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CGT Reforms

Capital Gains Tax reforms/entrepreneurs’ relief

As announced in the Pre-Budget Report (PBR), from 6
April 2008 CGT is to be charged at the uniform rate of
18 per cent for disposals by individuals, trustees and
personal representatives. Also indexation allowance
and taper relief for business assets will cease to be
available for disposals on or after 6 April 2008.

In response to criticism from the business community
regarding the increase in the CGT rate from 10 per cent
to 18 per cent for disposals of business assets, a new
Entrepreneurs’ Relief will be introduced for disposals of
certain business assets on or after 6 April 2008. This
measure had already been announced and the draft
legislation was made available at the end of February;
there is nothing that has been announced today that
has any impact on the draft legislation.

In summary Entrepreneurs’ Relief may be available in
respect of gains made by individuals on the disposal of:

e all or part of a trading business the individual
carries on alone or in partnership

« assets of the individual’'s or partnership’s trading
business following the cessation of the business

 shares in (and securities of) the individual's
'personal’ trading company (or holding company of
a trading group)

» assets owned by the individual and used by his/her
‘personal’ trading company (or group) or trading
partnership.

The first £1m of gains that qualify for relief will be
charged to CGT at an effective rate of 10 per cent.
Gains in excess of £1m will be charged to CGT at the
rate of 18 per cent.

The table below compares the CGT liabilities for
disposals of eligible business assets made before 6
April 2008 and those made under the new regime.
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CGT payable

Business gains Before After
06-Apr-08 05-Apr-08
£000 £'000 £000
100 10 10
200 20 20
500 50 50
750 75 75
1,000 100 100
1,500 150 190
2,000 200 280
5,000 500 820

An individual will be able to make claims for relief on
qualifying disposals made on or after 6 April 2008.
Claims may be made on more than one occasion up to
a ‘lifetime’ limit of £1m. Disposals on or before 5 April
2008 do not affect the lifetime limit. The £1m limit will
only begin to diminish when the relief is claimed.

Trustees will be able to claim relief on certain disposals
of business assets and company shares and securities
where a 'qualifying beneficiary' meets the relevant tests
in respect of the asset being disposed of. A 'qualifying
beneficiary' is an individual who has an interest in
possession in the business assets being disposed of.
Trustees must make claims jointly with the 'qualifying
beneficiary’. Any relief given on the trustees’ gains will
reduce a beneficiary’s £1m lifetime limit.

Entrepreneurs’ Relief will be available for qualifying
disposals made on or after 6 April 2008. Transitional
provisions will also allow relief to be claimed in certain
circumstances where gains that have been deferred
from disposals made on or before 5 April 2008 become
chargeable after that date.

Qualifying conditions

There will be no minimum age limit for Entrepreneurs’
Relief. Entrepreneurs’ Relief will be available where the
relevant conditions are met throughout a qualifying
period of one year.

Sole traders and partnerships

The relief will have effect for gains arising on the
disposal by an individual of the whole or part of a
qualifying business. A business qualifies if it is a trade,
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profession or vocation (including the commercial letting
of furnished holiday accommodation in the UK, but not
other types of property letting business). The individual
must have owned the business, or be a member of a
partnership that owns the business, throughout the one-
year period ending with the disposal.

A disposal by a member of a partnership of the whole
or part of his / her interest in the partnership will also
qualify if the partnership carries on a qualifying
business and the individual meets the ownership test
throughout the year ending with the disposal.

Where a qualifying business is not disposed of but
simply ceases, relief will be available on gains on
assets in use in the business at the time it ceased
where the assets are disposed of within three years of
the date of cessation.

Gains on disposals by sole traders and partners of
shares or securities or on assets held as investments
will not qualify for relief. But there are circumstances in
which relief will be available on the disposal of shares
and securities in a trading company and on ‘associated
disposals' (see below).

Shares and securities

The relief will have effect for gains on disposals of
shares in (and securities of) a trading company (or the
holding company of a trading group) provided that
throughout a one-year qualifying period ending on the
date of disposal the individual:

» is an officer or employee of the company, or of a
company in the same group of companies and

e owns at least 5 per cent of the ordinary share
capital of the company and that holding enables
the individual to exercise at least 5 per cent of the
voting rights in that company.

