








a close company in which the trustecs of the

settlement held shares; and a loan or a repaymenf'

of a loan by such a company counts as a similar

paymenf by the trustees.

3. The section has been judicially criticised; in
particular in CIR v de Vicier, 42 TC 24, and
CIR v Bates, 44 TC 225. The criticisms have been =

i. that the section is so drafted that the
settlor could be charged to surtax several
times over in respect of the same amount of
income which was accumulated in a year of

assessment;

ii. that the settlor could be charged to
standard-rate tax on an amount equivalent to
the capital sum grossed up at the standard
rate, although the income of the settlement
has already borne standard-rate income tax as

income of the trust;

iii. that in some cases the section ''creates

unfairness", and is a '"trap" which "inflicts

a scvere loss on the unwary person who acts with
no dishonest intention" (for example, where the

settlor makes a short term loan to the trustees

to enable them to take up a righfs issue).

On the other hand, in the Bates case Lord Reid
commented unfavourably on the fact that the

decision in Potts' Executors v CIR, 32 TC 211, had

not been annulled; in brief, the decision in that

case was that payment by the trustees of the settlor's

bills did not amount to.a payment directly or
indirectly to the settlor.
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~ Objection: This proposal would mean fhnt'tﬁéh
- whole income of a settlement could be péid-%ﬁ,ﬁﬁ@rf.jf;
settlor and only a proportion of it would]&e' f %;:“J
liable to surtax. Instead of settling a fund‘. | '
out-and-out the settlor could lend part of it

to the trustces and enjoy the whole income of the
settlement, paying surtax on only part of it.

It was to meet such devices that the 1938
legislation was introduced. To a lawyer, or an
accountant, the payments would no doubt rank as
capital in the settlor's hands; the substance of
the position would however be that he was

receiving the income. In the comparable case of

an investment company which is a close company, any
sum expended or available out of income in the
repayment of any loan capital or debt in respect

of which any person is a loan creditor of the
company is to be regarded as available for
distribution (Section 293(1)(c)). 1In other

words, the repayment of a loan by such a company,
whether out of income or capital, is not to affect

the surtax apportionment.

View 2 :

Those who think that View 1 goes too far, and View
2 not far enough, recommend that Section 451 should
continue, stbject to the amendments suggested below
which are designed to meet the more specific
criticisms which have been made of it. The addition
of a motive test to the section might, in theory,
be a way out, but there are very strong practical
argunents against such a test and witheout it, it is
not practicable to devise legislation which would
let out short-term loans; as the Bates case showed,
a series of short-term loans may be scarcely

distinguishable from a long-term loan.

‘.
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Objection: In view of ,the criticisms of Section 451

it wonuld bte better to scrap it and start afresh.
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It does not thercfore apply'to the settl
legislation. Consequently, 'if trusteces hold
shares in a close company, a loan to the
settlor by a subsidiary of that company is

not within Section 451, although a loan by the

parent company would be.

b. "Income arising under a settlement"

inc ludes, where the income of a body corporate
has been apportioned under Section 296 (close
companies) or could have been so apportioned

if the body corporate were incorporated in

any part of the United Kingdom, "so much of the
income of the becdy corporate which has been or
could have been apportioned to the trustees

of or a beneficiary under the settlement’.
However, deeming a company to be "incorporated"
in the United Kingdom does not enable it to

be treated as a close company.

It is recommended that the settlements legislation

be amended so that -

i. A company should be trecated as connected
with a settlement if its income can be

apportioned or sub-apportioned to the trustees.

ii. The apportionable part of the undistributed
income of non-resident companies can be taken
into account as income arising under the

settlement,

Such amendments would, of course, apply for the
purposes of the settlements legislation generally,

and not only for the purposes of Section 451, and

would remedy the defect disclosed by Lord Howard de Walde)

v CIR, 30 TC 345.
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ccun : @u;@m could wag wﬁ@;@mﬂﬁ@' .
~ihw more than ‘that, in our vvxaﬁ,r th‘g@‘ﬁ iﬁw'

Lﬂauparqbia difficulties in the way of tax |
| - such income as income of the settlor, or of the
e _ potential beneficiaries. Sl

