The long-running high profile Arctic Systems tax case
has finally come to an end, with the Law Lords ruling in
favour of hushand and wife team Geoff and Diana Jones.
Following the ruling, many small family businesses
might be breathing a sigh of relief. However, although
HMRC may have lost this particular battle, the Govern-
ment has since announced its intention to crack down
on what it considers to be a ‘tax loophole’.

History of the case

The landmark case involved Geoff and Diana Jones, who owned and
ran an IT consultancy called Arctic Systems. Geoff was the major fee
earner while Diana helped out with general administrative support.
Like thousands of other couples with similar enterprises, the structure
of the business was such that both parties held shares in the company,
with profits extracted by way of dividends.

However HMRC applied an old piece of legislation, Section 660, to
argue that the dividends paid to one partner were really earned by
and belonged to the major fee earning partner. According to HMRC the
dividends received by Diana should have been treated for income tax
purposes as those of Geoff, a higher rate taxpayer. This meant a
potential retrospective tax bill for Arctic Systems of £42,000, and many
business owners have been concerned that they too could face
significant tax demands from HMRC.

If you are asked to invest in a new business, you may
be faced with the choice of providing a loan to the new
enterprise, or buying new shares where the business is
to be run through a company.

Loans: the safer option?

K loan may seem the more secure option, as the capital should be
repaid according to the terms agreed, and interest will be payable
whether or not the business makes a profit. However, you are unlikely
to make as significant a profit from a loan, in the event that the
business is later sold for a substantial sum or becomes listed on the
stock exchange. To realise those exceptional gains you need to hold
shares in the company.

On the other hand, many new businesses fail within the first three
years. If the company goes bust and your loan is not repaid, you
should be able to claim a capital loss. As long as the funds you pro-
vided were used for the trade, and the company was not quoted on
the stock exchange when it went down, you will have a capital loss.
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What the ruling means
Following the ruling, hushand
and wife businesses are highly
unlikely to be hit with
retrospective tax bills similar to
the one originally issued to the
Joneses. However, the Govem-
ment has said that it intends to
introduce legislation to end this
particular form of ‘income
splitting’.

So it seems likely that following
a period of consultation, new
legislation will be introduced to
make such arrangements a thing
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of the past.

We will stay abreast of the legislation, and can advise
you on all your tax planning needs, including your
business structure. Contact us for more information.

Investing In A New Business: Is A Loan Or Shareholding Best?

This loss can be set against capital gains you make in the same tax
year, or subsequent years, but as you already have an annual exemp-
tion of £9,200 (for 2007/08) to set against capital gains, the loss may
not be particularly useful to you.

A share in the rewards?

If you hold shares in the company, and the business fails, the loss
you suffer may be available to reduce your income tax liahility for
the year of the claim. This is far more useful than a loss that can
only reduce your capital gains. However, to claim the loss against
income you must subscribe for new shares rather than buying them
second-hand from another shareholder. The company must also he
unquoted, trade mainly in the UK, and not be involved in any of a
range of non-qualifying trades that includes leasing and property.

Bs a general rule, while a loan may represent the less
risky option in many cases, if you buy shares you could
reap a significantly larger reward and have more scope
to capitalise on any losses. Contact us for further infor-
mation.
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The Enterprise Investment Scheme: Could My Business Raise Money?

The Enterprise Investment Scheme (EIS) is designed to encourage wealthy individuals to invest in small trading compa-
nies, and thus plug a gap in funding which the commercial banks can be unwilling to meet.

Under the scheme, the investor subscribes for new ordinary shares (called EIS shares) in your company and receives income tax relief at 20% of the
amount invested. If the investor holds his or her shares for at least three years and the company continues to qualify under the EIS scheme, the
investor can then sell the shares free of capital gains tax. An investor who has previously made a large capital gain can also use an investment in
EIS shares to defer the taxation of that gain until the EIS shares are disposed of.

In order for your company to be permitted to issue EIS shares, it must meet the following conditions:

1. None of its shares must be quoted on a stock exchange and there must be no arrangements in place for a flotation (although a quotation on the
Alternative Investment Market (AIM) does not count)

2. It must carry on a trade or trades that do not include to a significant extent (taken to be 20% or more) any activity that is specifically excluded
by the legislation. Excluded activities include: leasing; banking; accountancy; dealing in land and land based trades such as farming; property
development; or nursing homes

3. It must have fewer than 50 full time employees (or part time equivalents) at the time the EIS shares are issued

4. The value of the gross assets on the balance sheet must not exceed £7 million before the issue of the EIS shares, or £8 million afterwards; and

5. The total amount raised under EI§ and similar schemes (Venture Capital Trusts and Corporate Venture Schemes) must be no more than £2 million
in the 12 month period ending on the date of the relevant investment.

