The New Capital Gains Tax Rules

The new tax year began on 6 April 2008 and with it dawned yet another major overhaul of the Capital Gains
Tax (CGT) system for individuals and trustees.

Complex rules oversaw the introduction of taper relief in 1998 and these have been amended significantly in
2000 and 2002 in particular. Under this regime the underlying rate was 40% but this was reduced after two
years’ ownership to 10% for a ‘business asset’ and gradually down to 24% for all other chargeable assets.

These rules have been swept away completely and replaced by a new standard rate of tax of 18% for all
disposals of assets on or after 6 April 2008.

At first sight this change really does appear to achieve the stated Government objective of simplifying the tax
system, at least as far as CGT is concerned. However, as a sop to the business lobby, a modified form of
taper relief replacement has been introduced - Entrepreneur’s Relief.
Entrepreneur’s Relief (ER)
ER operates to reduce the effective rate of CGT to 10%. It applies where:
There is a disposal of all or part of a trading business or shares in a trading company.
It can also apply to assets used in a trade if there is a corresponding cessation of the trade or a
disposal of the business / shares. (but only if no rent has been charged; otherwise the relief is
eliminated or restricted).
You need to have held the business or shares for at least one year prior to disposal.
If the disposal is of trading company shares then you must have held at least 5% of the voting rights
and ordinary share capital of the company and have been an officer or employee of the company (but
you do not need to have been full-time). You must have met these conditions for at least 1 year prior

to disposal.

If a trust is disposing of the business or shares then it can qualify if the beneficiary has an ‘interest in
possession’ (basically a life interest in the trust) and the other conditions are met.

ER is available as a lifetime allowance of £1 million per individual for all gains subsequent to 5 April 2008.
Once that lifetime allowance has been met then the standard rate of 18% on all subsequent disposals
applies.

ER does not apply to corporate gains which will continue to be taxable under the old regime at the company’s
marginal tax rate, which will range from 22% to 28% for future disposals.
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The New Rules and Property Businesses

As income tax continues to be levied at 40% it is clear that wherever possible there will be a desire to achieve
a capital gain taxable at no more than 18% rather than as income, which will continue to be taxed at up to
40% for individuals. When looked as a whole, the changes do not necessarily alter some of the planning that
may have been put in place to maximise the benefit of taper relief.

Property investment businesses will not be regarded as a trade and so they will not usually qualify for ER.
The key will be to consider how the 18% tax rate can be accessed on a future gain of each investment
property. If they are owned by a company then they will be taxed on rates as high as 28% and the effective
tax rate could be higher still if the cash is then extracted.

Some form of personal ownership may therefore be desirable and an increasingly desirable structure for
owning investment properties is a limited liability partnership (‘LLP’), where the commercial powers and
protection of a limited company are combined with the tax transparency of a basic partnership. Owning
through an LLP will allow the partner to be treated as if the capital gain belonged to him and be taxed at 18%
with no further extraction costs.

Property development businesses should be capable of attracting ER, depending on the facts. The
distinction between development and investment remains crucial for tax. This is a lengthy subject on its own -
essentially the intention at the outset of each property transaction and the evidence to support this will govern
whether each property is a trade or an investment.

Structuring property development transactions will often depend on the longer term intentions of the owner. If
the goal is to maximise retained profits for reinvestment in new sites then a limited company may be more
desirable as it enables the owner to access the 22 — 28% rates of tax rather than 40% on an individual.

If a future disposal of the overall trading business is possible then there is the opportunity to access the 10%
ER.

Tips for Property Purchasers

Keep your development and investment structures separate. Different strategies will often be
appropriate for both. It could be very expensive to separate later!

If they have been combined, then it may be worthwhile to separate the structures.

If you are married then consider equalising the ownership of any asset where ER may be available to
maximise the amount that could be taxed at 10%.

Consider using an LLP for investment properties.

Consider using a limited company for trading transactions (land purchased to make a turn or
develop).

Do not overlook inheritance tax — this may provide a different answer from CGT planning.
Take advice on your own circumstances — planning needs to be bespoke to your aspirations.
Case Study in Property Planning

PP is a MacIntyre Hudson LLP client (name changed) and a construction company within a group structure.
The group is owned by the directors and by some outside shareholders.



The directors had identified an opportunity for the purchase of land and subsequent development of 35 flats
in London and discussed the possible planning with their Macintyre Hudson principal. If they developed and
sold this through PP, they faced a potential 50% effective tax rate on the projected £6m profit. There was
also a possibility instead of holding the flats for a longer period of time once built.

If this route was adopted problems could be caused at a later date if the investment properties overwhelmed
the trading projects to create an investment group. This would entail the loss of many substantial reliefs from
capital gains tax and inheritance tax. There was an added danger of crystallising a corporation tax charge on
unrealised profit by transferring from trading stock to fixed assets.

An LLP was suggested by Maclntyre Hudson as an alternative. The LLP would acquire the land, PP carry out
the build and the flats would then be let. On any subsequent sale, we would seek CGT treatment as the flats
were let and held as investments. This reduces the effective tax rate to 18%, a saving of 32%.

Of course in the meantime any profits on rental income would be at 40% and not 28% as in a company, but
again the net rents would belong to the directors with no further issues regarding extraction costs.

The planning illustrates the importance of discussing the options with your tax adviser before the project has
taken place and not before any ultimate sale.
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