; 17. When the new unified system of tax takes
effect in 1973-74, the income of trustees will
be sub ject only to basic rate tax, ie, the lowest
rate appropriate primarily to earned income. We
recommend that income of a trust which is not
immediately distributable to heneficiaries should
be subject to the investment surcharge (without
abatement). If the income is subsequently
distributed, the beneficiary should be given

credit for the basic rate tax and inveatment

surcharge paid by the trustees. l
18. This would mean that accumulated income would

bear tax at 45 per cent, compared with the present
standard rate of 38% per cent. It will not be

sub ject to the higher rates of tax in the hands of
the trustees, whatever its amount. One

view expressed was that in principle accumulated >
income should not be subject to tax at a [
higher rate than the average rate which would
be levied if all the income were distributed.
Many beneficiaries would® not be liable to : -
tax at wore than 30 pey cent, and the v ronosed

hs per cent (compared with the present }3% per cent)






19+ ‘It is envisaged that -
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a. the tax would be imposed on the

in the tax year; - o e

b. there should be a period of grace of say
three months after the end of the tax year
within which trustees might make

distributions;

C. the charge should extend to income
apportioned to the trust from a company
connected with the settlement (the trustees
being given a power to recover from the

company the amount of the charge).

It would be necessary to examine the information
provisions in the tax laws; for example, the trust-
statements R59 and 59(a) should be made statutory.

20, The charge would not appiy to charitable
trusts, or to approved superannuation funds, and
it is suggested that income accumulated for the
benefit of a specified child of the settlor o~
contingently on attaining an .age not later than
25 should also be excepted, oh the ground that
such trusts might be regarded as socially
desirable. If the contingency failed to happen,
the accumulation charge would be imposed at that
point. It is doubtful whether it would be
practicable to exclude trusts for the benefit of
incapacitated persons, since it would be difficult

to find a workable definition of "incapacity".

21. It is envisaged that any exceptions would
apply equally to income accumulated under wills

or intestacies.
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Releases from trust funds

22. Where income which has been accumulated is
subsequently distributed, difficult questions
Baqetimes arise as to the nature of the payment
in the hands of the beneficiary. In the parent/
child settlements legislation, Section 438(2)(b)
provides, in effect, that all payments to or for
the benefit of a child of the settlor are to be
deemed to be paid as income to the extent that
there is accumulated income in the settlement.
Moreover, all payments out of a trust are taken
into account under Section 37(3)(b) of the

Finance Act 1969 in determining the measure of

the charge to estate duty on the death of a
beneficiary under a discretionary trust. 1t is
recommended that the provision in the parent/

child settlements legislation should be adapted

g0 as to apply to all payments out of accumulations
trusts during the subsistence of the trust, but not
s0 as to impose an unfair burden on the eldest
child who might receive accumulated income first.
An exception might be made for isolated payments
made for purely capital purposes out of the

original capital of the trust.

23.. Where, following Pilkington v CIR, 40 TC 416,

trustees advance capital from one settlement to
another, the same principle should apply, viz,

the advance to the trustees of the subsidiary
settlement should be deemed to be income to the
extent that there is accumulated income in the
primary trust and should retain its quality in

the hands of the trustees of the subsidiary
settlement. Payments by these trustees to :
beneficiaries, if not otherwise chargeable to tax,
would accordingly be treated as income in the

beneficiary's hands.
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FOREIGN TRUSTS T
2hk.  The approach to foreign trusts adopted s
present law (Section 478 of the Taxes Act) K a

un§atisfactory in many respects. When it bit@gfiiljh'
can have inequitable results imposing very suhgtqnﬁi
liabilities on those who neither have, nor will,
receive any income (although the Revenue ensure by
administrative means that in practice it does not
have such unrcasonable consequences). On the other
hand the Section is by no means adequate to deal with
all the carefully planned avoidance schemes of the
large scale operators. The field in which it
operates, however, is difficult to tackle because of
the mobility of the assets concerned and the assump=-
tion for fiscal reasons of legal forms behind which

reality can be very well concealed.

25. The possibility which we have examined is to
tax foreign trusts on the same basis as we have
discussed in the previous section of this paper for
domestic trusts., We have recognised however that
any attempt to equate their treatment must entail
some modification of the rules for domestic trusts
to take into account'the fact that the trustees are
out of jurisdiction. Hence in the proposals which
follow we seek to provide in all circumstances for
someone to function as do the trustees of a resident
trust = in different circumstances this may be the

foreign trustees, the settlor or the beneficiaries.