Subject to these conditions EIS relief is relatively easy to apply for. HMRC has a special department in Cardiff that deals with this scheme, and it is
advisable to ask the Inspector in advance if your company is likely to qualify.

You also need to check whether your prospective investors are connected with your company, or have received any value from the company in the
two years prior to the issue of the shares.

‘Connected’ broadly means that the investor was an employee or director, or controlled 30% or more of the voting shares.

Investors can become directors of your company after they buy the EIS shares, as long as they do not take more than a reasonable remuneration for
the work that they do for the company.

If you would like to explore the potential of EIS to raise funds for your company, please contact us to discuss your indi-
vidual circumstances.

Is The Cost Of Training Tax Deductible?

” If you pay for training courses for
&"/i

your employees, the cost is tax de-
\J“

Training costs for the self-employed

The cost of training for the self-employed is mot necessarily tax de-
ductible. If the training tops up the individual's existing knowledge or
skills (including the acquisition of “know-how”), and these are used as
part of the business, the cost can he deducted from the business prof-
its. However, if the training is to develop a completely new set of
skills, HM Revenue & Customs (HMRC) will view this expense as if it
was an investment in capital equipment.

ductible for your business. Your em-
ployees are not taxed on the value of
the training, as long as the course
relates to their current work or to a
/ task they may have to perform as part

of their job. The training can be to
enhance or instil very general skills
such as driving, letter writing or time
management. Provided the employee needs to use the skills as part of

The cost of the training for new skills cannot be deducted from profits
for income tax purposes, and there is no mechanism for spreading such

their job now, or will need to do so in the future, the cost of the
training is tax deductible.

However, the tax deduction does not automatically apply if the em-
ployee pays for the training directly. An employee cannot claim a tax
deduction for training costs unless the training was actually carried
out as part of the employee’s job, rather than in order to prepare them
to do the job. If your employee needs to pay for a training course or
exams, the best policy is to make the training a condition of the em-
ployment contract and reimburse the cost to them on submission of an
expense claim. If the cost of the course is significant, you could agree
a salary substitution arrangement whereby the employee takes a lower
salary in return for you paying the training course fees directly.

an expense over several tax years, as there may be for the purchase
of physical equipment. However, where the acquisition of know-how is
treated as capital, the expenditure may be put into a single pool,
qualifying for a writing-down allowance of 25% (reducing balance).
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Next Stage Of The Companies Act 2006 Comes Into Effect

The Companies Act 2006 received Royal Assent in November 2006, and is being introduced in a series of stages up to Octo-
ber 2008.

Already in force are measures allowing electronic communication with shareholders. Other parts of the Act which are of particular relevance to small
companies take effect on 1 October 2007, including:

. The Act sets out for the first time the general duties expected of company directors
. Ennual General Meetings will be optional
. Private companies will be able to handle most business without holding a general meeting, should they wish to.

Further provisions will be introduced in April and October 2008, including:

6 April 2008

. A comprehensive code of accounting and reporting requirements to be introduced
. Period for filing accounts shortened from ten months to nine months

. Company secretary to be an optional appointment

. Shareholders may agree limitation of auditors’ liability.

1 October 2008

A simpler method of forming and administering new companies to be introduced

Concept of authorised share capital to be abolished

A company to be allowed to give financial assistance for purchase of its shares

Directors may file a ‘service’ rather than home address

Companies must have at least one director who is a ‘natural person’ (ie a person as opposed to another company)
Nobody under 16 may be a director

Introduction of the right to challenge company names.

Existing Companies
Some measures will automatically be incorporated into existing companies’ articles of association, but in other cases companies will need to amend
them. They will need to review articles of association to ensure they are able to benefit from the changes introduced by the Act. They may wish to
adopt the model articles of association wholesale to take advantage of the relaxed regulatory environment. They may at least use them as a source of
guidance when considering what, if any, changes need to he made to their current articles of association to update them in line with the Hct.

This is a complex piece of legislation. Please contact us for further information relating specifically to your husiness.