Where the company (or group) does not cease to trade,
the one-year qualifying period is the year ending on the
date the shares or securities are disposed of. Where
the company (or group) ceases to trade before the
disposal of the shares or securities, the one-year
qualifying period ends on the date trading ceased, and
the disposal must be made within three years of the
date of cessation.
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The terms 'trading company’, 'holding company' and
‘trading group’ will have the same meaning as they do
for the purposes of taper relief on business assets.
There will be no requirement to restrict the gains
qualifying for relief by reference to any non-trading
assets held by the company (or group).

It will not be possible to aggregate holdings (eg
husband/wife, individual/trust) in order to meet the 5 per
cent shareholding test, ie the individual will have to
meet the 5 per cent test in his/her own right.

Care should be taken if unexercised share options are
in existence; typically share options are exercised
immediately prior to the sale of a company, if the
exercise caused a shareholder to fall below the 5 per
cent shareholding requirement then no Entrepreneurs’
Relief would be available at all. Therefore when
considering the 5 per cent test, it will be necessary to
consider whether the test would be met once the share
capital has been diluted by the exercise of options.

'Associated disposals'

Where an individual qualifies for Entrepreneurs’ Relief
on a disposal of shares or securities, relief will also be
available if the individual makes an ‘associated
disposal' of an asset which was used in the company’s
(or group’s) business. For example, if a company
director who owns the premises from which the
company carries on its business, sells the premises as
well as selling his shares in the company, the sale of
the premises may count as an ‘associated disposal' and
the gain on the disposal may attract Entrepreneurs’
Relief. The relief due on an associated disposal will be
restricted in certain circumstances, for example, where
the asset in question is not wholly in business use or
where the individual is not involved in carrying on the
business (as an officer or employee of the company
with a qualifying interest in it) throughout the period
during which the asset was owned.

A similar rule will allow relief on an 'associated disposal'
of an asset used in a partnership’s business and owned
separately by a member of the partnership who is
entitled to relief on disposal of his interest in the assets
of the partnership. Again, relief will be restricted in
circumstances equivalent to those indicated in the
previous paragraph.

Deferred gains
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It will be possible to claim relief where, on or after 6
April 2008:

e shares or securities are exchanged for other
shares or securities (including qualifying corporate
bonds (QCBs)) and

* gains on disposal of the original shares or
securities would meet the qualifying conditions for
relief; but gains do not arise at the time of the
exchange under the normal CGT rules for such
exchanges.

Where QCBs are received in the exchange,
Entrepreneurs’ Relief will be claimable in determining
the amount of gain to be deferred until the QCBs are
disposed of. In other cases, people may elect to
disapply the normal CGT rules, so that gains will arise
at the time of the exchange and the relief will be
claimable on those gains.

Similarly, where gains are deferred on or after 6 April
2008 as a result of an investment in qualifying shares
under the Enterprise Investment Scheme (EIS),
Entrepreneurs’ Relief will be claimable in determining
the amount of gains to be deferred.

Transitional rules

Transitional rules will also allow Entrepreneurs’ Relief to
be claimed where gains that have been deferred on or
before 5 April 2008, under the rules for exchanges of
shares etc, for QCBs, or on investment under the EIS
or in a Venture Capital Trust (VCT) become chargeable
on or after 6 April 2008. The relief will be claimable if
the disposal giving rise to the gain that has been
deferred would have qualified for the relief, if the relief
had been in force at the time of that disposal.

Possible planning pre 6 April 2008

Although there is a very limited time to implement
planning pre 6 April, the following measures could be
considered:

» transfer of assets between spouses/ civil partners
to bank indexation allowance
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» gift shares that qualify for business asset taper
relief (and business property relief for IHT) to a
trust to crystallise a gain at the 10 per cent rate

* where IHT business property relief is not available
consider selling shares/ loan notes to a trust at
market value to crystallise a gain at the 10 per cent
rate

» seek to agree early redemption of loan notes
received on a previous company sale before 6 April
to trigger the 10 per cent rate.

Our first reaction

Tax simplification is to be welcomed, but it is
unfortunate that taper relief for business assets has
been a casualty of the process. For smaller
businesses, concerns have been addressed to some
extent by the introduction of Entrepreneurs’ Relief,
which retains the 10 per cent rate that people were
expecting to achieve on the sales of their businesses.
However the capping of the relief at £1m over a lifetime
means that a large proportion of gains on the sale of
businesses will be taxed at a much higher rate than

anticipated.
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