These proposals would go a long way to replace the
provisions of Section 478 since the approach is a
new one, but in residual cases some of the concepts
behind that Section may have to be applied. However,
because they will be residual cases, and because our
proposed scheme generally will ensure that any
reasonable purpose can be served without attracting
undue liability, our proposals should have the

public acceptability which may now be lacking.



‘anyone who makes a settlement to notify the

_any settlements which they have not previously

Xt
1st .
o

nfor E‘t‘fiféﬁ“ from resid*en,t tfampfa"?ers a%*{.:%
%Mey“make a settlement on a foreign trust ra

than, as now, after the crucial events hagéﬂﬂ

Place. There should be a general reguiremem£:

Revenue, and the latter should have power to ask

taxpayers likely to be affected if they haveim@ﬁai'f

notified to the Revenue. _

- , 1;""
The simplest way of achieving this would be to
include in the annual return form a question on
the lines of "Have you made a foreign settlement?"

Such a question may however be difficult to frame

to cover all possibilities and might have to be S %
supplemented by a questionnaire at periodic R fj{
jntervals to a controlled class of recipient. In %
addition to this requirement on settlors,  F4
beneficiaries would have to report (in so far as xl
they are not fequired to do so alrecady) the fﬂ%
receipt of trust money, whether income or capital, .?ﬁ
and the sale of any interest under a trust. 'JT

'H

Basis of charge

27. The settlements which would be caught would

be

(i) those made by a settlor domiciled in
the United Kingdom at the time he made the
settlement, whatever the situs of the

assets concerned; and o

(ii) those made by a settlor domiciled

outside the United Kingdom from asseﬁg .
Uy

“L‘L:I

connected with the United Kingdom. =
:L;ﬁim_;ﬂ_'
RAIEN.
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The basis of the charge would be that once a flJ%Elu%H‘.
settlor had made a foreign settlement the Lo
beneficiaries of which could include United S

Kingdom residents, there would be a liability to

pay tax of that amount which the trustees would

-4

have paid had the trust been resident, ie basic
rate income tax, investment surcharge and
accumulation charge where appropriate as proposed
in paragraphs 16 to 20 above, less any tax actually
borne by the trustees on any income of the trust
derived from the United Kingdom. Since domestic
trustees will be entitled to a tax credit in
respect of qualifying distributions, there would
also be such entitlement in the case of foreign

trusts.

208. There are alternative ways of fixing
liability for the tax. The first would provide
that it falls on the foreign trustees with recourse
in the absence of payment to the settlor and
bencficiaries, This would follow our proposals for
domestic trusts as closely as possible and would
provide the simplest scheme if the trustees wished
to pay the tax falling due. But it would be going
beyond anything we nbw do to charge foreign {
residents with United Kingdop tax on the income

from such of the settled assets as they chose to

invest abroad.

The second course, and the one we prefer, is to
provide that the liability is that of the settlor
(with recourse to the beneficiaries in the absence
of payment). This would be a realistic approach
if the object of the action is to coﬁnter
avoidance of tax: it would have to be framed in
such a way that, if the trustees chose to
reimburse the settlor or a beneficiary for the
tax, the outlay would be recognised in their
dbuntry as a payment of tax in respect of which
double taxation relief in that country should

be given,
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The position of the settlor ““Jﬁﬁhﬂigi@)

29. Whichever of these courses were adopté&? e
measure of the charge on the setflor would be '
which would have been due from the trustees haaif'r-ﬂ‘
the trust been resident in the United Kingdom. '
This would be due from him even though he had
divested himself of .the assets or any control over
them. If, as a result of this lack of control, he
was unable to get the necessary information from
the trustees, the assessment would have to be .
estimated on the basis of the amount of the assets
settled: there would therefore have to be provision
for the Board (subject to appeal to the Special
Commissioners) to make estimated assessments., If
any payment was subsequently made to a resident
beneficiary on which he was liable to tax, the
basic rate tax and investment surcharge would be
repaid to the settlor pro rata to the distribution
as a parallel to what would be done in the domestic
field. The settlor would however remain liable for

the accumulation charge.