Making The Most 0f Flexible Pensions

You may think of your pension savings as ‘dead’
money - locked away until you finally leave the work-
ing world at around the age of 65. However, since the
reform of pension law on 6 Hpril 2006, this view could
not be further from the truth.

You are now entitled to start drawing on your pension fund from the
age of 50, if your pension scheme rules permit this and you were
born before 6 Hpril 1960. Otherwise you can access the funds from
your 55th birthday. In some particular occupations such as the fire
service, the age of entitlement is even lower. If you are forced to
cease work on medical grounds at an earlier age, you can commence
your pension at that point.

There is no obligation to retire or even to reduce your working hours
when you start to draw benefits from your pension fund, as your
work commitments and pension payments are now completely sepa-
rate. You can even continue to contribute to a pension fund and
draw some benefits at the same time, if your particular pension
scheme rules permit this. If they don’t, you could still contribute to
one pension fund and draw an income from another. For example,
you may have one pension plan and the plan may consist of 20 sub-

funds. You could start drawing on 10 of the sub-funds and still
contribute to the other 10.

These new rules allow you a great deal of flexibility in the latter
part of your career. You may work part time, or on short-term pro-
jects, taking a rest in between contracts. Your rest periods can he
funded from your pension, while your higher earning periods can be
used to boost your pension funds.

You may also have other assets that you intend to use to fund your
long-term retirement, such as property. In this case it might be
possible to maximise the income from your pension fund before the
age of 75 by taking an aggressive income drawdown policy, whilst
taking less income from your other assets; although this should only
be contemplated after taking independent financial advice.

After the age of 75, the amount you can extract from your pension
fund in this way is restricted. There are also restrictions on the
amount of tax relief you can benefit from once you have drawn
down a tax-free lump sum from the pension fund, so do talk to us
about your plans first.



Coates and Partners Limited Coates and Partners Limited are based in Ashbourne. We are a four director
fim with excellent staff support. We predominantly look after owner

The OId Vicarage managed businesses and, as we have been established for over 55 years,

51 St John Street many clients are second and third generation.

Ashbourne

Derbyshire Hlthough mainly based in Derbyshire, we have a nationwide client base,
with some clients staying with us despite relocation. We have in excess of

Phone: 01335 301850 eight hundred clients made up of a wide range of businesses including a

Fax: 01335 300315 strong international section.

E-mail: enquiries@coatesandpartners.co.uk

As you would expect from an established firm of Chartered Accountants, we
provide a full range of compliance services, ensuring that all our clients,
whether corporate or not, are carefully and efficiently looked after in all
aspects relating to their annual accounts and resultant tax implications.
However, in addition to these services, we offer an extensive range of
business development services, including strategic management and
development.

www.coatesandpartners.co.uk

“the forward looking accountants” Please call us for a free initial consultation.

Web Watch - Essential Sites for Business Owners

UK-IPO CIFAS
www.ipo.gov.uk - Information on all aspects of intellectual prop- www.cifas.org.uk - The UK’s fraud prevention service
erty, including a new online patent application service

Think Fit
Driving for Work www.bhf.org.uk/thinkfit - Tips and advice on improving health
www.dft.gov.uk/drivingforwork - Resource offering advice on  in the workplace
managing the risks posed by work-related driving

Reminders for your Autumn Diary

September

30 Deadline for submission of the 2007 Tax Return if you wish HMRC to calculate the tax or, if you
wish to have a 2006/07 balancing payment of less than £2,000 collected through your 2008/09
PAYE code.
End of CT61 quarterly period.

October

1 Due date for payment of Corporation Tax for period ended 31 December 2006.

5 Individuals/trustees must notify HMRC of new sources of income/chargeability in 2006/07 if a
Tax Return has not been received.

14 Due date for income tax for the CT61 quarter to 30 September 2007.

19/22  (uarter 2 2001/08 PAYE remittance due.

November

1 Please ensure you are retaining your documents for the 2008 Tax Return.

2 Last day for notifying car changes in quarter to 5 October - P46 (Car).

This newsletter deals with a number of topics which, it is hoped, will be of general interest to clients. However, in the space avail-
able it is impossible to mention all the points which may be relevant in individual cases. It is recommended you seek professional
advice before taking any action. No liability can be accepted by Coates and Partners Limited for any action taken or not taken as a
result of this information.




