much of the responsibility is placed on pension
funds, who thereby become additional tax
collectors, in addition to administering PAYE on
pensions in payment.
The LTA charge remains a latent charge until a time
occurs when the size of the fund is measured against
the LTA, to determine whether there is an excess,
which becomes subject to the LTA charge on the
fund held by the pension provider.
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The occasions when the individual’s fund is tested
against the LTA are known as benefit crystallisation
events (BCEs). The LTA charge can only be
incurred when there is a BCE.
Like the annual allowance, the LTA has been
steadily reduced. In 2010/2011 it was £1,800,000.
In 2021/2022 it is £1,073,000.
Successive BCEs may occur up to the age of 75.
Benefit crystallisation events
BCEs are set out in Finance Act 2004, ss 216, 276
and Sch 32. In simplified form, they can be
summarised as follows:
BCE

Event

Amount of LTA
used/benefit
crystallised

1

Designating funds in a
money purchase
arrangement for flexible
drawdown

Sums so
designated

2

Becoming entitled to a
scheme pension

RVF x P, where
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RVF = relevant
valuation factor
(normally 20)

P = rate of
pension
3

Subsequent to BCE 2,
individual has above
inflation increase in
pension

RVF x XP, where

4

Individual buys lifetime
annuity under money
purchase arrangement

Cost of annuity

5

Individual reaches 75
when entitled to scheme
pension under DB
scheme

(RVF x DP) +
DSLS, where

XP = pension
increase

DP = rate of
pension at 75
DSLS =
prospective lump
sum

5A

Subsequent to BCE1,
individual reaches 75

Increase in
pension fund
since BCE1

5B

Any remaining benefits
under money purchase
scheme when individual
reaches 75

Any unused
funds

5C

Designation on or after 5
April 2015 within two
years of period in which
scheme administrator

Amount of funds
so designated
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becomes aware of
individual’s death of
unused uncrystallised
funds as available for
dependant or nominee of
individual
5D

As 5C in relation to
dependant’s annuity

Unused
uncrystallised
funds so used,

6

Individual’s becoming
entitled to a relevant
lump sum payment
subject to BCE 5B

Amount of lump
sum paid to
individual

7

A person being paid a
relevant lump sum death
benefit

The amount of
the relevant lump
sum death benefit

8

The transfer of assets or
rights under a relevant
pension scheme so as to
becomes assets or
entitlements of a
qualifying recognised
overseas pension scheme
(QROPS)

The aggregate of
the rights and
assets so
transferred

9

Where an authorised
member payment of a
kind prescribed by
regulations is made

The amount so
prescribed.
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On each BCE the pension provider must make
available to the member the value as a percentage of
the LTA of each crystallisation.
The LTA charge rules
When a BCE occurs, the rules are as follows:
1. There is a LTA for each tax year. The LTA
can be increased in individual cases by
claiming transitional relief.
2. All of an individual’s pension benefits are
totaled, and measured against the LTA. Any
excess becomes liable to the LTA charge.
3. One-quarter of the available pension
benefits can be taken as a relevant lump sum
benefit.
4. Pensions in payment at 6 April 2006 are
multiplied by 25 (RVF).
5. Pensions in payment after 6 April 2006 or
anticipated pensions payable under a DB
scheme are multiplied by 20.
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6. The value crystallised on a BCE is
calculated as a percentage of the LTA for that
year.
7. A drawdown pension (BCE1) is only
available under DC money purchase
arrangements. A scheme pension (BCE2) is
the only benefit available under a DB scheme.
8. Where a relevant lump sum benefit is taken
at the same time as other pension benefits, the
lump sum is regarded as taken first.
9. The pension fund is then divided into three
parts:
(i)

LTA already used on earlier
BCEs (if any) (V1) as
percentage of current LTA.

(ii)

Available LTA (V2).

(iii) Excess over LTA, i.e. [(V1 +
V2) – LTA] = E
10. If when the BCE occurs benefits are taken
out in capital form in excess of the PCLS, the
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tax charge is E x 55%. Otherwise the ‘retained
amount’ is charged to tax at 25%.
11. The LTA charge is normally paid by the
pension provider from the fund but is the joint
liability of the pension provider and the
member.
12. The balance of the fund, after payment of
PCLS and LTA charge, is then available for
pension benefits, such a flexible drawdown.
Example of LTA charge
(i)

Mr B is an accountant. Until 5 April
2006 he had two part-time salaried
posts as financial controller for two
small companies, A Ltd and B Ltd. In
each case he belonged to a DB
occupational pension scheme. He also
had a small self-employed practice,
and had established a DC scheme with
contributions from his self-employed
earnings.

(ii)

In 2005/2006 at the age of 50 he was
made redundant by A Ltd.
The
pension scheme rules allowed him to
take an immediate pension as an early
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leaver after the age of 50. He became
entitled to a pension of £10,000 a year
in 2005/2006, subject to subsequent
increases.
(iii) He continued to work for B Ltd and
continued to accrue DB pension
benefits.
(iv) He expanded his self-employed
practice, including work for A Ltd as
an independent consultant.
(v)

At the age of 66 in 2021/2022 he
retired from B Ltd and become
entitled to a pension, initially payable
at £15,000 a year. His DC pension
fund was then £800,000.

(vi) In 2021/2022 he designated his whole
DC fund as available for flexible
drawdown.
(vii) He decided to take out his PCLS from
his available LTA (V2).
(viii) He did not qualify for transitional
relief to increase his LTA.
(ix) The balance of his fund increases by
2% a year. He draws down £20,000 as
income on 5 April each year.
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(x)

He continued working after the age of
75, which he reaches in 2030/2031.

The impact of the LTA in this scenario is

123

Tax year

2021/2022

BCE

BCE2

BCE6

LTA used (V1)

LTA available (V2)

Pension fund

1,073,000

800,000

A Ltd pension 25 x 10,000

(250,000)

823,000

B Ltd pension 20 x 15,000

(300,000)

523,000

PCLS [25% of 523,000]

(130,750)

392,250

BCE1

(130.750)

(392,250)

669,250

Tax at 25%

(69,150)
600,100

2030/2031

BCE5A

600,100 x 0.87

522,087
Tax at 25%

(130,521)
391,566
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Excess (E)

276,600

Inheritance tax
There are no further BCEs after the age of 75 and
the balance of the drawdown fund carried forward
passes outside Mr B’s estate. He can specify the
beneficiaries of this fund in a letter of wishes to the
pension provider. If he pre-deceases them, it passes
to them without a tax charge, but any withdrawals
will be treated as income for the year of withdrawal.
Some conclusions
This outline suggests certain conclusions:
1. An excess of pension contributions over the
annual allowance produces a charge to
income tax on dry income.
2. The amount taken by 25% lump sum
payment should not exceed 25% of the
available lifetime allowance.
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3. Where funds are designated for flexible
drawdown, the rate at which annual
withdrawals exceed annual fund growth will
determine the rate at which the fund runs
down.
4. There are no further LTA checks after the age
of 75 (other than BCE3) because the fund will
by then by fully crystallised.
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