30. Thus even though the settlor had no interest
in the trust whatsoever and had not set it up for
avoidance purposes, an jll-advised man could find
himself liable to meet the tax falling due from
his own resources. Although this is an extreme
and improbable case, provision would therefore have
to be made should he not be able to pay. Even if
such measures did not always appear to work
equitably they would be essential if ‘the principle
that the treatment of foreign and demestic trusts
should be equated is to be followed., The

principles to be adopted would be

a. so that a settlor should not be able to
Iy escape liability by divesting himself of his
assets it would pass to the trustees of any
other settlement he had made if he could not

meet the liability himself or had died;
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the subsequent liability; there would have to be
provision for the potential beneficiaries of the
settlement then to assume complete responsibility

for the tax.

The position of the beneficiaries

Bl In principle it would be possible to give a
potential beneficiary who found himself accountable
for the tax ae dascribed a statutory right to
recover it from the foreign trustees. But this
would be of doubtful value since it would not be
enforceable in the country of residence of the
trustees. Hence while in practice one would
normally expect trustees to ensure that no hardship
arose from payment of the tax = and where they did
pay the tax it should not be treated as income in
the hands of the beneficiaries - nevertheless
payment by the potential beneficiaries - even
though a matter of last resort - presents some =

difficulties in theory.

32. One possibility would be to wait until any
beneficiary received a payment (income or capital,
direct or indirect) and then seek to collect the
accumulated liability from that beneficiary
together with interest to cover the years of tax-
free accumulation up to the full amount of the
payment received, If payment was made to a non-
resident beneficiary, he would become accountable
if he subsequently became resident, Obviously,
such an arrangement would be easy to circumvent

and for that reason the majofity of us do not

favour it.

- = (3
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-331‘ The alternative uould be to seﬁk té
-;zthe tax from potential bheneficiaries as the :
was accumulated. This would be in keeprng'witﬁ':
the general scheme of seeking someone to aésﬁmif%hﬁ"

i responsibilities of domestic trustees, but its

application would introduce into the new scheme

some of the difficulties now inherent in Section 478,
One solution would be to make any potential resident
beneficiary who was a comnnected person within the
meaning of Section 533, liable to the tax in full

(so however that the total tax due from all such
beneficiaries should not exceed the total tax
arising). Another, which we prefer because it is
more specific, would be to list the potential
resident beneficiaries in accordance with the laws

of intestacy and seek the tax from them in that

order. If a payment was subsequently made to a
resident beneficiary other than the one who had
paid the tax, the basic rate tax and investment
surcharge which would normally be credited to the
recipient of the payment might be repaid instead to
the beneficiary charged (once the recipient had paid

the corresponding tax), although the person

originally chargad would have to bear the accumulation

charge.,

Arrangements

4. When a foreign trust is set up it is often
part of a web of foreign companies and subsidiary
trusts. Power would be needed to enable the
substance of the arrangements to be %ooked at as a
whole, so that foreign companies controlled by
United Kingdom or foreign trustees would be treated
on the same lines as United Kingdom close companies

or as though they were trusts. Thus the definitions

of settlor, settlement etc would have to be drawnm

very widely. Any artificial limitation on the
application of the provisions would quickly be
exploited,

5 L
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of the new system, However, the trustees of a
foreign trust set up before that date would be
| able, if they so wished, to change its res1denc

and bring it into the United Kingdom. If they

did not do so, the settlor could be given the

option to pay tax under the new provisions in

respect of the current and subsequent years or

for the trust to remain within the ambit of

Section 478. If the trust had been set up for

non-avoidance reasons clearly the latter would

chosen.

6. Existing trusts would be brought within the

proposal designed to obtain information. On the \

first occasion that the questionnaire was issued

it would seek information about any settlement a

taxpayer had set up still in being. :'

Conclusion . '

17. We had hoped that it would have been possible |
: to have reached a conclusion providing for the f

repeal of Section 478. Apart, however, from the \B
1 .+ need to retain it for existing trusts which do not 4

change their residence or opt for the new scheme, ‘ Jﬂ

there will be some cases, such as transfers to
foreign investment companies, which would not be
covered by our proposals on foreign trusts. After

a few years' exnerience of the legislation w%_ﬁrﬂﬁggﬁf'

on foreign trusts, it might be nossible to add ex%vf T
provisions to cover thegse other cases as well bm
the meantime our propousals should take 'rj.‘i.'-i'.L'Q-‘i:‘i;i.'- ty
Section 478 should apnj

are saome defects i1in Lthe

pL

relation to foreign partnerships, whieh m;m






